REPUBLIC OF KENYA
IN THE HIGH COURT OF KENYA AT NAIROBI
COMMERCIAL & ADMIRALTY DIVISION
INCOME TAX APPEAL NO. 16 OF 2017

DELMONTE KENVA LIMITEDIll.Q....I.......t..l.l..... AppELANT
Versus ; k .
THE COMMISSIONER OF DOMESTIC TAX.uccescscssssssssssecseed RESPONDENT

JUDGMENT

1. Amongst the questions to be 'o'm's‘wefe“d iﬁ this Appeal is the manner
in which foreign exchanéé' Iossegincurred by Delmonte Kenya Limited
(the Appelldn_t Idr DKL) in the settlement of foreign currency
denom_i_ndtea loans b;'(yay of share issue should be characterized.

2. =D.K:L L'is-'f.;:' limited ifcbi!ity company incorporated in Kenya. Its core

qct'iu.i‘ty' is fhe cultivation, processing and sale of pineapples and a
range of nonalcoholic beverages. From the year 2001 DKL took out
Ioﬁns denominated in US dollars and GB pounds from a related party
namely Delmonte International Incorporation (Delmonte

International). Delmonte International is a company incorporated
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in Panama. These loans were unsecured and interest free. As at 31
December 2008 the total outstanding loans amounted to USD
28,251,615.62 and GBP 1,464,272.89.

3. Ower the years, as the loans subsisted, DKL prepared its financial
statements on an annual basis. The statements were prepared on the
basis of the local currency being Kenya shillings. Whatever balance
there was in respect to the loans was transldted intg IK'enya shillings
applying the prevailing exchange | rates. As '. there would be
fluctuations in the strength of the‘ -Kenya shilling in relation to the two
foreign currencies, the pré'v'c?:__’iﬁling.'ex;hdnge rate at the point of
preparing the variqgs _dﬁnual ret&i-ns would differ from the exchange
rate at the point of taki;ﬁg"'éﬁé;;oans.

4. The proces's of:'j:.l;qhsl'étii-;g the outstanding loans resulted in foreign
exchcmge_, gclinzg= {or»&l;(.)sses depending on the prevailing exchange or
4conversidﬁ'-5.f&té. Whatever gains or losses were made were deferred
from year to year and not taken as deductions for tax purposes. As
=(:lt 37t December 2008, the unrealized foreign exchange losses on the
loans amounted to Kshs. 401,261,996/-.

5. On 27" November 2009, the Directors of DKL resolved as follows:~
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CONVERSION OF LOAN 10 EQUITY

fe

2o

it is RESOLVED that the company agrees to assignment
from Del Monte !hterﬁ@tionab inc, te Del Monte Kenya
Holdings of loons totaling 328,287,567.06 ‘and GBP
1,464,272.89; A‘

It is RESOLVED that the compan_y '&g_;reé__; to offset
Kshs.2,396,637,50 equivalept to '$3!;8_9'{,38 as of
November 27, 2009 of inter-&ompc:x.;i;} ‘Fé;:.eivables from Del
Monte Kenya Holdlngs lnc agcunst these loans:

ALLOTMENT OF SHARE AND SHARE CERTIFICATES

“Itis RESOLVED that the Company agrees to issue 41,625
ordmary shares of Del Monte Kenya Limited to Del Monte

Kenyc Holdmgs, Inc. in exchange for the loans of

ff;sza,zss 615.62 and GBP 1,464,272, 897

3.

SHARE CERTIFICATE

it is RESOLVED that the Company Seal, duly

authenticated, be fixed to Share of Kshs.20/= each in the

name of Del Monte Kenya Holdings, Inc.



The Appeliant accounted for the unrealized exchange rate
differences resulting from the revaluation of the loan balance in each
year until the liability was settled. In consequence, DKL passed an
adjustment of Kshs. 401,261,996/~ in its year 2009 tax computation.
As he would in ordinary course, the Respondent audjtéd:"c:he qlc;counts
of DKL for the years 2009 to 20Ii1. Followmgthat audff the
Respondent raised an additional income tax as‘;és;m’éﬁt |n which it
disallowed DKL's foreign exchange !ossqdjustments That assessment
was confirmed on 16% Septemberzoii’.cmd resulted in additional

taxes of Kshs. 60,828 537/-';':and:‘- R§h§.1'61,481,213/- for the years of

o’r’ the current proceedmgs
in that decision, the appeal was partially successful and the losses
“r&ééﬁrding the offsetting of receivables amounting to USD 31,891

against the foreign loan were allowed. However, in respect to the



10.

1.

more substantial grievance, the Tribunal held in favour of the
Respondent.

In arriving at that decision, the Tribunal had framed 2 issues for
determination: -

)] When foreign exchange differences are redlized.

i) Whether foreign exchange ‘yl'osse's . arising on
conversion of a debt to eqmty s cm allowable
expense. |

The first issue did not seem contrzcr;\)qt!'sid.i;clnd"the Tribunal held that
differences arising out of re;slizatic;h :icif:.d'debt are revenue and are
taxable if there is qgaiﬁqnd clldwcble if there is a loss. In addition,
such losses or gciins=-"<;re :re<;0§1.r.1ized only when they are realized.
Another obserpdt'ic:;'lj't'mdde by the Tribunal was that realization of

the loan can occﬁr not only when the debt is paid in cash but also if

| éxtinguishe,d‘through payment in Rind or exchange of goods or

sefvicés, conversion of debt to equity or even amortization against
receivables between the parties.
The Tribunal concluded that foreign exchange losses or gains are

realized when there is a permanent cessation of an obligation to pay
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13.

or receive foreign currency and not by mere translation of

denomination of currency of debt.

On the

second question the Tribunal found that even though the

foreign exchange losses were connected to change in equity they are

not a kind that is allowable.

In the Appeal filed before this Court on 9t Februdl‘y2017 DKL raises

the following grounds:-

1.

The Tribunal erred in law by conc.lﬁdin;that the foreign
exchange losses, wh:chhadaccrued in prior years due to
the translation of the i "f'A=|;_,):;ellant’s- foreign currency
denomina!_:ﬁggli;l‘b'qgs il}t;{l(enya Shillings, and which losses

were onlyreallzed I.ﬁpon settlement of the outstanding

loansofU$D28,255,616 and GBP 1,464,272 by way issue

‘. of shares, were capital in nature and therefore not

iy ,clé‘ductible for tax purposes.

% 2

The Tribunal erred in law by failing to consider and
apply the provisions of section 4A of the Income Tax
(ITA) which expressly allows for the deduction of foreign

exchange losses incurred by a business without any



reference to the manner in which they arise. Specifically,
section 4A(1) provides that;

“aq foreign exchange gain or !oss realized on or

after 1 January 1989 in a business carried on in

Kenya shall be taken into qccoup‘t':qi a trading

receipt or deductible expenfé e éd_rﬁputing the

gains and profits of thuf'flgusi;:éSS_:,fo} the year of

income in which th&;‘gqin or l6"'s‘s;- was realized;

Provided that; &,

(i) Nofore:gn exchange gains or loss

e 'vsh.al:l-'_be taken into account to the

kéxtent that taking that the foreign

exchange gain or loss into account

would duplicate the amounts of gain

or loss accrued in any prior year of
income’.

Section 4A(1) and its proviso do not expressly or

implicitly exclude taking into account foreign



3.

4.

5. ‘

exchange losses realized on the conversion of debt to
equity.
The Tribunal erred in law by failing to consider that
under Section 4A (1) (ii) of the ITA, foreign';zgxchange

gains or losses realized in relation to dzeﬁt,_'uihich like

equity is a balance sheet i'!:emf are tax .Qeductible
expenses. ‘h ‘A

The Tribunal erred in law by gppl;;i'iig".fthe provisions of
16(1)(b) of the ITAnotWIthstandmg that Section 16(1)
expressly statgs'th;t;iﬁé ;éétfon applies subject to other
provisiqns‘iéf;tt!]&"l:l;Aﬁ as f;allows;

‘save as B'th.e}-_jtibi:é'expreﬂly provided...’

The 'ffi"léh’qg‘_l'érred in law by relying on the provisions of

'1:;(2)(5) and section 15(2)(ss) of the ITA. The

" former section provides for the deductibility of expenses

incurred in the issuance of shares to the general public
and the latter section provides for the deductibility of

incidental costs on the listing of shares on a securities



exchange. The Appellant carried out neither of these
transactions hence the sections do not apply.

6. The Tribunal erred by holding that the Appellant;
“..was required to surrender more shares from the
same amount of currency at the date of cénver._fion of
the loan than they would have if tﬁé._conuer.fion
occurred on the date the loan Qq.f iﬁﬁed’..:

The amount capitalized is':’e;qg;:ll té’tﬁé ;’amount of debt
outstanding ie. USD.ZB’SES,&&_"GHd GBP 1,464,272, The
foreign exch'qnge I6’ssﬂreaﬁze& is separate and distinct
from theséqnioﬂnts and ‘no shares were issued as a result
of and in resﬁgcf to foreign exchange losses.

7. The Tribdngi érred in failing to find that the Respondent

amé_nded its pleadings without leave.

14. As the'Co‘urt turns to evaluate the argument made by parties and to
deté_rmfne the Appeal, one matter needs to be dealt with in
prefatory.

15. One of the grievances of DKL is that the Tribunal erred in failing to

find that the Respondent had amended its pleadings without leave.
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17.

Elaborating on this, DKL asserts that in reaching the controversial
assessment, the Respondent stated that the basis of its decision was

Sections 15(2) and 16(1) of the Income Tax Act (ITA). No reference

being made to section 4A. DKL argues that the Responderj;’s position
mutated at the appeal before the Tribunal when |t made the
argument that the loss of foreign exchcmge’:‘"f had been claimed
contrary to the provisions of Section 4A of the ITA .

The Respondent does not percelue cmy d:f‘ﬁculty The Respondent
Section -4A of the ITA, that warrunted a Reply This did not require
the pleadings to be amended and that the Respondent did not seek
to amend or !‘gtrodgce;_gew 'ls;sues.

The Courthasloohedat the documents, pleadings and submissions

before i:he Trlbunal and makes this observation. The amended

ossessment of 20th September 2013 is the bone of grievance by the

) App)ellcint. It is evident from the contents of the letter that the

assessment wass founded on the provisions of section 15(2)(s), 15(2)(ss)

and 16(1) of the Act. When DKL appealed against the decision it
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20.

invoked the provisions of section 4A of the Act and faulted the
Respondent’s reliance on section 16(1).

In the submissions dated 8" March 2016 before the Tribunal, the
Respondent put in considerable effort arguing that as there was no
actual conversion of Kenya shillings into foreign curre’hcy,the_ foreign
currency losses were not tax deductible under sec‘:t'iOn.?'.l‘A'(l‘).

I would think that because DKL’s case was'primari[y_f_ounded on the
application of section 4A of the Act;f’fhe Ré.sbnd'ént was perfectly
entitled to make the counter arg;‘imgn.t.s-. < The Tribunal’s duty was to
consider these rival submisﬁionsahd-‘%.urtl;ler, whether sections 15(2)
and 16(1) of the ITA_wAhich were relied on for the assessment were
relevant to the dispu'tg..g-- As w:l! become apparent in the course of
discussing that dégision, that is exactly what the Tribunal did. This
Court dogs 'nét:ggree that the approach by the Respondent altered
6'fwi'<::l_:<_e_rl1ed.i-:hé scope of the issues that had initially arisen at the
a;Sessmenf.

This Appeal is filed under the auspices of Section 53 of The Tax
Procedures Act as read with section 32 of the Tax Appeals Tribunal

Act. The former reads;
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“$. 53. Appeals to High Court

A party to proceedings before the Tribunal who is
dissatisfied with the decision of the Tribunal in relation to an
appealable decision may, within thirty days pf being
notified of the decision or within such furthg;-:'r' pernod as the
High Court may allow, appeal the decmontothengh Court
in accordance with the provisions of":the *&x-- :

Appeals Tribunal Act, 2013 (No.4o of 2013)”

The scope of an appeal to the H'ig:!;;':;Coprf stich as this is circumscribed

.by the provisions of 56(2) df--'fhe ‘Tax Procedures Act to be on

questions of law only..
e proceedmgsmwtethe Court to interpret various provisions of

the lTA\.;;’:On.iﬁ's'g:ei§i';9f'-égnstruction of a statute that imposes tax, the

Cgul‘.f oprpeal in Kenya Kenya Revenue Authority v Republic

£ .(Expdrtg.fFintel Ltd) [2019] eKLR reminds that the proper

: cpr._)_;toc:l'ch is that set out in the decision of Mangin V Inland

Revenue Commissioner [1971] AC 739. The Court of Appeal said;

4...the words are to be given their ordinary meaning,

locking only at what is clearly said. There is no room for any



intendment. There is no presumption so to tax. Nothing is to

be read in, nothing is to be implied. One can only look fairly

at the language used...... In that process, the court is under

a duty to adopt an approach that produces neither injustice

nor absurdity; in other words, an approqch‘-ithai'pmmotes

the purpose or object underlying the ;6rti'cdlqr statute

albeit that such purpose or object ls noi:"expf'éssly set out
therein."”

23. Restating another rule of constfu&ion, 'c:He:-C;ourt of Appeal further

stated; R

“A statute ough’t;-fto__bqwloohed at, in the context of its

enactmenl_:' andas a \-Jluhole as opposed to picking and

chgosin:§ worci# in isolation. “No part of a statute and no

; thd'.o‘.':f.:.czl ;tﬁfute can be construed in isolation. Statutes have

"to be construed so that every word has a place and

everything is in its place.” $o said the learned Judges of the

Supreme Court of India in Reserve Bank of India V. Peerless

General Finance and Investment Co. Ltd., 1987 SCR (2) 1.



See also The Engineers Board of Kenya V. Jesse Waweru
Wahome & others Civil Appeal No 240 of 2013.

24. This Court will remain faithful to these canons of interpretation.

25. Central to the discussion herein is section 4A of the ITA whiqh provides

as follows:-

4A. Income from businesses where !O'reign eilfhdﬁge loss or
gain is realized | o
(1) A foreign exchange ggih;igrzlbég rg_glized on or after the
ist January, 1989 in qbusmess éarfir‘ed on in Kenya shall be
tahken into agcduqt as a .,tralt-:ling receipt or deductible
expenses in computmg the gains and profits of that business
for theyearofmcome in which that gain or loss was realized:
Provided that—
(:)noforelgn exchange gain or loss shall be taken into
-f:‘.:.ci't'cc)c.h;mt to the extent that taking that foreign exchange
A :“gain or loss into account would duplicate the amounts of

gain or loss accrued in any prior year of income; and



(ii) the foreign exchange loss shall be deferred (and not
taken into account)—

(a) where the foreign exchange loss is realized by a company
with respect to a loan from a person who, alone or together
with four or fewer other persons, is in control of that
company and the highest amount off ‘t.;::l;l"* '.I;';éi'ns by that
company outstanding at any time durmg the -yédr of income
is more than three times the sum of.l::"ﬁé"ll'evenue reserves
retained earnings and thé:i?s’uad ;nd ‘paid up capital of all
classes of shares of the cdniipany; or

(b) to the extépt; of *any___foreign exchange gain that would
be realized if all fo‘_i-éign currency assets and liabilities of the
business 'wé‘ré\ q:iiipésed of or satisfied on the last day of the
.yeq:r of Iiilzcome and any foreign exchange loss so deferred
shall be deemed realized in the next succeeding year of
_income,

(1A) For the avoidance of doubt accumulated losses shall be
tahen into account in computing the amount of revenue

reserves.



(2) The amount of foreign exchange gain or loss shall be
calculated in accordance with the difference between (a
times r1) and (a times r2) where—

a is the amount of foreign currency receivedl,:_ paid or
otherwise computed with respect to a foreign'i‘tﬁi;féﬁqy asset
or liability in the transaction in which the féirelig'n‘ exchange
gain or loss is realized;

r1 is the applicable rate__ ofexchange “:'f'.i.'ar that foreign
currency (“a”) at the dateof thg_ | :

transaction in w__l_1ich ;Héf~:ifof§i§n exchange gain or loss is

realized;

r2 is th‘g,;_;q:;;:):'p_l:ié&l;lé"'rate of exchange for that foreign

' December, 1988, whichever date is the later.
‘f_:(3) For the purposes of this section, no foreign exchange loss
shall be deemed to be realized where a foreign currency

asset or liability is disposed of or satisfied and within a



period of sixty days a substantially similar foreign currency
asset or liability is obtained or established.

(4) For the purposes of this section—

“control” shall have the meaning ascribed to it in paragraph
32(1) of the Second $chedule;

“company” does not include a bank or d:_‘f‘i‘.h&néf'c'tl: institution
licensed under the Banking Act (CG'I:?.'.- .488‘)";? ‘

“all loans” shall have the meq"ﬁirﬁ_:_g;.qssiéﬁédin section 16(3);
“foreign currency assgt 'of “ ligbi"l:.i'ty” means an asset or
liability denomi_natedA ih; o:i-*‘ the amount of which is
otherwise det‘ermi;le'd by reference to, a currency other than
the Kenya.;5_hilliﬁgi"

26. There is:consénsu';s; that as at 31 December 2008, DKL had incurred
unrealiééd; foreién exchange losses on the loans in the sum of
KSh.4§1,261,990/=. So as to settle the entire debt, DKL resolved to
offset i.ntercompany receivable amounts of USD 31,891.00 due from
DMKH and the balance amounting to USD 28,255,616 and GBP
1,464,272.00 through issuance of 41,625 ordinary shares of 20 each

and a share premium of Kshs.2,303,839,000/= to DMKH. The
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argument by DKL and accepted by the Tribunal is that the payment
of the outstanding loan through the offset of receivables and issuance
of share capital was an event of realization of the foreign exchange
losses.

The Tribunal was fully cognizant that foreign exchqnge:{b’sﬁ Or”gain is
realized not by mere translation of the denomiﬁ'dﬁdri 'bi;_;urreﬁcy of
the debt but when there is a permanent ce’ﬁ§is$ficﬁof__ gﬁiobligation to
pay or receive foreign currency. TheTrrbunaIthen drew from the

decision of Majanja J. in Repu!_:glig_ Ji;Keﬁiﬁq;R'evenue Authority Ex-

parte Fintel Ltd where the JUqlge' eibréggéd his view of how the word

‘paid’ should be con;trued,_ in the ITA. Perhaps to be noted at this
point is that i_n”d‘i:"]iq_p‘pe'd!‘ ‘frof'r;l the High Court decision, the Court of

Appeal‘_todlﬁ-:_gl?;Wigiéf- view of the word ‘paid’ which it expressed as

foll 0W§:: : o
Thelncome Tax Act has given the word “paid” a technical as
‘ oh"p#sed to an ordinary definition. Tax law is ever changing,
.complicated and highly technical. That is why we, with
respect disagree with the learned Judge for insisting that

“upon payment” must only convey the meaning that money



or some valuable thing was delivered. He gave the phrase a
very narrow construction. In the context of the Income Tax
Act, payment is deemed to have been made even when no
money has passed over. We therefore reject the contention
that it was not practical to deduct and remit the tax without
first actually paying the interest to the éb'nfidétof, Although
section 35(5) requires that where wif&ﬁoldi"r‘ig;&i is payable,
the tax payer must “c:lec:luct;’;.j and féliﬂ'ii::'the amount so
deducted to the Commissitl:;'er,_t tl;éffs'é'nse in which the word
“deduct” is used, as an dc‘c_ouﬁtihé term refers to the act or
process of sub’tractfdn_ of_an" item or expenditure from gross
income to reduce'?_l:&h'e'c-lmount of income subject to income
tax§ 'This"ne..e'd not Be done physically or practically but as a

b'o_o_h entry.

28. ,Nohethéless in respect to the matter at hand even the more restricted
construction was good enough as parties agree that offsetting the
loan by way of receivables and issue of share capital amounted to

nayment of the loans. The Tribunal correctly reached a decision that
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31.

the loss of Kshs. 401,261,990/= which had occurred as a result of foreign
exchange conversion had been realized within the contemplation of
the section 4A of the ITA. | do not hear the Respondent to be
contesting the correctness of this finding.

That preliminary issue having been settled the scope o,f_iifhé.dispute
considerably narrowed. The singular issue bot=Hbéfo;é’i',£he Tribunc:l
and this Court is how the foreign exchange l_gs::-;esféqli_géd by DKL was
to be treated. |

The argument by DKL now, as |two|s o&the"Tribunal, was that the
wording of section 4A of the Actwasciear and unambiguous. The
realized foreign exc,»:l':_:‘a.r;gq:’gains‘.or losses are to be taken either as
trading receipj;; "'c")r»,_,hc;éc::ll_.iétibile'"ctaxpenses in determining a tax payers
taxable prof!ts "-;I;fhis‘éodrt was asked to find that section 4A applies

to cull;:,réqliiéa“;,gains and losses without considering the manner in

which the realized gains or losses arose.

Tﬁqjc_ proposition is not accepted by the Respondent who argues that
section 4A recognizes only those gains or losses that are actually
realized in respect to gains or profits from a business and not losses

attributable to share capital transactions. It is asserted that the
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33.

Tribunal was correct in holding that where the currency gains or losses
were incurred in connection with the purchase of an investment then
the difference on the currency change on realization is capital gain or
loss on the investment as expenditure on contraction or increase in
equity and is reflected in the balance sheet and not in tﬁé broﬁt and
loss account. ‘.
The Respondent calls into aid the provisionﬁiaf Se.étio”n 16(1) ’of the ITA
which reads:- -I ‘
$.16(1) Save as otherwisg exéi‘e_s:slg ia‘l::oo'ided, for the purposes
of ascertaining the to.t.al.j.ncclnh”é o:.‘:f‘a person for any year of
income, no de_c_!g.d:ion shall' be allowed in respect of—
(a) any expenditure 6r loss which is not wholly and
exclusively inéurrea by him in the production of the income;
_(b_)'. 'aluul!. (.gpﬁtul expenditure, or any loss, diminution or
‘ ._éxh.c;:'usf.ié‘n of capital.
It is-gjrgued that by dint of these provisions the only expenses which
are deductible are those wholly and exclusively incurred in
production of the income. The Respondent submits that the losses

incurred by DKL in respect to the equity conversion do not meet the



34.

criteria set out under section 4A and are therefore not allowable. It
being argued that DKL was required to surrender more shares for the
same amount of currency at the date of conversion than they would
have if the conversion occurred on the date the loan was issued. It
was pressed that such an expense can only be treated.tbgét’her with
the equity (reducing the share premium) ond-‘;':és"'sqcih‘ is a cdpitcl
expense which is not deductible under the prb_gisiéﬁs ..of section
16(1)(b) of the Act. |

A contention was also madg; tha't'.althiéugh the foreign exchange
losses incurred by DKL weré' .co:r,]necteaitg change in equity they are
not of a kind allowgple unqer se&ibns 15(2)(s) and 15(2)(ss) of the ITA.

Section 15(1), 15(2) © a'r;ﬁ'=15(:25(55) reack:-

$15(1) Deductlonsallowed
& (1) For -t,hé ﬂpurpose of ascertaining the total income of any
: "pgfsonfor a year of income there shall, subject to section 16
6f this Act, be deducted all expenditure incurred in such year
of income which is expenditure wholly and exclusively
incurred by him in the production of that income, and where

under section 27 of this Act any income of an accounting

IRNRNT 22



period ending on some day other than the last day of such
year of income is, for the purpose of ascertaining total
income for any year of income, taken to be income for any
year of income, then such expenditure incurred during such
period shall be treated as having been incur_réd:'-t_.;lu;ing such

year of income.

$.15(2) (s) expenditure of a cd;igql naiéui*'e .incurred in that
year of income by a person onlegal costs and other
incidental expenses reldtiﬁg tothe authorization and issue
of shares, debentures _orl similar securities offered for

purchase by the g,ejhéln'-'c:l public.

$.15(2) ,,-(§s)'2e:.(penditure of a capital nature incurred in that
year. of income by a person, on legal costs and other
incidental expenses, for the purposes of listing on any
securities exchange operating in Kenya, without raising

additional capital.



35. As | turn to consider these conflicting positions it helps to reproduce
the portion of the decision that has triggered the Appeal;-

26. The Tribunal then addressed itself to the question as to

whether loss incurred through conversion of debt_:,.to equity

was an allowable deduction. The Tribunal determmed from

the evidence adduced that the full debt “u_::éf:'_égmortized

against receivables and the balanc"e’_conu'e'rt_eld'into equity.

This process was clearly conta:'i'i;égl‘;jn fiie‘=¢A”ppellqnt's books
of account. No euidqu_e" wmproduced by the Appellant to

' show that the ggnvéf;io'ﬁ' <;f'"'1tl'1“e’ debt to equity was an
independent transactlonto justify their argument that the
transa.ct_igq‘;_i.j Wc:s mdependent transaction and therefore
ougﬁ’t’ tobe treated as tax deductible. The tribunal does not
ugree WIththe Appellant’s assertion that the conversion of
'~'i;!'ébt_:dnd the consequential foreign exchange losses claimed.
}:T he Tribunal then proceeded with its deliberations taking
into consideration, that the conversion of the balance of the

loan into shares and the amortization of the same against

receivable were related transactions.



27. The Tribunal is of the view that where currency gains or
losses were incurred in connection with the purchase of an
investment, the gain or loss of the currency change on
realization is a capital gain or loss. This is included as part
of the total capital gain or loss on thefihogit’mgnt as
expenditure on contraction or increus_ﬁé | m edﬁity and is
reflected in the balance sheet and n’g? in the p_;bfit and loss
account where expenses illa_cur"r;d in the ordinary course of
business are recorded. The-_"tri_bu‘lial is of the view that a
transaction moves together with its connected expenses and
as such all exp.en_se‘l‘s rglqted' to conversion of the loan must
be treated fﬁggfhe’f as after all, it was a matter of fact and
law that it was the Appellants money from the same loan.

28. Thg_.i-.,es.u..lltant question therefore which the Tribunal
;ii-_nust::dsh itself and determine is whether, currency exchange
-lo.ss is such an expense and whether such an expense did
occur? The Tribunal holds the view that a loss did occur to
the Appellant as they were required to surrender more

P PROS 1 P 2ma & FIzes oL
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conversion of the loan than they would have if the

conversion occurred on the date the loan was issued. Such

an expense can however only be treated together with the

equity and as such is a capital expense. Capital expenses

are not deducted as provided for in Section,"fe'('l.‘)'(i;'),_ of the
ITA which states that: Py, |

“Save as otherwise pravidéd, -‘der, g ;urpose.r of

ascertaining the tota( mcome of I;‘ﬁér}on for a year of

income, no dedq.t'tib;}hgll; I::lfié""dllowed in respect of

oe(b) Capital expend:ture, ;r any loss, diminutions or

exham‘tiép ofcapltal "

36. In respect to theportlon of tge loan that was retired by conversion
payment'*f’of receivcbles Vthe Tribunal expressed itself as follows;-

; 30.Turnmg on to the portion of the loan that was amortized

| through conversion payment for receivables, the Tribunal

fmcls payment for receivables as an expense incurred in

ordinary course of business. Therefore, the discharge of an

obligation in such o manner should be treated as an

aliowable expense for purposes of computing tax. The



Tribunal therefore holds that currency losses incurred in the
discharge of debt through what was owed as receivables is a
deductible expense.

37. It also has to be remembered that in reaching these findings the
Tribunal had held that the payment of the loans throuc;:;:ﬁ i:.om.;ersion
to receivables created a cessation of the obligj:d’éi‘on.tolpay féreign
currency and was therefore an event of reti;lizalt:}:‘ion.' D,RL are happy
about this position and the Respondeﬁf drd néf crosgrappeal on it. This
is notwithstanding that the bUl;qur,h o%’"ij;_si submissions before the
Tribunal was that in the absence of"‘q,cﬁiél cash outflow, realization
could not be presum_ed fb‘ have lh;ibpened within the meaning of the
provisions of ,sed:ion 4A of the ITA. | take it therefore that the
Respondent acéep'tg the Tribunal's finding that a foreign exchange
Iqss had been 're__cjlizt-ad through both payment against receivables and
_éjc-).nv’ersion inéo equity. The substantial portion being the latter. It is
therefore somewhat puzzling the Respondent re-agitated this point
at tHe Appeal. It not being an issue for determination, the Court finds
it unprofitable to discuss it and proceeds on the basis that the finding

of the Tribunal in that respect is uncontested.



38.

39.

40.

As the finding of the Tribunal was that capitalization of a substantial
portion of the Debt was an event of realization of the foreign
exchange loss, a central issue has to be whether the manner in which
the realization was achieved mattered in taxing DKL. Put s'i‘nf.xp!y, was
the realization through payment against receivql?!e; ;ﬁo be"‘f"eated

differently from that of conversion of the debt to equity?

But even before attempting to answer thdtz"'iqﬁestion, the Court
deem:s it necessary to deal w_jth' fq_n‘:t“?‘is_s_ue it raised with the parties at
hearing. | asked the parties to ;jqddféss me on whether the losses or

gains contemplated in §'éc1;iony4A' are in the nature of capital or

DKL,,t.d%.és theposmon that it applies to all realized gains and losses
regardlessofhow they arise. On the other hand, whilst it had initially
submttted fhc’t the provisions apply to both (see paragraph 39 of its
subrﬁissions of 23 February 2018), the Respondent seems to have
had a change of heart. In further submissions it posits that this section
relates to section 3(2) (a) (i) as regards to determination of gains and

profits from business chargeable to Tax. This latter section provides;



$. 3(2) Subject to this Act, income upon which tax is
chargeable under this Act is income in respect of—
(a) gains or profits from—

(i) any business, for whatever period of time carried on;

41. This Court is further asked to find that, save for jnstqihceﬁ provided in
section 15 where deductions are allowed on capital expenditure
,section 16(1)(b) disallows deductions .on cdf)"ital expénditure or any

loss, diminution or exhaustion of capital. -

42. In support of this position, the Respondent referred the Court to the

following guidance applied in Indic;

Ascertain_fwhe,_t:hér"thé Exchange Fluctuation is on Revenue

[Capital Accbu_hfé

Exchd'nge fluctuations arises on Revenue Account:

'.The exchange fluctuations which are not related to
acquisition, installation, disposition of any capital asset,
such fluctuations are treated to arise on Revenue Account.

For example, the reglized/unrealizad exchange fluctuation



gain/loss which have been arisen on transaction with Trade
Receivables, Trade Payables, Working Capital ECBs
(External Commercial Borrowings) etc. are fluctuation

impacts on Revenue Account.

Exchange Fluctuations arises on Capitq[?ﬁ&oﬁﬁt: |

The exchange fluctuations which ur:é:'_.rela.i':ed to acquisition,
installation, disposition ofany c&bifql asset, such
fluctuations are treatgd' 'i:'qijai'_i._sem::h‘? 'éapital Account. For
Example, the l{galizedll'!-'tfir.ézdli;‘d exchange fluctuation
gain/loss whlchhaue been arisen on capital creditors,
outstandngCBstqhen for acquisition/installation of any
cqpltalassets etc are fluctuation impacts on Capital

Account.

43. The Respondent then strongly argued that foreign exchange gain or
loss on repayment of money lent will always be a capital gain or

loss(see for example ,Gibb ] in Commercial and General

Acceptance v FC Of T(1977)137 CLR 373):




“l incline to think that an exchange gain or loss on the
repayment of moneys lent will always be a capital gain or
loss, and can never be taken into account in the

assessment of income”.

44. If this Court were to venture an opinion on this i\s_sueI fhen’it préf'ers to
lean on side of the proposition that exchq‘r‘i’ge':'f,luctudticjh arises on

revenue account when it is net related to acquisition, installation,

disposition of a capital asset, qnd on th;"'é;énuerse the fluctuation is on
the capital account. On this I-_c;g’r:_e:e wi.t'h the Respondent. And | must
observe that befor:_e the Tribuﬂr‘idl, DRL took a not too dissimilar
position when ltarguedthct ‘foreign exchange loss or gain must be
allowable, ‘relgélg-fdjes‘s_ﬁpf' :'how it arose provided the foreign currency is
used in the coufiﬁe ;613 business. | take this to mean of a revenue nature.
Onthls m:c;]ftér'the Court accepts the view of the Supreme Court of
India in Sutlej Cotton Mills Ltd Vs Commissioner Of Income Tax

Civil Appeals nos.1847 & 1848 of 1972 where it held;-

“ .sovereign power extrinsic to the business, the loss could

not ke said o spring from the husiness of the assesse. Whether



the loss suffered by the assessee was a trading loss or not would
depend on the answer to the question, whether the loss was in
respect of a trading asset or a capital asset. In the former case,
I would be a trading loss but not so in the latter. The”test may
also be formulated in another way by oshing‘_j"k the j:‘ql,lf!stit:m
whether the loss was in respect of clrculatloncapltalor m re;pect

of fixed capital. This is the formulation of the test which is to be

e

found in some of the English decisi”&nr Itis, of ¢ourse, not easy to
define precisely what is the Imeofdemqrcatlon between fixed
capital and circulating CQE&&L but there is a well-recognized

distinction between the two concepts. Adam Smith in his Wealth

of Nations descrlbed“ﬁxed capital® as what the owner turns to

profit by heepmglt in his own possession and “circulating
cqpltal”aswhat he makes profit of by parting with it and
lettmg lt Ehange masters. “Circulating capital” means capital
g@éloyed in the trading operations of the business and the
dealings with it comprise trading receipts and trading
disbursements, while “fixed capital” means capital not so

employed in the business, though it may be used for the



45.

purposes of a manufacturing business, but does not constitute

capital employed in the trading operations of the business. Vide

Golden Horse Shoe (New) Ltd. vs Thurgood (1933) 18 Tax Cases

280(CA). If there is any loss resulting from depreciation of the
foreign currency which is embarked or udqght.u__:réd' in the
business and is part of the circulating _cqﬁitd'l;-'-‘.it.-"would be a
trading loss, but depreciation of fixed’igtc_::iap.ilt':c'al;.p; account of
alteration in exchange rate wquld'- bea cap:tal loss. Putting it
differently, if the amount m '_flbrgig.r_i' ‘currency is utilized or
intended to be utilized in fhe:'gourie of business or for a trading
purpose or for efféctiﬁg*q.tr,qnsgaction on revenue account, loss
arising from -dep'rec.i‘at'iioﬁ m its value on account of alteration in
the rate of e_x'chdngewould be a trading loss, but if the amount

is held as'a capital asset, loss arising from depreciation would be

" a capital [oss. This is clearly borne out by the decided cases which

we shall presently discuss.

On the related issue but specifically on foreign currency loans, the

Court takes the view that whether to consider it as a fluctuation



arising on revenue or capital depends on the nature and use of the

loan. This is explained in the following guidelines issued in the

Statement of Practice by Her Majesty’s Revenue and Customs;-
“Nothing in FA 1998 Section 42 or in the case law regarding
the computation of trading profits requires the distinction
between capital and revenue items to bedecnded pther.‘than
by reference to principles well estabi?iis'sjl-;ed.‘in.:-:.tqg::'?'ca.se law. In
computing trading profits fdr';;th purposes, the question
whether a loss or proflj_,t; onexchqngeon a foreign currency
loan made to thetaxpayer "'is.lizli:espectiuely an allowable

deduction or q;;E;sab!e rgcéipt is determined by the nature

of the Iocmcmdwhet “e;r it is to be properly regarded as a
capltal orcurrent Inliability. The case law (Such as Marine
| Mldlandand Beauchamp v F W Woolworth plc (1989) STC
; 510,61 'i'C 542) shows that the distinction between capital
cmd current liabilities is essentially between loans providing
temporary financial accommodation and loans which can

be said to add to the capital of the business. The answer in



any particular case must turn on its facts and circumstances,

which have to be considered in detail”.

46. Indeed, as pointed out by Counsel for DKL, the notion that gains or
losses on repayment of a foreign currency loan will qlwdys be treated
as a capital gain or loss was revisited by Gibb J9~h‘ims,elf with the

following wiser holding:

“The view which I expressgd zi'h.':iComn;l;rlcial and General
Acceptance Ltd v Fedéi-ai E_C!c.v-ﬁmi.ss:ibner of Taxation (1977)
137 CLR at p 377, thatfztl‘.m exéhange gain or loss on the
repayment ofn;bnélffs-!g'ht will always be a capital gain or
loss, musrt; oﬁ-'rg_c.ciiél."t-sideration, be rejected. In a case such as
i_:he“f pr:e,sgnt-,the gains and losses do not have the same
'clhcirétter:'as the repayments that produced them, and,
. éoﬁsidered separately, but in the light of all the
circumstances, are seen to be revenue in character”.
(In Avco Financial Services Ltd V Federal Commissioner Of

Taxation (1982) 150 CLR 510)



47.

48.

Yet having had made the foregoing observations, | note that in the
matter at hand the Tribunal itself held that payment of the loans
through conversion to receivables and share capital was an event of

realization of a foreign exchange loss of & revense nature. DKL is

contented with that holding and the Respondent, on th“é ‘6ttli':1'e_r hand,
did not cross appeal it. It would in fact have .;[::.;ee.ﬁ‘p;;é.ppstero-us to
hold that the loan retired by receivables led tc.nz a revenue loss and
that by share issue was a capital Ioss::;;g_hg_n tiﬁlé' repayment was of a
debt of single nature. Such s:e_g:-'éggti;:)lhﬁ:;:@buld be artificial and
unjustified. | therefore'“tqhe li'tifth;'qt- th‘e“— 'hialding of the Tribunal that
the foreign exchangg:”l.o's's; was oﬁ' the revenue account is common

cause.

Now, the questlon begs whether there is legal anchor for a
s‘db:s'eqﬁer'llt\"*fin'ic;:i‘ing by the Tribunal that “loss incurred through
corII‘\:;‘er:s‘ic:Sh of debt to equity” was not an allowable deduction. For its
impbrtance | reproduce the view of the Tribunal expressed thus;
28. The resultant question therefore which the Tribunal
must ask itself and determine is whether, currency exchange

Inee & vl me pumemta e whekhes surk o ownonie did
loss is such an expense and whether such an expense did



occur? The Tribunal holds the view that a loss did occur to
the Appellant as they were required to surrender more
shares for the same amount of currency at the date of
conversion of the loan than they would have if the
conversion occurred on the date the loan was issued. Such
an expense can however only be treateél-tbgg.the_r with the
equity and as such is a capital e:q:;'eme.' Capi'tal expenses
are not deducted as prouided’;;t.)f_in Sectlon 16(1) (b) of the
ITA which states that:

“Save as otherwise | broﬁided, for purposes of

inca‘mg,r no .dé&dction shall be allowed in respect of

wos(B) -C.-GP}!'GI- expenditure, or any loss, diminutions or

-exhéu:tion of capital’.

49. The Respondent argues that while the foreign exchange loss may well
be revenue in nature, the circumstances here militate against
treating it as allowable. First, the loan that was paid off was a facility

between related parties. Further, that the issuance of shares was not



50.

a business activity of DKL which is an agricultural company and there
was no evidence to show that the conversion of the debt to equity
was independent of the issuance of shares. Lastly, DKL was required
to surrender more shares for the same amount of currency at the date
of conversion of the loan than they would have |f the “c‘bnqersion

occurred on the date the loan was granted.

This Court is not told that the ITA bar.s,;he e;finguish;iiént of a foreign
currency denominated debt by‘ convemon of. th;debt to equity. For
purposes of whether or not-t.'here: is_.?c;‘.'forei-ér'l-exchange loss or gain, |
have understood the Iq_w to io:'éltha;'the loss or the gain is on the
disposal of an as,s:et. or 5qt‘:i;:fd_ction of a liability and not the means in
which the Iq;é...d'rt g'wq_in |s lred-llized. Just as noted by the Tribunal, the
Court lSGlertothefGCt that the loan was between related parties,
a qu:;ﬁmft-;__c;mq_r:)jdrent company to a subsidiary. It is therefore possible
th(étf: fhé'rei:elted parties could choose to extinguish the debt at a point
or time when DKL would obtain a big advantage on account of
foreign exchange loss. Yet this Court is not told that such timing

infracts on any law. And | must wonder if the parties here would stick

to their positions if realization through the conversion of debt to



51.

52,

equity would have yielded a foreign currency gain and not a loss as

in this case.

Once the Tribunal characterized the entire foreign exchange loss
incurred by DKL as revenue in nature then it woul'd not be
conceivable for it to apply the provisions of sectionli'ﬁ (1) (b) to hold

that capital expenses are not deductible.

In reaching this decision the Court does not doubt the wisdom in the

remarks of Lord Fraser in_WilliﬁQale tl'ilnipector of Taxes) and

International Commercila Bank Ltcl A.C [19781834;
“it is well established that “the question of what is or is not
profit or*g_q'iﬁ mdsf 'sriﬁ;.c:rily be one of fact, and of fact to
be as’certaiﬁeé by i;he tests applied in ordinary business”,

, _j‘uq'ln;%rqnce Company Office v Clark [1912] A.C 443m 455
pergl:i‘scount Haldane. But that general rule is subject to
tl‘:le exception that where ordinary commercial principles
run counter to the principles of income tax they must yield

to the latter when computing profits or gains for tax



93

purposes. In B.5.C Footwear Ltd, v Ridgway [1972] A. C.

544, 552G Lord Reid said;
“The application of the principles of commercial
accounting is, however, subject to one well-established
though non-statutory principle. Neithgf proflt nor loss
may be anticipated. A trader m.a;;-:ﬁ'dve_n’jqde sﬁch a
good contract in year one _thalfi_t is'.vii'tu_ally certain to
produce a large profit myear two. But he cannot be
required to pay taxonthatproht until it actually

accrues”,

Yet in constrqi_ng-ﬁ;ca[ or tax !ééislcxtion, the Court is obliged to reach
an outhméé;gﬁ.;;h!"iKsj:n:o,:é:.:Only rational and just but achieves consistent
resu.lg::'?s.. whenapphed Once applied, the parties must let the chips fall
wheretheymay regardless of whether the advantage falls to the tax
édlléétc;)_f -:or tax payer. | have to think that the Tax payer in this
ihst‘&nce took advantage of a lacuna in statute and chose to retire
the debt by conversion into equity at a point when it would reap a
benefit. But | have to asﬁ, again, if for whatever reason realization of

the foreign exchange by the same means (that is, issuance of shares)
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gave rise to a gain and not a loss, would the Respondent be willing to
live by the formula it proposes? If so, it would mean that although
there was a foreign exchange gain and therefore a taxable income,
the tax payer would by parity of the reasons advanced by the
Respondent argue that the gain should be treated as “édpital in
nature because of the manner in which the debt wds'extinguished
and should not be brought to charge. Such an outcome would be

inimical to the spirit of section 4A.That ogtcoﬁiéwduld be absurd.

The Court holds that the solutidh"hf;dy ﬁe ln legislative intervention.
Given that this is a tax statuté-,-rthe tprovisions of the Act needs to
expressly provide thc:t nd"?foreign exchange loss is deemed to be
realized if ah:‘dssé.t'}of 'Iiability is disposed of or settled in certain
circumst’anc_estc‘)'rz,‘[:‘)'y-cértain means, like in this case, by conversion of
the debt .by :issﬁe of shares by a subsidiary to the parent company.

The:e' proviso to section 4A already sets out certain instances where

| foreign exchange loss or gain is not to be taken into account. Perhaps

there is need to lengthen the list. In this regard, there some learning

to be made from the provisions of the UK Finance Act 1996 which are
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explicit that certain gains and losses from loan relationships are not

deductible.

In making arguments in respect to the English statute, Counsel for the
Respondent made reference to section 84A (3) read with. Sé_gtion 84A
(4) as excluding any amount that is carried ‘tfg_“gi' sg;,tainéd by a

reserve maintained by a company. The provisions read:

(3) The reference in subsectioﬁ';é)_ (b) ;béiié to charges and
expenses incurred for thepurposesof a company's loan
relationships and relqted‘f-'tl.-dhsajctiom does not include a
reference to any éharqgs .or expenses other than those
incurred: dlrectly, A
d) I:i brmgmgany of those relationships into existence;
- b)lnentermg into or giving effect to any of those
2 ..,t:'rqnsactions;
4c) In making payments under any of those relationships

or in pursuance of any of those transactions; or



d) In taking steps for ensuring the receipt of payments
under any of those relationships or in accordance with
any of those transactions.

(4) Where;

a) Any charges or expenses are incurred by c: éOmpany
for purposes connected;

i With entering into a louﬁ"'reldtionship or
related transacti';ﬁs,g,or Yot

ii With giqiﬁé : ‘éf'f,ectl. to ':any obligation thdt
miqht arise under a loan relationship or
rela_fed'»transaétion,

b) At the tlme ‘when the charges or expenses are
i'ric_.t_l:'rr_e:d‘, the relationship or transaction is one into
whlch the company may enter but has not entered,
and

c) If that relationship or transa;tion had been entered
into by that company, the charges or expenses
would be charges or expenses incurred as mentioned

in subsection (3) above,



Those charges or expenses shall be treated for the purposes
of this Chapter as charges or expenses in relation to which
debts may be brought into account in accordance with
subsection (1) (b) above to the same extent as if the

relationship or transaction had been entered_'ihto; ;

56. For the reasons given | allow the Appeal q‘hd ;ét.asidg that part of
the decision of the Tribunal the held that thé Appeliclmlt-is not entitled
to deduct the loss incurred on the portlon of the loan extinguished
thréugh conversion of the debt toequn‘:yand disallowed the Currency
losses in respect of the bq;llancel;f USD‘28,255,616 and GBP 1,464,272.
Instead the Appe.gl‘ of 't_l':lze:i:__?i\plzo”ellqnt before the Tribunal is hereby

allowed. .

57. Cost; -he‘fe..,gj:hlc"ii’:l‘bl:efore the Tribunal shall be borne by each party. |
mahe thisn."o‘rc.:{‘er because | do not consider the arguments made and
; .issués)r‘dised by the Respondent both at the Tribunal and here to be

a l;rif!e.
Dated, Signed and Delivered in Court at Mairobi this 20" Day of

Decomber 2019,
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