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THE IMPACT OF COMPETITION ON TAX AVOIDANCE IN THE NIGERIAN BANKING SECTOR: THE EFFECTIVE TAX RATE PARADIGM By Ekoja, Benjamin Ekoja & Saratu, Lassa Jim-suleiman



Abstract Companies use tax planning to avoid the payment of tax. Competitive firms however, use the means of tax planning to improve on their competitive advantage. In Nigeria, through tax avoidance, banks can take advantage of all legal opportunities to minimise their tax liabilities. This paper analyzes the impact of competition on tax avoidance with emphasis on the Effective Tax Rate (ETR) as a proxy for tax avoidance. A pooled regression was employed to test the relationship between ETR and bank competition. The result shows that bank competition has significant impact on tax avoidance. The paper recommends that tax planning laws or polices should be reviewed in order to minimise the deliberate tax planning strategies used by banks to avoid tax. Key Words: Competition, Tax Avoidance, Tax, Revenue, Commercial Banks, Effective Tax Rate.
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Introduction Government generates revenue from taxes, fines, penalties, fees, water rates, rent and investment income such as interest, dividends and capital gains. These sources of revenue are known as the Internally Generated Revenue (IGR) and form part of the total fund required for capital and revenue expenditure needs. The major component of the IGR is income from taxes. Tax Revenue is believed to be the lifeblood of any government, but the majority of multinational businesses have been structured in such a way that would permit tax avoidance in every jurisdiction in which they operate (Christensen & Murphy, 2004). Olaseyitan and Sankay (2012) expresses the view that taxes constitute the principal source of government revenue, and the beauty of any government is for its citizens to voluntarily execute their tax obligations without much coercion or harassment. According to statistics from the Federal Inland Revenue Service (FIRS), the Total Tax Revenue collection for October, November, December 2012 and January 2013 amounted to N454billion, N405billion, N344billion and N478billion respectively. These tax revenues assist in infrastructure development at the federal, state, and local government levels; and they, provide the raison d'être for governments at all levels to deploy efficient tax collection mechanism so as to achieve their set goals for the society. Similarly, governments around the world need tax revenue to assist them in fulfilling their societal obligations (Fagbemi, Uadiale& Noah, 2010). Thus, taxation is of global significance irrespective of national differences and has effect on the economy of nations. As a result, the Central Bank of Nigeria reports that tax revenue contributed 34.10% and 40.10% to Nigeria's Gross Domestic Product (GDP) in 2009 and 2010 respectively (Oboh, Yeye & Isa, 2012). 2



Notwithstanding the benefits of tax revenue to a country's economy, some citizens consider tax as an undesirable levy imposed on them by government, and accuse the government of not utilizing the tax revenue in a manner that achieves efficiency, economy, and effectiveness of spending. For this reason, the citizenry employ several means to either completely or partially avoid the payment of tax (Adediran, Josiah & Ozoh, 2012). Consequently, several billions of naira accruable from tax may be lost due to tax evasion and tax avoidance activities yearly, thereby denying government of additional revenue that could be used to finance fiscal budgets, infrastructural development and social amenities. Tax evasion is an illegal means employed by tax payers not to pay tax on certain activities at all. This defers from tax avoidance which is a deliberate but legitimate means of minimizing tax liability by tax payers. Thus, tax payers utilize legal means to minimize the amount of tax payable to the government each year by taking advantage of the opportunities not to pay. Tax avoidance plans may include paying money into pension scheme, buying second-hand goods and shopping on holidays in lower tax countries (Mayer, 2010). Competitive firms use good tax planning to avoid the remission of tax to take advantage of opportunities for the purpose of obtaining or maintaining competitive advantage. This paper focuses on tax avoidance by banks in Nigeria, and seeks to analyze the relationship between tax avoidance and competition in the Nigerian banking sector using the effective tax rate (ETR) as a surrogate for tax avoidance. The aspect of tax avoidance that is of interest in this paper relates to using tax avoidance activities to reduce the effective tax rate. In this way, the tax paid by the banks (ETR) is lower than the tax rate set by government. The resultant effect is the emergence of tax avoidance which is the difference between the ETR and the tax rate imposed by government. The objective of this paper is to determine the impact of bank competition on the ETR among 3



Nigeria Commercial Banks. This work is motivated by the extent of pressures banks in recent years have to content with; arising from the process of deregulation and consolidation in the financial sector. These pressures increase the intensity of competition thereby providing a compelling environment for banks to fight competition using tax avoidance strategies. This work proposes to analyse whether or not competition has any effect on tax avoidance (ETR). 2. Literature Review Tax Avoidance Tax is a compulsory deduction of money by public authority for public purposes (Soyode & Kajola, 2006). It is also a levy imposed by the Government on the income, profit or wealth of the individual, partnership and corporate organization (Tabansi, 1997). From the above definitions, it is expected by law that all commercial banks in Nigeria pay their taxes at the specified rates. In every country of the world, government undertakes a lot of projects for the common good of the society. To execute the projects, the respective government extracts tax in various proportions from wealth of the citizens for this purpose. It is in this sense that taxation connotes a sense of rights and responsibility. The rights relate to citizens' rights to amenities as owed them by the government. The responsibility relates to the citizens' duties owed the society by way of payment of taxes (Odiongenyi, 1994). However, the citizens can attempt to reduce the amount of tax payable under the duty owed the society by engaging in tax avoidance. Tax avoidance is a deliberate strategy devised by tax payers to exploit legal means of reducing taxes with the goal of minimizing tax liability. The strategy is known as tax planning. Tax avoidance can be defined in various ways as: 4



I) The arrangement of tax payers' affairs using the tax shelters in the tax laws, and avoiding traps in the tax laws, so as to pay less tax than he or she would otherwise pay. That is, a person pays less tax than he or she would otherwise pay, taking advantage of loopholes in a tax levy (Soyode & Kajola, 2006). ii)



The use of legally permitted methods purposely to minimize the amount of tax payable. For example, employing the services of tax consultant or lawyers to study the loopholes in the tax laws and help the taxpayer reduce the amount of tax payable (Gyang, 2008).



iii)



The act of taking advantage of legal tax-planning opportunities and shelters in order to minimize one's income tax liability is known as tax avoidance (Ojo, 2009).



The intensity of competition in the banking industry in Nigeria may induce some banks to engage in tax avoidance activities so as to have more discretionary income to deploy in order to withstand competition. Competition Competition is a process by which alternative opportunities are made available to customers. A business competes with its rivals by offering the customer the same product at a lower price, offering a slightly different product with similar features, offering a radically improved product or innovative products to create more patronage and increase market share. The firm can also create a wholly new scheme of wants in the mind of the consumer to also create patronage of its products. According to Park (1998), the concept of competition and phrase “to compete” refer to the same thing. Park observes that “to compete” means to slice prices, advertise, and invest in research and development, stressing that competition denotes an energetic process of rivalry among firms in which only the fittest survive and flourish. Competition is also a state of affairs in 5



which the demand for the output of an individual seller is perfectly elastic (Chamberlin & Robison, 1933). In the opinion of Hayek (2010), competition is essentially a process of the formation of opinion by spreading information which can create that unity and coherence of economic system which we presuppose when we think of it as one market. It creates the views people have about what is best and cheapest, and it is because of it that people know much about possibilities and opportunities. Hayek notes that one function of competition is precisely to teach us who will serve us well; which travel agency, which bank, which department store, which doctor, or solicitor we can expect to provide the most satisfactory solution to whatever particular personal problem we may have to face. In Hayek's opinion, competition may be very intense, just because the services of the different firm/bank will never be exactly alike, and it will be owing to this competition that we will be in a position to serve as well and deliver better services. Argyris & Schon (1996) opines that we do not consciously choose when we encounter unfamiliar or threatening situations, we automatically respond defensively, engaging in competitive rather than cooperative behaviour. Competition creates new products that are identical to other products, except that they require additional time for their assembly (Bartolome, 2007). In order to appreciate bank competition in Nigeria, we shall discuss the strategic reforms that took place in the Nigerian banking system. Banking System and Taxation in Nigeria The banking system in Nigeria has undergone several reformatory processes. The Central Bank of Nigeria (CBN) which is the apex bank in the country regulates all the banks. The 1969 banking decree required all banks to be locally incorporated and to publish their balance sheets on their Nigerian banking business only. Other regulations over the years were aimed at 6



stabilizing the indigenous banks for their long-term existence and committing the foreign banks more into the delivery of services aimed at achieving the country's economic growth. Ghosh (1990) notes that the statutory transfer of 25% of profit after tax and after deducting bad debt provisions to general reserve and the increase in the minimum paid up capital, which is currently two hundred billion naira (N200b), are indicators of the Central Bank of Nigeria's control over activities in the Nigerian banking industry. With respect to the taxation of banks in Nigeria, the introduction of the excess profit tax ushered in a new regime of bank taxation. Thus, in addition to the companies' tax rate of 30%, banks are required to pay the excess profit tax. At the time of its introduction in 1978, the excess profit tax rate was 10% of the computed excess profit of the bank. However, with effect from 1989-tax year, the excess profit tax rate was raised to 15%. According to Aguolu (2000), the excess profit is the difference between the total actual profit of the bank and the normal profit of the bank computed by applying some specified percentages. These percentages, applied at the end of the accounting year, are: 40% of paid-up capital; 20% of capital reserves, 20% of general reserve and 20% of long-term loans. The paid-up capital comprises the bank's paid-up ordinary and preference shares where applicable. The capital reserves include the share premium account, surpluses on revaluation of fixed assets, and amounts set aside out of profit for the issue of share capitals. Finally, the general reserve is made up of the undistributed profit that is separate from the statutory reserves. The total sum obtained from the computation of the percentages is known as the normal profit of the bank. The additional tax, called the excess profit tax, is then derived by applying the excess profit tax rate to the difference between the normal and actual profits for the year. With the intensity of bank competition, banks sort to reduce their total taxes payable so as to have more discretionary 7



funds to fight competition. Banking System competition Competition in the banking industry has been a subject of great scholarly interest and continues to occupy a large body of empirical research. From public policy perspective, competitiveness of the banking sector represents a socially optimal target, since it reduces the cost of financial intermediation and improves delivery of high quality services thereby enhancing social welfare. Banking competition also promotes economic growth by increasing firms' access to external financing (Beck, Demirgüç-Kunt, & Maksimovic, 2004; Pagano, 1993). However, Petersen and Ranjan (1995) shows theoretically that banks wielding market power tend to lend to young firms whose credit record may be opaque, hence leading to high lending rates. In practice, Carletti and Hartmann (2003) argues that although concentrated banking systems offer growth opportunities for young firms, there is strong evidence of a general depressing effect on growth associated with banks' exercise of market power and this impacts all sectors and firms. Hence, competition in banking should be placed at the centre of any public policy agenda since it has the mechanism to respond to the dynamic changes in economic conditions, especially those that affect delivery of financial services. The analysis of banking competition has been of great concern in the literature especially due to its effects on the financial stability (Beck, Demirgüç-Kunt, Levine, 2006; Schaeck et al., 2009; Wagner, 2010). A competitive banking market may result in more benefits to the society as a whole, such as lower prices and higher quality of financial products (Boyd and Nicolo, 2005). However, empirical evidence on its influence on financial stability shows inconclusive results. Some authors argue that competition, in fact, enhances banks' risk-taking behaviour (such as engaging in tax avoidance), since it pressures them to operate with a minimum capital 8



“buffer” (Allen & Gale, 2004; Hellman, Mudock & Stiglitz, 2000). Others defend the contrary by stating that crises are less likely to happen in competitive banking systems (Beck et al., 2006; Boyd & Nicolo, 2005). Motivated by the process of deregulation and consolidation that financial sectors around the world have been facing lately, especially in the developing world, this work proposes to analyse whether or not competition has any effect on tax avoidance on the Nigerian economy. Empirical Methodology, Variables, and the Data Set This paper estimates the relationship between tax avoidance [with effective tax rate (ETR) as proxy] and competition (COMP). ETR is measured as the ratio of current income tax expense to income before tax. Bank competition is computed using the Lerner index. The Lerner index is expressed as: (Pi,t-MCi,t) Pi,t Where: Pi,t= the ratio of total revenue to total asset (revenue is interest and noninterest income) MCi,t= (total operation cost + interest expense) MCi,t=Qi,t Ci,t Qi,t= output (with total assets as proxy for banks output) Similarly, ETR is modeled as: ETRit = á0 + ∑á1iCOMPit+uit The variable ETR is the effective tax rate of bank i at a particular time t. The variable COMP is measured as Lerner's index of bank i at a time t. Nine (9) years financial statements' panel data were collected from 2003 9



2011in respect of ten (10) banks operating in Nigeria. The panel cointegration test is used to validate the regression model's fitness in drawing the relationship between ETR and COMP. Then, the pooled regression analysis was used to test the relationship between ETR and bank competition. Panel co integration to test the model's fitness Co-integration implies the existence of a long-run relationship between economic variables. The principle of testing for co integration is to determine whether two or more integrated variables deviate significantly from a certain relationship (Abadir and Taylor, 1999). In other words, if the variables are co integrated, they move together over time so that short-term disturbances will be corrected in the long-term. This means that if, in the long-run, two or more series move closely together, the difference between them is constant. Otherwise, if two series are not co-integrated, they may wander arbitrarily far away from each other (Dickey, Jansen & Thornton, 1991). The co-integration model applied in this paper is the Pedroni co-integration test. Pedroni co-integration test was used because it is suitable for panel data. This paper could not utilize the Johansen co-integration test because it is only suitable for time series data. The seven set of Pedroni's tests are based on the estimated residuals from the following long run model: m



yit = a b e å i + ji x jit + it j= 1



r wit represent the estimated residuals from the panel it = ie i (t 1) + Where e



regression model. The essence of this descriptive statistics is to determine if r i achieves unity; and whether the seven statistics are normally distributed. The decision rule is that if the statistics computed exceed the critical values, then co-integration among variables exists. This means that a long run relationship between the variables is established. Table I shows the results of the Pedroni co-integration test. 10



Pedroni Residual Cointegration Test Sample: 2003 2011 Included observations: 90 Cross-sections included: 10 Null Hypothesis: No cointegration Trend assumption: No deterministic intercept or trend User-specified lag length: 1 Newey-West automatic bandwidth selection and Bartlett kernel Alternative hypothesis: common AR coefs. (within-dimension)Weighted Statistic Prob. Statistic Prob. Panel v-Statistic 0.568900 0.2847 -0.544228 0.7069 Panel rho-Statistic -2.040371 0.0207 -2.676961 0.0037 Panel PP-Statistic -4.300089 0.0000 -6.359581 0.0000 Panel ADF-Statistic -2.320801 0.0101 -1.949092 0.0256 Alternative hypothesis: individual AR coefs. (between-dimension) Group rho-Statistic Group PP-Statistic Group ADF-Statistic



Statistic 0.711824 -6.258005 -2.443758



Prob. 0.7617 0.0000 0.0073



Table I: Results of the Pedroni residual co-integration test



From the results of the Pedroni tests, there is a long-run relationship between ETR and COMP for both Associations. Five out of the seven tests show that the statistic is greater than the probability value. Therefore, co-integration between variables exists and the pooled regression model serves as a valuable statistic to determine the relationship between ETR and COMP. Pooled regression result Having determined from the co-integration model that a log-run association exists between ETR and COMP, an error correction model (ECM) 11



using Johansen procedure was included in the pooled regression model. This is to check that the existence of unit roots in the two tests that failed the co-integration test are corrected to the same order of association as the five tests that established significant level of long-run association between ETR and COMP on a bank by bank basis of analysis. The pooled regression model is: ÄETRit = á0 + ∑á1i ÄCOMPit+öECMit-1 +u1it The results of the pooled panel regression analysis are shown in table II.



Dependent Variable: D(ETR) Method: Panel Least Squares Date: 10/31/03 Time: 06:08 Sample (adjusted): 2004 2011 Periods included: 8 Cross-sections included: 10 Total panel (balanced) observations: 80 White cross-section standard errors & covariance (d.f. corrected) Variable



Coefficient



Std. Error



t-Statistic



Prob.



D(COMP) ECM-1 C



0.415721 1.000000 0.982286



9.21E-16 9.53E-16 9.23E-16



4.51E+14 1.05E+15 1.06E+15



0.0000 0.0000 0.0000



R-squared Adjusted R-squared S.E. of regression Sum squared resid Log likelihood F-statistic Prob(F-statistic)



1.000000 1.000000 3.49E-16 9.36E-30 2735.429 9.77E+30 0.000000



Mean dependent var S.D. dependent var Akaike info criterion Schwarz criterion Hannan-Quinn criter. Durbin-Watson stat



-0.014007 0.173359 -68.31073 -68.22140 -68.27492 2.385763



Table II: Pooled Panel Regression Results From the pooled panel regression result, the coefficient of 0.415721 indicates that 41.57% of the pattern of ETR can be explained by the state of COMP. 12



indication of the robustness of the pooled panel regression in explaining the influence of COMP on the pattern of ETR. Finally, the t-test shows a significant positive relationship between ETR and COMP. This is so because the t-statistic of 4.51E+14 is greater than the probability of 0.00. Based on the objective of this paper; the test result shows that competition has a significant impact in lowering effective tax rate among Nigerian Commercial Banks. In effect, competition among commercial banks in Nigeria brings about 41.57% increase in the level of tax avoidance. 4. Conclusions The regression result showed a positive relationship between competition and tax avoidance. The result is consistent with the work of Cai and Liu (2009) which found evidence from Chinese Industrial Firms that competition impacts on tax avoidance. Therefore, the more competition in the Nigerian Banking Industry, the more will be tax avoidance activities. This means that banks in Nigeria use the tax shelters in the tax laws, and avoid traps in the tax laws, so as to pay less tax than they would otherwise pay. Although tax avoidance is legal, the deliberate planning by banks to avoid tax means that the Federal Government and Federal Inland Revenue Service (FIRS) need to develop strategies which should later be codified in the tax laws to minimize available loopholes in the tax laws that can be subject to tax avoidance. This recommendation is without prejudice to tax planning opportunities that may be available to the banks during their normal course of business.
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Appendix: Effective Tax Rate and Competition for Nine Banks from 2003 to 2011 ACCESS ACCESS ACCESS ACCESS ACCESS ACCESS ACCESS ACCESS ACCESS DIAMOND DIAMOND DIAMOND DIAMOND DIAMOND DIAMOND DIAMOND DIAMOND DIAMOND ECOBANK ECOBANK ECOBANK ECOBANK ECOBANK ECOBANK ECOBANK ECOBANK ECOBANK FEDILITY FEDILITY FEDILITY FEDILITY FEDILITY FEDILITY



2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008



0.31341 0.33021 0.00027 0.0004 0.00021 0.13969 0.25153 0.216 0.48012 0.54277 0.28255 0.24872 0.23124 0.21319 0.17485 0.51711 0.08638 0.04478 0.02506 0.18603 0.20177 0.01166 0.00991 7.39E-05 0.18453 0.22139 0.2371 0.21177 0.15106 0.18159 0.11848 0.05439 0.10045 17



0.05251 0.04196 0.03142 0.02088 0.01034 0.0002 0.01075 0.02129 0.03183 0.03984 0.04918 0.07852 0.0652 0.07963 0.0571 0.1141 0.08688 0.0679 0.05831 0.12181 0.07655 0.31658 0.28975 0.40706 0.52437 0.64168 0.75899 0.07532 0.05176 0.13012 0.06392 0.07451 0.05651



FEDILITY FEDILITY FEDILITY FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK FIRSTBANK GTBANK GTBANK GTBANK GTBANK GTBANK GTBANK GTBANK GTBANK GTBANK UBA UBA UBA UBA UBA UBA UBA UBA UBA UNION UNION UNION UNION UNION UNION UNION UNION



2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010



0.91136 0.182 0.31781 0.20733 0.24632 0.18503 0.17038 0.20531 0.13996 0.27776 0.4559 0.3139 0.1426 0.19348 0.21728 0.17731 0.16238 0.16164 0.2368 0.18 0.19982 0.79049 \0.50398 0.26511 0.0718 0.1747 0.13838 0.12534 0.12 0.09399 0.22903 0.19844 0.19051 0.17982 0.16778 0.15476 0.07186 0.04 18



0.10176 0.15162 0.12664 0.10783 0.11753 0.02266 0.01866 0.02014 0.02066 0.02732 0.05472 0.05471 0.01715 0.06483 0.05097 0.04777 0.0427 0.05054 0.0535 0.05533 0.05879 0.09131 0.07148 0.05773 0.06525 0.0619 0.06976 0.0741 0.07686 0.06808 0.09538 0.09096 0.08387 0.07063 0.08517 0.07267 0.09348 0.11091



UNION WEMA WEMA WEMA WEMA WEMA WEMA WEMA WEMA WEMA ZENITH ZENITH ZENITH ZENITH ZENITH ZENITH ZENITH ZENITH ZENITH



2011 2003 2004 2005 2006 2007 2008 2009 2010 2011 2003 2004 2005 2006 2007 2008 2009 2010 2011



0.04284 0.28434 0.22183 0.0479 0.00838 0.08112 0.32103 0.10749 0.0791 0.0841 0.19835 0.17799 0.20273 0.24182 0.24132 0.05187 0.00432 0.031 0.01013



0.09336 0.12022 0.12898 0.09714 0.08598 0.11458 0.13093 0.14152 0.14893 0.14212 0.1066 0.08125 0.06941 0.06085 0.0654 0.07964 0.08497 0.08775 0.0753



Tax Avoidance (ETR is the proxy for tax avoidance and is measured as the ratio of current income tax expense to income before tax.) Competition The Lerner index is used to compute competition (COMP) of banks in the Nigerian banking industry. Lerner is computed as (Pi,t-MCi,t) Pi,t Where: Pi,t= The ratio of total revenue to total asset (revenue is interest and non-interest income) MCi,t= (total operation cost + interest expense) MCi,t= Qi,t Ci,t Qi,t= output (total assets proxy for banks output) 19



VALUE-ADDED TAX AND ECONOMIC GROWTH IN NIGERIA By ILABOYA, O. J. (PhD, FCA, ACTI)* & IYAFEKHE, C.**



ABSTRACT The broad objective of this study is to investigate the growth implications of value added tax against the backdrop of the global transition from sales tax to value-added tax. Secondary macroeconomic and tax data were sourced from the Central Bank of Nigeria Statistical Bulletin and Federal Inland Revenue Services for a period of 31 years ranging from 1980 to 2011 with the exception of valueadded tax data which covered the period of 1994 to 2011. Co-integration and error correction mechanism were used in the data estimation. The estimation results revealed a Durbin-Watson statistic of (2.05) which shows the absence of serial correlation. The study found a negative and insignificant relationship between value-added tax and economic growth in Nigeria, having reported a t-value of (-0.7231) and a negative coefficient of (0.0305). The macroeconomic variables of Gross Fixed Capital Formation (GFCF) and Secondary School Enrolment (SEC) were found to have significant and positive relationship with real GDP growth rate having reported t-values of (2.2705) and (2.8499) respectively. Against the backdrop of the research findings, we recommend a complete reengineering of the entire VAT system in Nigeria to avoid the current leakages. In addition, we also recommend a viable database for all vatable organisations to avoid the twin problem evasion and avoidance. Keywords: Value-Added Tax, Gross Fixed Capital Formation, Co integration, Error Correction Mechanism, Stationarity Test. * Department of Accounting, University of Benin ** Department of Accounting, University of Benin
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1.



INTRODUCTION



There is a growing concern on the relationship between value-added tax and economic growth considering the wide spread adoption of this form of taxation. Value-added tax may be considered the most potent development in the global tax system over the last three decades. Value-added tax according to Keen and Lockwood (2007) has accounted for about 20% of the world's revenue from taxes and has affected an estimated population of about 4 billion people. To date, about one hundred and fifty countries (including Nigeria) have adopted value-added tax system. Proponents of value-added tax have argued that it improves the efficiency of tax system as it represents a viable source of government revenue both in the developing and developed economies. In addition to the benefit of revenue generation, value-added tax enjoys the economic benefit of neutrality which is premised on the fact that the decision to carry out any transaction should be informed by the economic benefit derivable from such activity rather than the tax implications. The neutrality of value-added tax is not only towards international trade (destination based) but also the right to deduct input tax. But the opponents of this form of tax are of the opinion that it can result in economic stagnation, higher budget deficit and lesser jobs (Mitchell, 2005). The empirical literature on the growth implications of value-added tax is surprisingly sparse even though it has received a wide spread adoption. This literature presents a polarised result. At one end are researches which found a positive and significant relationship between value-added tax and economic growth (Iyoha & Oriakhi, 2010; Nwosu, 2010; Toder & Rosenberg, 2010; and Adereti, Sanni & Adesina, 2011). At the other extreme, are studies which found a negative relationship between value-added tax and economic growth 21



(Feldstein & Krugman, 1990; Adari, 1997; Ajakaiye, 2000; Muriithi & Moyi, 2003 and Mitchell, 2005). Our study made some significant contributions to existing empiric on the value added tax and economic growth dynamics. First, the study is an extension of prior researches (Fieldstein & Krugman, 1990; Adari, 1997; Ajakaiye, 2000; Keen & Lockwood, 2010) which found a negative and statistically insignificant relationship between value added tax and economic growth. Secondly, while most existing studies emphasised the traditional OLS and elasticity coefficient approach (Iyoha & Oriakhi, 2010; Adari 1997) we adopted the co-integration and error correction mechanism. Finally, our study provided strong evidence to dispel the money machine hypothesis of value added tax in Nigeria. The study is limited by the micronumerosity of the VAT variable, which was only available from 1994 to 2011. This will however not vitiate the extent of generalisation of the results of the study. Surprisingly, though not unexpected, our study found a negative and statistically insignificant relationship between value added tax and economic growth in Nigeria. This poor impact may have been necessitated by the twin problem of poor implementation and excessive leakages resulting from evasion and avoidance of value added tax in Nigeria. The remainder of this paper consists of the following sections. Section, II reviewed prior empirical literature on the growth implications of value-added tax in Nigeria. We developed our variable measurement and methodological procedure in section III. The estimation result and analysis was presented in section IV while summary of findings, conclusion and recommendations was presented in section V. 1.1 Statement of the Research Problem …the present agreement that favour the gradual 22



reduction and the subsequent elimination of sales tax in favour of VAT as an instrument of indirect taxes in developing economies is worrisome…, it is built on fragile result derived from an incomplete model that relegates the presence of active informal sector. (Emran and Stiglitz, 2005 cited in Avi-Yonah & Margalioth, 2006:13). Against the background of the above submission, and considering the fact that the Nigerian economy is private sector driven, it has become imperative to test the growth effect of value-added tax in Nigeria. Since inception, the value-added tax act has undergone a multiplicity of amendments which may have been necessitated by the hydra-headed problems of VAT implementation in Nigeria as captured by the celebrated case of Aberuagba .vs. A. G. Ogun where it was posited that: …in the developed countries where retail trade is carried on in department stores, supermarkets, drug stores…, all sales are accounted for …every pay collected will ordinarily reach the government. The position is entirely different in Nigeria…, the bulk of the retail trade is carried on by swarm of amorphous trade in the market, places and in their homes, on our streets, and highways, under our bridges and trees, they do not keep records or accounts of their business dealings and they cannot be reached by government. Arising from these problems, are conflicting reports by the few studies on the growth implications of value-added tax in Nigeria. This current study is motivated first by the need to reconcile these divergent views and secondly, to bridge the knowledge gap arising from the paucity of empirical literature. 23



Therefore, this study is designed to address the growth implication of valueadded tax in Nigeria. 1.2 The Research Objectives The broad objective of this study is to investigate the growth implication of value-added tax in Nigeria, against the background of the myriads of reforms, private sector dominance and more importantly the global transition from sales tax to value-added tax. The specific objectives are to: 1. determine the relationship between total indirect tax and economic growth in Nigeria; 2. investigate the relationship between total tax revenue and economic growth in Nigeria; 3. ascertain the relationship between secondary school enrolment (a proxy for human capital) and economic growth in Nigeria; and 4. examine the relationship between gross fixed capital formation and economic growth in Nigeria . 2. LITERATURE REVIEW Value-added tax is chargeable on the value-added to goods and services at each stage of the production and distribution process. Value-added tax forms part of the sales price of any “vatable” goods and services. Value-added tax can be determined using three approaches: The invoice credit method; the subtraction method and the addition method. The former seems to be the most popular and under this method, each trader charges output tax at the going rate on each sales made evidenced by an invoice which will reflect the VAT element. The purchaser charges VAT on his own sales and is able to credit input VAT on purchases made against output VAT on sales made. The net VAT is remitted to the collecting agent and there is possibility of refund with 24



excess credit. Almost all EU countries and Nigeria practice this approach. In the case of the subtraction method, value-added tax is calculated by subtracting business purchases from its sales and applying the VAT rate to the difference. Lastly, in the addition method, tax is levied on estimate of valueadded arrived at by summing factor incomes after all relevant adjustment. The factor income includes wages, rent, interest and net profit. The earliest study on VAT was carried out by Feldstein and Krugman (1990). They examined the international trade effects of value-added taxation. The study was motivated by the belief that VAT acts as a combination of protection an export subsidy giving the retail goods sector of the economy an advantage over the corresponding sectors that rely on income taxation. The research debunked this claim. It was established in the study that VAT would almost surely fall more heavily on traded rather than non-traded goods. Thereafter, several recent researchers have adopted their approach to test the growth implications of value-added tax. Adari (1997) examined the introduction of value-added tax in Kenya in 1990. The study, focused on the structural administration and performance of VAT. The result of the study revealed that the estimated buoyancy and elasticity coefficients were less than one. The implication of this is a low response of VAT revenue to changes in GDP. The result signaled the presence of loopholes in VAT administration in Kenya. Using data from Nigeria, Ajakaiye (2000) studied the impact of VAT on key sectoral and macroeconomic aggregates using a Computable General Equilibrium (CGE) approach. The study developed three scenarios and it was revealed that VAT had a negative impact on the Nigerian economy, causing about (11.34%) decline in gross domestic product. Muriithi and Moyi (2003) examined tax reforms in revenue mobilisation in Kenya from 1973 to 1999. The reform failed to make VAT responsible to changes in income. It was observed from the result of the study that VAT reported the lowest tax to income elasticity of (0.104) and the lowest tax to base elasticity of (0.210) 25



which they concluded that may have resulted from the combine negative effect of tax evasion and inefficient tax administration over the period covered. The study also revealed a low pre and post reform elasticity of sales tax even though according to them, the base grew faster than income which they adduced to possible collusion between tax collectors and tax payers. Mitchell (2005) examined the effect of introducing value-added tax in America and concluded that value-added tax will be a costly mistake for American consumer and workers. According to him, once VAT is adopted, it will prove irresistible to the political class who are sourcing for money to introduce and implement new programmes. He asserted that introducing VAT will result in stagnating economy, higher budget deficit and lesser job for the American workers. He further argued that VAT may have some attractive theoretical attributes compared to taxes on income and production but in reality, it would simply amount to another burden on already highly taxed economy. From the above, there seems to be some level of consistency in the negative relationship between VAT and economic growth. However, some recent studies have reexamined this relationship in the light of the global transition from sales tax to value-added tax. Iyoha and Oriakhi (2010), using data from 1991 to 2006, established a positive relationship between value-added tax and economic growth in Nigeria. The result of their study revealed that valueadded tax exhibited the highest buoyancy coefficient of (1.12) compared to petroleum profits tax with a buoyancy coefficient of (1.1). Their study corroborated the study of McCarten (2005) which used unbalanced panel of nations from 1970 to 1999 and found that VAT collection efficiency is driven by openness, urbanisation, real GDP per capital, political stability and fluidity of political participation. In a similar development, Nwosu (2010) evaluated the impact of tax structure on economic growth in Nigeria with emphasis on pre and post value-added tax. The study used annual data from 1970 to 2007 and the empirical framework was anchored on the endogenous 26



growth theory. Co-integration and error correction econometric techniques were employed. Value-added tax was found to have a positive but insignificant relationship with economic growth in Nigeria. Basila (2010) using time series data from Nigeria from 1994 to 2008, investigated the relationship between VAT and GDP in Nigeria using Pearson Product Moment Correlation (PPMC) at about 96% strength. A test of significance revealed that VAT revenue was significantly different at 99% confidence level in relation to GDP. This means that VAT is not effective as a revenue earner to the extent that significant parts of GDP which represents aggregate national income as well as aggregate national expenditure are not collected as tax. Toder and Resenberg (2010) examined the effects of imposing a value-added tax to replace payroll taxes or corporate taxes in the United States. The study was designed to prepare the ground work for the imposition of value-added tax in the United States. It was found that value-added tax has administrative advantages over existing payroll taxes. Specifically, they estimated that the United States could raise gross revenue of $355 billion in 2012 through a 5% VAT applied to a broad base that will encompass all consumptions except “non-vatable” items. The implication according to them is that it would represent about (2.3%) growth in GDP and result in a yield ratio of (0.45). Keen and Lockwood (2010) using a panel of 143 countries observed for over 25 years, estimated a recursive two equation system characterizing both the decision to adopt and the impact of VAT on revenue once adopted. The result of the study revealed that adoption of VAT is associated with a long-run increase in the overall revenue – GDP – ratio of about 4.5%. They discovered that while the increase was pronounced in developed countries, it was insignificant in sub-Saharan African countries. They concluded that a significant work needs to be done in improving VAT administration in subSaharan African countries. The result of the research conformed to the question raised by Bird (2005) when he said – must every developing and 27



transitional economy have a VAT? Can all developing and transitional economy administer VAT efficiently? Still on the VAT – economic growth nexus, Adereti, Sanni an Adesina (2011), using VAT and other macroeconomic variables from (1994 to 2008) focused on the relationship between value-added tax and economic growth in Nigeria. The study employed regression analysis and other descriptive statistics to examine the relationship. It was discovered that value-added tax accounted for abut 95% significant variation in GDP in Nigeria. It was also reported that a positive and significant correlation exists between VAT revenue and GDP in Nigeria. Absence of causality between GDP and VAT revenue was reported. VAT reported a t-value of (15.85708) which signifies a significant and positive impact with a coefficient of (71.11323). A positive relationship was also established in an earlier study by El-Ganairy (2006) who used a sample of EU – 15 without Luxembourg. Where it was revealed that effective VAT rate was positively and significantly correlated with growth in a sample of 14-EU countries. Specifically, it was discovered that (1%) point increase in the VAT rate would lead to (0.2-0.3%) point increase in growth rate of GDP. Miki (2011) investigated the effect of the VAT rate change on aggregate consumption and economic growth using quarterly data from 1980 to 2010. The study used panel data model on a sample of 14 developed countries including Japan, with focus on 53 cases of the change of the VAT rate. The result revealed that aggregate consumption and economic growth responded to changes in rate in three ways. (1) Just before the rise (reduction) in VAT rate, aggregate consumption and economic growth increased (decreased). (2) Upon implementation of the rise (reduction), consumption and economic growth decreased (increased) considerably. (3) After the considerable or dramatic decrease (or increased), consumption and economic growth increase (or decreased) gradually. Wawire (2011) used Paul Samuelson's (1955) fundamental general equilibrium analysis to establish the determinants of VAT revenue and assess the response of VAT structure to 28



changes in its base. The study found that growth elasticity for value-added tax all exceeded one. It was discovered that VAT revenue responded with substantial lags to changes in its determinants and VAT revenue was found to be dynamic and sensitive to unusual circumstances. Finally, Ogbonna and Ebimobowei (2012) investigated the impact of tax reforms on economic growth in Nigeria from 1994 to 2009. The study employed relevant descriptive statistics to test the specified model and estimated the short run dynamic behaviour of the variables using the error correction mechanism. The result of the study found a statistically significant positive impact of value-added tax on economic growth in Nigeria. The study reported a t-value of (3.7113) and a coefficient of (0.2126) for the value-added tax variable. 3.



METHODOLOGY



Data Source and Model Specification Time series data from 1980 to 2011 for macroeconomic variables were sourced from Central Bank of Nigeria Statistical Bulletin for the relevant years. The VAT and other tax variables were sourced from the Federal Inland Revenue Services (FIRS). The framework for the analysis of growth implications of value added tax is the strong form of the money machine hypothesis by Keen and Lockwood (2006) which claims that the use of value added tax has in itself been a cause of increased government size. Following keen 2007, the welfare maximisation function of government may be expressed as: 1ö æ W =U ( R) ç q R2 ÷ 2 è ø
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Where R = Level of tax revenue U = Denotes welfare = Coefficient of tax instrument at the disposal of government q The necessary condition for R, =U l ( R) q R= 0 (ii) high revenue indicative of underlying efficiency of the tax system.



Equation ii was modeled as: l l Rit = a Vit + b bm X it l U it vVit X it ++ l + t +



(iii) Where



Rit



= tax burden in country i at time t and Vit is a dummy



variable indicating the presence (V=1) or absence (V=0) of VAT, X it = control variables that may affect tax revenue. The above represents the weak form of the money machine hypothesis. In the strong form, 1ö A 2 æ 1öB 2 æ W= l U ( RA + RB ) q q (iv) A (R ) B (R ) ç ÷ ç ÷ 2ø 2ø è è This is reduced to:



Rit = ¡ s Vit + ¡ Z it + me Ct + v RVit + i + it



(v)



Where RVit = Revenue from value added tax Z = Vector of additional variable s ,. ¡ = Unknown coefficients ¡ v, s Our study is a country specific approach which focused on the growth implications of VAT, hence; we substituted the write hand variable (Rit) of equation (v) with GDPGR. The model was modified as:



GDPGRt = ¡ s Vit + ¡ Z it + m e v RVit + i + it 30



(vi)



The functional form of the model is:



GDPGR = f (TIND,VAT , TTR, SEC , GFCF ) (vii) The econometric form of the model is presented as:



GDPGRt = a + a aaa a e 1TINDt + 2VATt + 3TTRt + 4 SECt + 5GFCFt + (viii) Where GDPGR = growth rate in real GDP TIND = Indirect tax VAT = Value-added tax TTR = Total tax revenue SEC = Secondary school enrolment GFCF = Gross fixed capital formation = Error term t = Time period (1980 – 2011) a 0 = Intercept



e



a 1 ,..., a 5 = Unknown coefficient of the variables. By apriori, a 0. 1 ,..., a 5 > In addition to the explanatory variables above, literature on growth regression identified several variables associated with growth rate in real GDP such as SEC (Secondary school enrolment); GFCF (Gross Fixed Capital Formation). As common to almost all existing studies, the GDP growth rate was used to proxy economic growth. Data Analyses Technique We tested for serial correlation using the Durbin-Watson (DW) statistic. We also tested for stationarity using the unit root test. Generally, 1£ P< 1 Yt PYt Ut 1 = 131



U t is a white test Subtracting Yt 1,



Yt Yt PYt UtUt = (P 1)(3s Yt Ut 1 = 11+ 1) + (ix)



Yt = d Yt Ut Equation ix = D 1+ d = (p-1), D = change (first difference) H0 = d = 0 H1 = d ¹ 0 Where d = 0, D Yt = (Yt Yt Ut 1) = Thereafter, we carried out co-integration test using the Johansen maximum likelihood approach. Co-integration connotes the possibility of a long run relationship between two or more variables even though there may be variation in the short run. The Engel-Granger two steps co-integration procedure was adopted. The short run dynamic behaviour of the variables was captured using the error correction mechanism. The ECM corrects the discrepancies between long-run and short run impact of the explanatory variables. The Engle-Granger (1997) two-step procedure was adopted.



32



4. ESTIMATION RESULT AND DISCUSSION OF FINDINGS Unit Root Test: Table 1: Augmented Dickey –Fuller (ADF) Stationarity Test Results. Variables



ADF test statistic at level



ADF test static at first difference



D(GDPGR) D(TIND) D(VAT) D(TTR) D(SEC) D(GFCF)



-2.34684 -1.9462 -2.9262 -2.3582 -1.8064 -2.6241



-3.792464** -6.017618* -6.431291* -6.578997* -3.706792** -4.736242*



Critical values



Critical values



Remark



at 5% -2.9591 -2.9591 -2.9591 -2.9591 -2.9591 -2.9591



at 1% -3.6576 -3.6576 -3.6576 -3.6576 -3.6576 -3.6576



Stationary Stationary Stationary Stationary Stationary Stationary



Source: Authors computation 2013 * (**) indicates stationary series at 1% and 5%. The result of the unit root test using Augmented Dickey Fuller test is presented in Table 1 above. The ADF test statistics exceeded the critical values of (-3.6576) and (-2.9591) at 1% and 5% respectively. None of the series gained stationarity at levels. The variables reported in the study are differenced stationary. Table 2: Co-integration Test Results. Eigen Values 0.989496



Johansen’s Co-integration Test Results. Likelihood ratio Critical value Critical value at 5% at 1% 261.1269 94.15 103.18



1



0.925249



142.6714



68.52



76.07



2



0.776649



75.23807



47.21



54.46



3



0.640053



36.26380



29.68



35.65



4



Co-integrating equations. co-integrating vector * co-integrating vectors* co-integrating vectors* co-integrating vectors*



Source: Authors computation 2013 Table 3: The Engle-Granger Results Variable ECM Series ECM Series



ADF Test static -4.305864 -4.305864



Source: Authors computation 2013
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Critical value at 1% -2.6560* -1.9546**



Statistical Inference Co-integrated Co-integrated



Note: * (**) indicates statistical significance of the likelihood ratio at 1% and (5%) The results of the Johansen's maximum likelihood tests and the EngleGranger (1987) two steps procedures are presented in Table 2 above. The Johansen's co-integration test results under the deterministic trend assumption of the estimated VAR revealed evidence of four co-integrating relations. This is made evident from the likelihood ratios which exceeded the critical values at both the 5% and 1% statistical levels of significance respectively. In effect, the co-integrating results indicate a remarkable evidence of the existence of a long-run relationship between the growth rate of gross domestic product and taxable income in Nigeria. The Engle-Granger (1987) two steps procedure test carried out on the residuals generated from the ordinary lease square (OLS) estimation shows that the residuals are stationary. Evidently, the variables in the model are cointegrated. The ADF test statistic for the residual is (-4.305864). This exceeded the critical values of (-2.6560 and (-1.9546) at the 1% and 5% levels respectively. This is indicative of a long run relationship between the affected variables. Table 4: Results of the Error Correction Model Variables Constant D(TIND) D (VAT) D (TTR) D (SEC) D (GFCF) ECM(1-t) Summary statistics DW-Statistic F-Statistic S.E of regression R-squared Adjusted R-Squared



Coefficient (t-values) -0.52274 (0-1.7618) -0.0426 (-2.5586) -0.0305 (-0.7231) 0.0022 (0.21997) 0.0017 (2.8499) 0.0003 (2.2795) 0.3515 (-3.4055) 2.05 23.8 1.389 0.953 0.86



Source: Authors computation 2013 34



Table 4 above presents the estimated error correction results for the growth rate of GDP equation in relation to value-added taxation (VAT) in Nigeria. The R2 value of 95% indicates that the system variations in growth rate of GDP are accounted for by the variations in the explanatory variables. The Durbin-Watson test for serial correlation reported a statistic of (2.05). This means the estimated standard errors are efficient and hence the t-values are statistically and economically meaningful. This is further strengthened by the f-statistic of 23.8. A further appraisal of the result revealed a statistically robust and significant coefficient of the error correction mechanism. The error correction coefficient is (-0.35145) with a t-value of (-3.4055). The negative sign of the ECM is as theoretically expected. It indicates a high speed of adjustment in the event of any disequilibrium of the growth rate of GDP from target. With the exceptions of the value-added tax, all other explanatory variables reported a significant positive relationship. The VAT coefficient of (-0.0305) is both negative and insignificant. Total indirect tax reported a positive t-value of (2.5586) which indicates a positive relationship with the dependent variable. The gross fixed capital formation (GFCF) and human capital as proxied by secondary school enrolment rate passed the test of significance having reported t-values of (2.2795 and (2.8499) respectively. Discussion of Findings The primary objective of this study was to establish the direction of relationship between value-added tax and economic growth in Nigeria. As reported, the value-added tax variable had a negative coefficient and negative t-value of (-0.0305) and (-0.7231) respectively. This signifies a statistically insignificant negative relationship. The result of the study corroborates the findings of Ajakaiye, 2000; Mitchell, 2005; Adari, 1997; Basila, 2010; Muriithi and Moyi, 2003; Emran and Stiglitz, 2005; Nwosu, 2010 who found an insignificant relationship between VAT and economic growth. It however 35



contradicts the positions of Adereti et al, 2011; Iyoha and Oriakhi, 2010; Ogbonna and Ebimobowei, 2012 who found a positive and significant relationship between value-added tax and economic growth. The study is in line with the findings of Keen and Lockwood (2010) who found an insignificant relationship between value-added tax and economic growth in sub-Saharan African countries. 5.



S U M M A RY O F F I N D I N G S , C O N C L U S I O N A N D RECOMMENDATIONS



Summary of Findings Based on the empirical investigation carried out, the following findings were made. 1. Surprisingly, though not unexpected, the study found a negative and insignificant relationship between VAT and economic growth in Nigeria. The VAT variable reported a t-value of (-0.7231) and a negative coefficient of (-0.0305). 2. The variable of total indirect tax reported a positive and significant relationship with economic growth in Nigeria. The variable reported a coefficient of (0.0426) and a t-value of (2.5586). This means it was both positive and significant. 3. Total tax revenue reported a positive coefficient of (0.0022) and a positive t-value of (0.21997). Through the relationship was positive, it was found to be highly insignificant which is rather surprising. 4. Secondary school enrolment rate, a proxy for human capital, was found to be statistically significant having reported a t-value of (2.8499) and a positive coefficient of (0.0017). 5. The variable of gross fixed capital formation which was used to proxy the capital stock, was found to have a positive and significant impact on economic growth. The variable reported a positive t-value of 36



(2.2725) and a positive coefficient of (0.0003). Conclusion The fundamental purpose of this paper is to examine the relationship between value added tax and economic growth in Nigeria. In line with several existing studies that adopted a regression approach, we employed error correction mechanism and cointegration to test the relationship. VAT as a percentage of total indirect tax, indirect tax as a percentage of total tax revenue and other growth variables such as secondary school enrolment, gross fixed capital formation were used as the explanatory variables and real GDP growth rate was used to proxy economic growth (the regressand). Fundamentally, we contributed to the sparse empirical literature on the relationship between value added tax and economic growth in Nigeria by establishing a negative and insignificant impact of value added tax on economic growth. Based on this finding, it is safe to conclude that the money machine hypothesis of value added tax is not valid in Nigeria. This may be attributable to the micronumerosity of value added tax data in Nigeria. Therefore, it is important to suggest a further research in this direction as the data span increases. Policy Recommendations Our results suggest three basic policy recommendations. The insignificant negative relationship between value added tax and economic growth in Nigeria is suggestive of poor VAT administration which has resulted in revenue leakages. To this effect, there is urgent need for a reengineering of the entire VAT system with emphasis on implementation. The mindset of the people also requires series re-orientation to stem the high level of corruption. This will not only bring effective administration but will also address the twin problem of evasion and avoidance which are critical to VAT implementation in Nigeria. Finally, since the option of increasing the value added tax rate may 37



not be feasible, we recommend broadening the tax base such that some exempted goods and services would gradually be taxed at the standard rate. REFERENCES Aberuagba vs A. G. Ogun (1995). NWLR (Pt 3) 385 per Bello, J. S. C. (As he then was) id @P.399. Adari, M. M. (1997). Value added tax in Kenya. M. A. Research Paper, University of Nairobi. Adereti, S. A., Adesina, J. A., & Sanni, M. R. (2011). Value added tax and Economic growth in Nigeria. European Journal of Humanities and Social Sciences, 10 (1), 456-471. Ajakaiye, D.O. (2000). Macroeconomic effects of VAT in Nigeria: A computable general equilibrium analysis. AERC Research Paper 92. Avi-Yonah, R., & Margalioth, Y. (2006). Taxation in developing countries: Some recent support and challenges to the conventional view. OECD Conference paper Michigan law school, November. Basila, D. (2010). Investigating the relationship between VAT and GDP in Nigerian economy. Journal of Management and Corporate Governance, 2, 65-72. Bird, R. M. (2005).Value added taxes in developing and transitional countries: Lessons and questions. First Global International Tax Dialogue conference on VAT, Rome March 15-16. Emran S., & Stiglitz, J.(2005). On selective indirect tax reform in developing countries. Journal of Public Economics, 18, 599 –620. El-Ganairy, A. A. (2006). Essays on value added taxation. Economics Dissertation 12 Georgia State University. Retrieved from http://digitalarchive.gsu.edu/elondiss/12. Fieldstein, M., & Krugman, B. (1990). International trade effects of value added taxation. In taxation in the global economy. Razim, A. & Slemood, J. (eds) Chicago: University of Chicago Press. 38
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TAX REFORMS AND GROWTH IN TAX REVENUES IN NIGERIA: 1980-2009 By NWIDOBIE, BARINE MICHAEL, FCTI, ACA*



Abstract The justification for the sustained interest in tax imposition by governments evidenced by the series of reforms at increasing revenue to the three tiers of government in Nigeria are said to have increased tax revenues over the years. These reforms are aimed at increasing the tax base and tax revenue. To determine whether the tax reforms initiated and implemented by Federal Government in Nigeria was effective in improving tax revenues, we use the ttest for difference between means on secondary data on tax revenues from 1980-1992 (pre-reform) and 1993- 2009 (post-reform) obtained from the Statistical Bulletin (2010). Results show that post-reform tax revenues are higher than pre-reform tax revenues implying the effectiveness of tax reforms. To sustain the growth in tax revenue from reforms, it is necessary that more reforms at “unearthing” hidden tax revenue sources, expanding the coverage of existing tax bases, improving clarity of tax bases and amounts to improve tax revenues be introduced; taxpayers' confidence should be improved by the government through information on how previous taxes collected were used to increase their willing compliance with tax obligations; e-payment devices should increasingly be used to improve remittance of taxes collected; and modern technology should be increasingly used in tax administration for identification of taxpaying individuals/companies and tax object for total tax assessment. Key words: tax reforms, tax revenue, economic growth and economic development. *
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1. Introduction Recent reforms and developments in the Nigerian tax system overall are aimed at improving the quantity as well as the quality of revenue generated, by reducing those taxes that inhibited economic growth, introducing major reforms to increase tax revenues from increased tax bases and rates. Reforms in a nation's tax system to Asada (2000) are influenced by political motives, budget objectives, technological advancement, tax evasion and avoidance, and economic growth; contending that these reforms may be amendatory, innovative and revenue generating in nature. The amendatory functions to him are to correct the noticeable weaknesses in an existing tax system with the aim of achieving the tripartite goals of equity, economic growth and abundant revenue. The innovative function to him aims to introduce new things into the tax system as a new tax rate, new method of tax collection or a new legal clause with the aim of ensuring that taxation moves at the same pace with the social, economic, political and international developments; while the revenue function is concerned with increasing the monetary yield of taxes. While desiring increased revenue from tax reforms, the government's decision in abolishing multiple taxes reveals the government's desire to establish an enabling environment for businesses to thrive in the country. The increasing demand for revenue from tax is traceable to the global meltdown in the oil market and the attendant low receipts by the three tiers of government from the Federation Account. Omoigui-Okauru (2010) sees the possibility of meeting the shortfall in oil revenue from taxes contending that this can be achieved in the short-term through improvements in personal income tax administration involving shifting away from a sole dependence on the Payas-you-earn scheme to a more direct means of assessing taxpayers as provided for in the Personal Income Tax Act. Furthering, Omoigui-Okauru (2010) advised that the realization of this goal should not result in overtaxing citizens but rather realize that revenues can be generated from an increase in 41



services provided and generated through the expansion of the tax base (through amongst others ensuring full compliance with existing laws as well as encouraging new investments to the state), a review of fees, charges, penalties and interest income on value-adding services produced. Egwaikhide (2010) cautioned on the increasing drive to generate oil revenue shortfall from taxes as such is a burden on the taxpayers with reduced welfare as a direct consequence; stressing that both the benefits and ability-to-pay principles justify sustained interest in taxation adding that such should be properly done to serve as a potent instrument for resource mobilization and allocation. Conclusions from Egwaikhide's (2010) comparative analysis of the percentage of tax to the gross domestic product (GDP) among African countries showed that the contribution of tax to GDP in Algeria increased from 26.69% in 1994 to 31.61% in 1997, 36.93% in 2000, then declining to 31.36% in 2003. The statistics from Ghana showed that tax contribution to GDP was 13.16% in 1991, 13.15% in 1994, and 15.02% in 1997, declining to 14.59% in 2000 and further to 13.65% in 2003, increasing marginally to 14.88% in 2006. Egypt had a fluctuating statistics with tax to GDP % at 14.9% in 1991, 19.05 in 1994, 15.97% in 1997, 14.59% in 2000, 13.65% in 2003, and 14.88% in 2006. Nigeria had a fairly stable % contribution of tax to GDP at 19%. Tax theory posits that a nation's tax policy and administration affects the productivity of tax itself. The reform granting substantial exemptions and deductions under a tax policy according to Egwaikhide (2010) tend to reduce the tax base with low tax productivity as its result, as well as a legislation which provides for several complex exemptions, deductions and multiple tax rates which in practice are difficult to administer. Taxes have negatively affected businesses in Nigeria from their multiplicity and weight creating distortions in economic behaviours resulting in closure of firms, increasing evasion and avoidance; reducing tax payable firms and individuals resulting 42



in net loss to the entire economy. To avoid this, Egwaikhide (2010) opined that taxes should be structured to increase burden on inelastic tax sources, adding that tax incentives affect capital accumulation, production, income and taxpaying potentials of taxable firms and individuals. 1.1 Objective of Study The objective of this study is to determine whether the tax reforms initiated and implemented by Federal Government in Nigeria was effective in improving tax revenues. 2. Theoretical Framework and Review of Literature 2.1 Theoretical Framework Tax reform is an integral part of all nations (developing and developed) as it is a necessary tool for generating finances for governance and development. In tackling the monstrous problem of fiscal deficits, Asada (2000) noted that tax reform is a much more amendable solution than the difficult instrument of expenditure reductions. The increasing globalization of the world economy, the growth of the emerging though problem prone capital markets, the increase in direct investment in a number of developing countries, the need to reduce or eliminate taxes that raise costs so as not to put local firms at a disadvantage in the world market, the need to widen the sphere of tax payers and generate income for the increasing governance needs at increasing costs has made reforms in the tax system indispensable with expected growth in tax incomes to meet governance needs. 2.2 Review of Literature 2.21 Tax Reforms and Growth in Tax Revenues: 1980-2009 Taxes, a major source of finance for all tiers of government the world over, has had legislations governing its administration and operations reformed to 43



extend its base, depth and generateable income. Nigeria in 1992 and again in 2002 undertook major reforms in tax administration and operations. In 2002, the Federal Government of Nigeria set up a Study Group to review all aspects of the Nigerian tax system and proffer necessary recommendations for improving the system; review all tax legislations proffering necessary amendments; and consider international developments in taxation, recommending suitable adaptation to the Nigerian circumstances. A two-year implementation period of the 275 recommendations, 127 amendments to the existing laws and 3 constitutional amendments was made at the end of the assignment of the Study Group. Recommendations of the group were the granting of autonomy to the Federal Inland Revenue Service, amendment to the Companies Incomes Tax Act, the Personal Income Tax Act, the Petroleum Profits Tax Act and the Education Tax Act; with the group insisting on a reduction in personal income tax rate to compliment a recommended increase in the value-added tax rate. These reforms, to Fasoto (2009) has gradually impacted positively on the psyche of Nigerians noting that a lot still need to be done by the state governments to facilitate the realization of the objectives of the reforms; adding that in the current global economic meltdown, tax reforms is the antidote. The Nigerian President in 2012 noted that the implemented new tax reforms is a new revolutionary tool with immense potentials which are in line with global best practices and expectations to repositioning Nigeria for the challenges of today's global economy. The discovered importance of tax in national development led to the development of the National tax policy for Nigeria. This arose from the 2002 reforms culminating in the issue of the nationwide Tax Identification Number (TIN) to eliminate tax evasion and identify all eligible tax payers in the country, creating a national thought of taxation as partnership with government. The TIN introduced by the Joint Tax Board was a collaborative project between the Federal and State governments, seen as a key deliverable under the national tax policy. TIN is a nationwide electronic data base system 44



for the registration and storage of data of tax payers in Nigeria, seen as a bold step to modernization of the Nigerian tax system in line with best global practices. Reforms have been effected on all taxes in Nigeria: the personal income tax, education tax, companies income tax, petroleum profits tax, capital gains tax, withholding tax and their administrations. Reforms in personal income tax were aimed at increasing employee disposable income and consumption spending with multiplier effects on production, production consumption; with increases in capacity utilization of manufacturing firms, employment with improvements in taxable employees' and corporate taxes, increasing tax incomes at the macro level. The marginal rate of personal income tax was reduced from 45% in 1993 to 25% in 1996. Tax brackets of incomes taxable at various rates were reduced to achieve the above-stated gains of reforms. The Personal Income Tax Decree of 1993 was amended many times between 1993 and 2012 when the tax base was expanded to include incomes of political office holders hitherto excluded from tax under PITA. The objective of simplicity, neutrality and equity which governed reforms in personal income taxes governed reforms in corporate income tax with corporate income tax rate reduced from 35% to 30%. Self-assessment scheme was introduced to improve voluntary compliance and early payment of assessments. Minimum tax was introduced to ensure that all taxable companies pay tax; the tax identity number was introduced to have a data base for all taxable firms; filling period for tax returns was extended from six to eight months; and 1% incentive bonus was granted filers of self-assessment with a provision for installment payments of tax due. Tax holidays were extended to new sectors of the economy not benefiting from the pioneer status and those in the Export Processing Zones. Capital gains tax remained at 10% on gains on capital with an extension of its base to include gains in the capital market. To Asada (2000), the tax reforms in 45



the Nigerian capital market introducing tax on gains on securities is beneficial to investors as capital gains is charged at 10% instead of 25% under the personal income tax. Value added tax (VAT) reforms extended its base to transactions on the Nigerian Stock Exchange, but was excluded in the 3rd quarter of 2012 to increase trading activities and returns to investors on the exchange. To Odoh (2010), VAT is a potential and alternative source of revenue to government, advising that efforts generating tax revenue from VAT should be sustained by the Nigerian government. The education tax introduced in 1993 requiring every company to pay 2% of their income as education tax which still subsist till date. Taxes collectible by all tiers of government were harmonized within the period to avoid multi-levying of similar taxes by the different tiers of government on the same taxable individual or company. A publication of taxes collectible by the various tiers of government was made by the Joint Tax Board in 1997. The primary purpose of these reforms is to consolidate taxes and increase tax revenue, and then consolidate the already laid foundation for rapid economic growth and development, improve the welfare of the masses, boost investment in certain sectors of the economy, attract foreign investment, and improve tax administration. 3. Methodology 3.1 Data Presentation and Description Secondary data for this study is net tax revenues collected by the Federal Government from all tax sources from 1980-2009 obtained from the Statistical Bulletin (2010) as shown in fig 1 and fig 2. Tax revenues are composites of personal income, value-added, petroleum profits, capital gains, and withholding taxes. Data are divided into net tax revenues collected before the institution and implementation of tax reforms and net tax revenues collected since the implementation of the reforms for analysis. From fig 1, tax revenue was N2,880.2 million in 1980, increasing to N4,726.1 46



million in 1981, declining to N3,618.8 million in 1982, further to N3,255.7 million in 1983, and N2,984.1 million in 1984, increasing sharply to N4,126.7 million in 1985, further to N4,488.5 million in 1986, and sharply again to N6,353.6 million in 1987, and further to N7,765 million in 1988, doubling to N14,739.9 million in 1989, and further toN26,215.3 million in 1990, declining to N18,325.2 million 1991, then increasing to N26,375.1 million in 1992. Fig 1: Tax revenues of the Federal Government from 1980-1992



Source: compiled from the Statistical Bulletin, 2010. From fig 2, tax revenue was N30,667 million in 1993 increasing to N41,718.4 million in 1994, increasing sharply to N135,439.7 million in 1995, declining to N114,814 million in1996, increasing to N166,000 million in 1997, declining to N139,297.6 million in 1998, increasing sharply to N224,765.4 million in 1999, and further to N314,483.9 million in 2000, and N523,970.1 million 2001. Tax revenue 47



declined to N500,986.3 million in 2002, and further to N500,815.3 million in 2003, increasing marginally to N565,700 in 2004, N785,100 million in 2005, with a decline to N677,535 million in 2006, doubling to N1,252,550 million in 2007, and further to N1,335,960 in 2008 with a sharp decline to N865,561.2 million in 2009. Fig 2: Tax revenues of the Federal Government from 1993-2009



Source: compiled from the Statistical Bulletin, 2010. Hypothesis: The following hypothesis will be tested on the assured relationship between identified variables: Ho: U1 ≥　 U2 i.e. tax revenues collected after tax reforms are not higher than tax revenues collected before the reforms; 48



Ha: U1 ? U2 i.e. tax revenues collected after tax reforms are higher than tax revenues collected before the reforms. Since the variance is computed from data covering a period less than 30, we use the t-test for difference between means assuming the populations to be normal. 3.2 Data analysis To determine whether the tax reforms implemented by the Federal government improved tax revenues, we compare the pre-reform tax revenue collections with the post-reform tax reform collections to determine whether the latter is higher using the one-tail test statistic concerning difference between two means (when the variances of the populations are unknown and the sample sizes small). By assuming the same variance for the populations (ó1 = ó2 = ó), a pooled variance is computed using the model: S2p = {(n1 – 1) S21 + (n2 – 1) S22}/ n1 + n2 -2 where S2p is pooled variance; n1 is size of sample 1(pre-reform tax revenues); n2 is size of sample 2 (post-reform tax revenues), S21 is variance of sample 1; and S22 is variance of sample 2. The standard deviation for the difference between means of the populations is: óx1-x2 = SP √(1/n + 1/n The statistic to test the significance of the difference between population means is the student's t distribution: t = {(X1 – X2) – (U1 –U2)}/ óx1-x2; with n1 + n2 – 2 degrees of freedom. Using the data in table 1, S2p = -8863667.9; óx1-x2 = 3265711.7; and t = -6.93.
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Table 1: Descriptives of pre-tax reforms revenues (TAX1) and post-tax reforms revenues(TAX2) N



Mean



Statistic



Statistic



Std. Error



Std. Deviation



Variance



Statistic



Statistic



U1(TAX1)



13



9681.0923



2426.65592



8749.43236



76552566.561



U2(TAX2)



17



480903.7588



97273.30644



401068.11701



160855634480.489



Valid N (listwise)



13



4. Discussion of findings, policy implications of findings and recommendations Test results show that tax reforms introduced by the government in Nigeria are effective in improving tax revenues as t-test results of -6.93 falls in the rejection region. Thus we accept the alternate hypothesis that post-reforms tax revenues are higher than pre-reforms tax revenues. To sustain the growth in tax revenue from reforms, it is necessary that more reforms at “unearthing” hidden tax revenue sources, expanding the coverage of existing tax bases, improving clarity of tax bases and amounts to improve tax revenues be introduced; taxpayers' confidence should be improved by the government through information on how previous taxes collected were used to increase their willing compliance with tax obligations; e-payment devices should increasingly used to improve remittance of taxes collected; and modern technology should be increasingly used in tax administration for identification of taxpaying individuals/companies and tax object for total tax assessment. There should be increased collaboration between the three tiers of government for information sharing on taxpayers to enhance collection of all collectible taxes by each tier of government from the taxpayers, and tax collection and administration should be efficient to boost net gains of tax reforms.
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CRITICAL REVIEW OF TAX MORALE AND TAX COMPLIANCE: A RESEARCH SYNTHESIS FOR AFRICA By AGBETUNDE, LATEEF AYODELE, ACA, ACTI* & ADEDOKUN, LATEEF BABATUNDE ** Abstract This study reviewed extant literature on tax compliance and tax morale with a view to give better understanding on the two issues. It extensively reviewed extant literature on the subject. In addition to the economies of crime, deterrence theory psychological factors are considered to be more important determinant of tax compliance. The paper specifically observed that tax morale is a strong influence of tax compliance. The paper formulated a tax compliance model which analysed tax morale as compliance influencing factor. It finally concludes that a well-balanced strategy that considers both economic and psychological factors would ensure highest level of tax compliance. The paper identified some areas of gap for further studies especially in the context of Africa. Keywords: tax morale, tax compliance, psychological factors, fiscal exchange, procedural justice, Africa
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1.



Introduction



1.1



Background of the Study



Tax, for a long time in the history of man, has been identified as a mechanism of control and regulation in the society. Tax compliance is a legal, moral, political, social, economic and cultural issue with long standing historical perspectives. Among the contemporary questions on tax issue is the question of 'Why do people pay tax?' Traditionally, it was believed that fear of detection and punishment was responsible i.e. the issue borders on costbenefit analysis showing that the decision is rational and economically based. However, recent findings reveal that this argument is deficient as personal values, social norms, and non-rational cognitive processes also strongly affect the decision (Kornhauser, 2007). Kornhauser (2007) added that “…the field is still young, the subject complex, and some of the empirical data is inconclusive”. And that the exact components of tax morale are not yet fully delineated, nor the precise mechanisms by which they work. 1.2



Objectives of the Study



The main objective of the study is to extensively review extant literature on the issues of tax morale and tax compliance behavior in order to assess the level, focus and stage of existing research on the issues. The essence is to identify likely research arrears especially in the context of Africa. Specific objectives include to: assess the concepts of tax compliance and tax morale; examine major factors influencing tax compliance; examine major factors influencing tax morale; develop a model for tax compliance that could be used to explain or predict tax compliance behavior; and recommend like areas for further research. The paper is arranged into five sections. Section 1 contains introduction 53



where the background and objectives of the study were stated. Next is the review of extant literature containing the conceptual framework, subject discussions and model formulation. Section 3 contains the Conclusion and Section 4 is the last one containing the recommendations. 2.



Review of Literature



2.1



Conceptual Framework



Concept of Tax Morale Tax Morale is seen as “the intrinsic motivation to pay tax” (Torgler, 2007), “an attitude regarding tax (non-) compliance” (Schmölders, 1960), “taxpayers' willingness or moral obligation to pay taxes” or “their belief in contributing to society by paying taxes” (Porcano, Tsakumis, and Curatola, 2010). It includes moral regret or guilt over cheating (Torgler, 2004). The components of tax morale are not static (Porcano, Tsakumis, and Curatola, 2010) nut interact with each other and the environment and are affected by the individual's own cognitive framework (Kornhauser, 2007). Torgler (2007) traced the first set of important findings in tax morale literature to the works of Schmolders (1951/1952, 1960, 1962, 1970). They emphasized that economic phenomena should not only be analysed from the traditional point of view. In their surveys, Schmolders used the subjective tax burden as an indicator of the level of tax morale and found that self-employed people had lower tax morale than employees. Strumpel (1969) is also found to point out that treating taxpayer with great caution helps to cultivate tax morale and reduce tax compliance costs. Tax morale is found to increasingly attract attention in the 1990s. Torlgler cited Erard and Feinstein (1994) stressing “…the relevance of integrating moral sentiments into the models to provide a reasonable explanation of actual compliance behaviour…” and Andreoni et al. (1998) pointing out that “adding moral and social dynamics to models of tax compliance is as yet a largely undeveloped area of research”.
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Concept of Tax Compliance Tax compliance can be described as the extent to which taxpayers follow tax rules and regulations. It means true reporting of the tax base, correct computation of the liability, timely filing of the return, and timely payment of the amounts due (Franzoni, 1999). It may be voluntary or enforced (Kirchler, 2007) and may be due to unintentional error as well as intentional fraud (James and Alley, 2004). Conversely, noncompliance means failure to meet any of the four broad categories of taxpayers' obligations; registration in the system, timely filing or lodgement of requisite taxation information, reporting of complete and accurate information and payment of taxation obligations on time (CTPA/OECD, 2007). Bulk of it involves false reporting of the tax base (Franzoni, 1999). Tax compliance may be committed compliance (the willingness to discharge tax obligations by taxpayer without grumbling), capitulative compliance (discharging of tax obligations reluctantly) or creative compliance (discharging of tax obligations with avoidance efforts) (McBarnett, 2003). Tax compliance can also be categorized into administrative compliance (reporting compliance, procedural compliance and regulatory compliance) and technical compliance (meeting up the requirements of tax laws in computation of tax liability) (OECD, 2001). Other form of categories are nomothetic compliance (compliance because other people are complying) and idiographic compliance (compliance out of conviction). 2.2



Discussion



Several studies have found array of determinants for tax compliance. The Canadian Revenue Authority in its study made in 2003 grouped the determinants into business, industry, sociological, economic and psychological (CTPA/OECD, 2004). Studies also found the economic theory 55



of tax compliance to be a strong determinant of tax compliance. According to Becker's (1968) the economic theory of crime explains that the probability of being detected and the size of the fine imposed determines the probability of tax compliance/evasion. Feld and Frey (2007) opine that the puzzle of the theory is in the question why people pay taxes. Deterrence theory was also used to explain tax compliance. This theory is premised on the assumption that taxpayers are 'amoral profit-seekers' whose actions are motivated wholly by rational calculation of costs and opportunities' (Kagan and Scholz, 1984, Murphy, 2002) i. e. 'amoral calculators' fail to comply because they calculate that the costs of compliance exceed the benefits. However, evidence suggests that an exclusive reliance on deterrence is not a reasonable strategy to increase tax compliance (Feld and Frey, 2007) and that a kinder tax authority and the use of softer tone in correspondence with tax payers may not increase voluntary compliance (Lederman, 2003). The deterrence theory also found to be limited in generalisation because it does not satisfactorily explain the high levels of observed compliance in some societies. For instance Feld and Frey (2007) reported that Smith and Kinsey (1987) have shown that majority of American taxpayers are compliant even when the possibility of detection and punishment for non-compliance is obviously slim. Another study in Australia also showed that taxpayers reported being generally compliant even when they believe others are not (Braithwaite et al., 2001). These findings suggest that taxpayer's attitudes towards the tax system, rather than (or in addition to) purely economic calculations or fear of punishment, are important in explaining taxpayers' non-compliance. See also Wallschutzky, 1984 and Kirchler, 1999. Emphasizing further Richardson (2006) argued that noneconomic determinants are even found to have the stronger impact. To address this issue many researchers have argued that tax morale can help to explain the high degree of tax compliance (Schwartz and Orleans, 1967; Lewis, 1982; Weck, 1983; Roth et al., 1989; Long and Swingen, 1991; Alm et al., 1992, 1999; Pommerehne et al., 1994; Frey, 1997, 2003; Elffers, 2000); Frey and Feld, 2002; Feld and Tyran, 2002; Orviska and Hudson, 2002; Frey and 56



Torgler, 2002; Torgler, 2007). The argument is that these factors go beyond the economies of maximising benefit over cost but that there is one major thing that determines compliance which is called tax morale (the intrinsic motivation to pay tax) which is more psychological than economic. Porcano, et al (2010) observed that several studies, mostly from developed countries, have consistently found tax morale and tax compliance to be significantly related with taxpayers' perceptions of government/environment quality, trust in government, corruption, economic freedom, quality of equity markets, laws, institutional quality, incidence of crime, and openness of trade (citing Frey and Torgler, 2007; Statman, 2008; Martinez-Vanque and Torgler, 2009). Factors that influence tax morale include psychological tax contract as influenced by government policy, tax authorities' behavior, and state institutions (Feld and Frey, 2007), fiscal exchange paradigm (Murphy, 2004; Prakash, 2004; Feld and Frey, 2007; Alabede, et al 2011; Asaolu and Agbetunde, 2011). In the view of Murphy (2004) tax morale is a function of; (1) the fiscal exchange; (2) the political procedures that lead to this exchange; and (3) the personal relationship between the taxpayers and the tax administrators. Perception of the Fairness of Value of Public Goods:- Alabede, Ariffin and Idris (2011) established that there is a correlation between public governance quality and income tax revenue performance. This is based on the rationale of Quid pro quo of taxation, meaning “something for something”. Concept of Quid Pro Quo requires that something is given or taken in exchange for something else of comparable value or status. The concept by application to public finance implies that government must be able to provide benefits which gives fair value that can be compared favourably with the resources raised through taxation (Prakash, 2004). Earlier studies of Alm, et al (1992) and Alm, et al (1993) found that the introduction of a public good in exchange for the taxes paid increases tax morale, and resultantly tax compliance rates. 57



Feld and Frey (2007) citing Becker, et al (1987); Spicer and Becker (1980); Spicer and Lundstedt (1976) established that if the benefit principle of taxation, which implies a fiscal equivalence between public goods and tax prices is violated by setting those prices too high, taxpayers think they have a justification for noncompliance. However, Feld and Frey (2007) went further with contrary view that citizens may decide to be tax compliant if they perceive their tax payments as contributions to the bonum commune such that they are willing to honestly declare their income even if they do not receive a full public good equivalent to their tax payments or if the political process is perceived to be fair and legitimate. Therefore one may need to examine further, especially in the context of African countries if tax morale has significant influence on tax compliance or not. Perception of the Fairness of Tax Administration Procedure:- Kagan and Scholz's (1984) explained the political citizen model by incorporating attitudes into theoretical accounts of tax compliance. Tax authorities are normally expected to follow some established due process respecting rights of the tax payers (Wong, 2008). Psychological tax contract presupposes that taxpayers and the tax authority treat each other like partners, that is, with mutual respect and honesty. Unfair tax administration violates terms of the contract hence; taxpayers have good reason not to be compliant (Wenzel, 2002 and 2003). Kirchler et al. (2007) therefore suggested a framework for tax compliance in which both the power of tax authorities and trust in the tax authorities are relevant dimensions for understanding enforced and voluntary compliance. According to Lederman (2003) perception of procedural fairness might increase compliance but warns that it would be unwise for the tax authority to focus on service at the expense of enforcement. (see also Tyler, 1987; Lind and Tyler, 1988; Tyler and Huo, 2002; Murphy, 1973 and 2004; and Feld and Frey, 2002a, 2002b, 2007. From the above analysis it would therefore be reasonable if further studies could be carried out to examine the effect on tax morale and tax compliance if tax payers perceive the attitude of 58



tax official during tax administration to be fair tax in African context. Perception of the Fairness of Tax Structure/System:- Empirical evidences from Franzoni (1999) suggest that a stricter enforcement regime is likely to induce greater compliance. Beron, et al. (1992) finds that audits stimulate compliance although the effect is not large and is not statistically significant for all groups. CTPA/OECD (2004) however opined that of paramount importance among the factors that influence tax system itself is the legislation. It was stretched that the laws should be administered in a manner that will sustain confidence in the system. In the context of taxation, noncompliance could be interpreted as taxpayers' expressive rebellion against tax authority enforcement actions, or laws that are perceived to be illegitimate. This analysis therefore suggests a presumption that it could be examined further. Other social related factors are also examined in relation to tax compliance. Franzoni (1999) and Smith and Kinsey (1987) argued that people's social networks and associations help shape their perceptions, norms and attitudes, which then influence their responses to imagined and actual sanctions. Recent researches have highlighted the importance of using these sociopsychological factors to explain taxpayers' non-compliance, with some authors showing taxpayers' perceptions about evasion and fairness having a direct influence. Taken together, studies suggest that the manner in which tax payers are treated or punished by tax authority during administrative procedure can have major effect on their morale. Murphy (2002 and 2004) established that on a general note the results of the studies on tax compliance suggest taxpayers' attitudes towards tax authorities and tax systems in general need to be taken into account when attempting to explain non-compliance. Meanwhile, it is often not possible to apply single strategy in all situations, and so, because of variability of situations, it is not possible to recommend any specific strategy (CTPA/OECD, 2004). It should be a well-balanced strategy.
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On a general note, it is also observed that most of the studies discussed were basically carried out on developed countries. Torgler (2007) observed that evidence on tax compliance and tax morale in countries outside the United States is rare, the empirical literature is still in its youth, with many of the most important behavioural hypotheses and policy questions yet to be adequately investigated. Critical questions still unanswered may include; (1) What is the level of Tax Compliance in Developing Economy?, (2) What is the level of Tax Morale in Developing Economy?, (3) What are the major factors influencing Tax Morale in Developing Economy?, (4) Is there any significant relationship between Tax Morale and Tax Compliance behaviour? And (5) What is the evidence from developing economy? 2.3



Formulation of Suggested Model



This model is formulated on the presupposition that if we are able to acquire a good understanding of tax morale we could be in a much better position to obtain greater levels of tax compliance. TC=f(TM)



(1)



TM = á0 + â1FISCAL.X + â2ATTD + â3INST + ∑　 âi/Xi + ? 0



(2)



From equations (1) and (2); TC = f {á0 + â1FISCAL.X + â2ATTD + â3INST + ∑　 âi/Xi + ? 0}



(3)



Where; TC



= Tax Compliance



TM



= Tax Morale



á0



= individual payer's constant factor



â



= coefficient for each factor



FISCAL.X = value of public goods viz-a-viz tax paid as the price 60



ATTD Administration



= Attitude of Tax official during Tax



INST = Institutional Arrangement (both fiscal and legal systems including tax structure/system) X ?



= other psychological, demographic, religious, social and economic factors = Error factor



Tax compliance is postulated as a function of tax morale (equation 1). Tax morale as the independent variable is also considered to be influenced by fiscal exchange, attitude of tax administrators, institutional arrangement (legal and fiscal as well as tax structure and system), and summation of all other psychological, demographic, religious and socio-economic factors. Also considered is a constant factor which is peculiar to the individual under consideration. Likewise an error factor '?' is included. By merging the two equations one can argue that tax compliance either directly or indirectly is influenced by the same set of variables that influence tax morale and derive equation (3). 4.



Conclusion



It is difficult if not impossible to coordinate and manage taxpayers without understanding their value system. Tax compliance is found to be a critical challenge to governments. The big challenges remain the issue of the behavioural modification and the development of tax compliance attitude among the tax payers. Payment of tax is claimed to be more of behavioural and attitudinal challenge than legal or economic challenge. More studies therefore need to be carried out on the behavioural perspective of tax compliance than strictly legal and regulatory prospective. It is by clear understanding that authorities can minimise resistance from taxpayers whose belief and values are at odds with the government policies. Hence, the process 61



of motivation becomes paramount and absolutely necessary if indeed one is serious about tax compliance especially in Africa. In order to encourage tax compliance a well-balanced strategy is suggested that would target among factors that improves persons' intrinsic motivation to pay tax. In the final analysis improved tax compliance behaviour would be provoked. Observed paucity of researches on tax morale and tax compliance in Africa and the unresolved questions in the researches made in developed economies therefore demand further studies on the subjects, especially in Africa to complement the earlier studies. 5.



Recommendations



On a general note, it is recommended that further studies should be carried out on the following areas of gap in the context of African countries: Level of Tax morale among taxpayers in Africa; the level of tax compliance among tax payers; major factors that influence tax compliance behaviour; major factors that influence tax morale; the type/form and strength of relationship that exist between tax morale and tax compliance behaviour; and empirical test of model for tax compliance behaviour that would highlight major determinants of tax compliance and their relationships. These suggested studies would complement studies made by earlier researchers on tax compliance and tax morale. Significance of this work will be much appreciated when one considers the concerns of earlier. The work would help government and tax authority to have better understanding of significant factors influencing tax compliance. It would thus assist in the area of policy formulation and implementations especially in countries with diverse cultures. Such that governments would be in a better position to obtain greater levels of compliance with tax reporting. Tax systems that rely on voluntary self-reporting of tax obligations can be ensured through this work as it will give good understanding of the processes underlying compliance. The mirage of tax compliance determinants would be unveiled more. 62
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TAX EXEMPTIONS UNDER SELECTED NIGERIAN TAX LAWS By DR. TEJU SOMORIN, FCTI, FCIPA, FCIA, MTAX,CNA, MPA, Dlitt



Introduction Generally, incomes and profits can be exempted from tax. Allowances, gains, goods and services and transactions can similarly be exempted. Tax exemption has been variously defined as follows: ? An amount allowed by law as reduction of income that would otherwise be taxed. ? An amount of taxpayer's income that is not subject to tax. ? Immunity from the obligation of paying taxes in whole or in part. Legislation Apart from the Companies Income Tax Act (CITA) Cap. C 21 LFN 2004 as amended which contains generous exemptions from companies' profits, other Acts or Agreements can also confer tax exemptions on profits, incomes, gains, transactions, goods and services. The statutory bases for granting the tax exemptions are specified under the relevant Nigerian tax laws. The Nigerian Tax Laws: ? Companies Income Tax Act (CITA) Cap. C 21 LFN 2004 (as amended) ? Federal Inland Revenue Service (Establishment) Act, 2007 *Vice President CITN & Former Coordinating Director, FIRS
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? ? ? ? ? ? ?



Personal Income Tax Act Cap. P8 LFN 2004 (as amended). Capital Gains Tax Act Cap. C1 LFN 2004. Stamp Duties Act Cap. S8 LFN 2004 Tertiary Education Trust Fund (Establishment, etc.) Act 2011 Petroleum Profits Tax Act Cap. P13 LFN 2004 (as amended) Value Added Tax Act Cap. VI LFN 2004 (as amended). Industrial Development (Income Tax Relief) Act Cap. 17LFN 2004



Others are? Nigeria LNG (Fiscal Incentives, Guarantees and Assurances) Act 1990 ? Nigeria Export Processing Zones Authority Act; ? Oil and Gas Export Free Zone Decree No. 8 1996, now CAP. O5 L.F.N. 2004 ? The Mining and Minerals Act Cap. M 12 LFN 2004. ? Double Taxation Agreements; and ? Acts setting up some Government Organisations or companies, e.g. Nigerian Liquefied Natural Gas Limited; This paper will now focus on only tax exemptions available under five major Nigerian tax laws namely. ? Companies Income Tax Act (CITA) Cap. C 21 LFN 2004 as amended ? Personal Income Tax Act Cap. P8 LFN 2004 (as amended).
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? Petroleum Profits Tax Act Cap. P13 LFN 2004 (as amended) ? Capital Gains Tax Act Cap. C1 LFN 2004. ? Value Added Tax Act Cap. VI LFN 2004 (as amended) Withholding tax, an advance form of tax, though not a separate tax is also part of this paper. (1)Tax Exemptions under the Companies Income Tax Act (CITA) All profits are taxable under the relevant provisions of the Companies Income Tax Act (CITA) Cap. C21 LFN 2004 (as amended) except those exempted under Section 23 of the Act or other Act which may give specific exemption to some types of incomes or profits. Profits exempted as per Section 23 of the CITA These are profits of companies that are specifically exempted from income tax. They are provided for in section 23 1 (a) to (s) of CITA. The exempt profits are hereby classified into two as follows: (A) Exempted Profits from Companies Income Tax Provided the Profits are Not Derived from a Trade or Business Carried on by such Companies The five classes of the profits are: (a) the profits of any company being a statutory or registered friendly society, (b) the profits of any company being a co-operative society registered under any enactment or law relating to co-operative societies; (c) the profits of any company engaged in ecclesiastical, charitable or educational activities of a public character; (d) the profits of any company being a trade union registered under the 70



Trade Unions Act; and (e) the profits of any company or any corporation established by the law of a State for the purpose of fostering the economic development of that State. Where any of the profits listed in (a) to (e) is derived from a trade or business, the exemption will be forfeited and such profits will be taxed. (B) Exempted Profits from Companies Income Tax Even Though they May Be Derived From a Trade or Business Carried on by Such Companies The types of profits are as follows: Company in sporting activities (f) the profits of any company formed for the purpose of promoting sporting activities where such profits are wholly expendable for such purpose; Unit Trust (g) dividend distributed by Unit Trust; Company established Under Local Government Law (h) the profits of any company being a body corporate established by or under any Local Government Law or Edict in force in any State in Nigeria; Purchasing Authority 71



(i) the profits of any body corporate being a purchasing authority established by an enactment and empowered to acquire any commodity for export from Nigeria from the purchase and sale (whether for the purposes of export or otherwise) of that commodity; Non-Resident Company (j) the profits of any company other than a Nigerian company which, but for this paragraph, would be chargeable to tax by reason solely of their being brought into or received in Nigeria; Investment Incomes Brought into Nigeria (k) dividend, interest, rent, or royalty derived by a company from a country outside Nigeria and brought into Nigeria through Government approved channels. Interest on deposit accounts of a non-resident company (l) the interest on deposit accounts of a foreign non-resident company provided that the deposits into the account are transfers wholly of foreign currencies to Nigeria on or after 1 January 1990 through Government approved channels; Interest on foreign currency domiciliary account (m) the interest on foreign currency domiciliary account in Nigeria accruing on or after 1 January 1990; (n) Dividend, interest, rent and royalty which are part of the income or profits exempted would still be subject to withholding tax 72



deduction at source. Small companies in the manufacturing sector (o) dividend received from small companies in the manufacturing sector in the first five years of their operation; Wholly export-oriented businesses (p) dividend received from investments in wholly export-oriented businesses; Exported Goods (q) the profits of any Nigerian company in respect of goods exported from Nigeria, provided that the proceeds from such export are repatriated to Nigeria and are used exclusively for the purchase of raw materials, plant, equipment and spare parts; Company whose supplies are exclusively inputs (r) the profits of a company whose supplies are exclusively inputs to the manufacturing of products for export, provided that the exporter shall give a certificate of purchase of the inputs of the exportable goods to the seller of the supplies; Company established within an Export Processing Zone (s) the profit of a company established within an export processing zone or free trade zone provided that 100 percent production of such company is for export otherwise tax shall accrue proportionately on the profits of the company. (Added by CIT (Amendment)Act, 2007. The profits being exempted from tax now include profits of a company established within an Export Processing Zone or Free Trade Zone, provided 73



the company does not engage in selling its goods into the Customs Territory, otherwise such income derived from sales to the local environment will be subject to tax in proportionate measure. Presidential Exemption by Order The President is empowered to exempt by order as provided in Section 23 (2) (a) and (b) of CITA. In effect, the President may ''by Order'' exempt certain company or class of companies from all or any of the provisions of the Act. Section 23 (2) provides that(2) The President may exempt by order— (a) any company or class of companies from all or any of the provisions of this Act; or (b) from tax all or any profits of any company or class of companies from any source, on any ground which appears to it sufficient. Section 23 (3) (a) to (c) of CITA furthermore stipulates as follows: The President may by order amend, add to or repeal any exemption made by notice or order under the provisions of subsection (2) and (4) of section 9 of the Income Tax Act in so far as it affects a company, and, subject to the foregoing the following notices and order, shall continue in force for all purposes of this Act. (a)the Income Tax Exemption (Interest on Nigeria Public Loans) Notice; {LN 220 of 1943} (b)the Income Tax (Exemption) Nigerian Broadcasting Corporation) Order; {LN 85 of 1957} (c ) the Railway Loan (International Bank) (Exemption of Interest) Notice {LN 111 of 1958} 74



Exemption of Export Oriented Undertaking Established within and Outside Export Free Zone Section 35 (3) of CITA stipulates as follows: (3) “The profit or gains of a 100 per cent export oriented undertaking established within and outside an export free zone shall be exempt from tax for the first three consecutive assessment years provided that— (i) the undertaking is 100 per cent export oriented; (ii) the undertaking is not formed by splitting or breaking up or reconstructing a business already in existence; (iii) it manufactures, produces and exports articles during the relevant year and the export proceeds from 75 per cent of its turnover; (iv) the undertaking is not formed by transfer of machinery or plants previously used for any purpose to the new undertaking or where machinery or plant previously used for any purpose is transferred does not exceed 25 per cent of the total value of the machinery or the undertaking; (v) the undertaking repatriates at least 75 per cent of the export earnings to Nigeria and places it in a domiciliary account in any registered and licensed bank in Nigeria. [1996 No. 32.] (4) For the purpose of subsection (3) of this section only the tax written down value of the assets shall be carried forward at the end of the tax holidays”.
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(2)PERSONAL INCOME TAX ACT (PITA) Cap. P8 LFN, 2004 (as amended). The current tax law on personal income tax is the PITA CAP. P8 LFN 2004. It was amended by the Personal Income Tax (Amendment) Act, 2011. The law is in 13 Parts and has 109 sections. PITA identifies taxable persons, determines their assessable incomes and the residence of a taxpayer and the source of origin of his income. Under the PITA, taxes from employment and taxes from businesses are administered. All the 36 States Internal Revenue Service administer PITA for residents of their States. Exempt Incomes Under the PITA The term “exempt income”, which can be interpreted as income that is not subject to tax is not defined in the Act. In the case of Northern Nigerian Investment Limited v. FBIR (Suit No. FRC/L/2A/75 p. 57) Justice Belgore attempted to define the term as follows: “Exempt income is income primarily subject to tax, but exempt under another provision of the Law”. Ayua in the Nigerian Tax Law p. 72 observed that exempt income is income subject to tax under a particular provision of the law, but only taken out of the taxing law by the relevant exempting provision. Incomes Exempted Under the Third Schedule of the PITA 1.The incomes such as consular fees, interests, investments, pension, gratuities etc set out as follows under the third Schedule are exempted from income tax under the Third Schedule. 2. The official emoluments of the President, and of the Governor of a State and of any person performing the functions of the President. (deleted by PIT(Amendment) Act, 2011) 76



3. The official emoluments of the Vice-President and Deputy Governor of a State. (deleted by PIT(Amendment) Act, 2007) {The exemptions hitherto enjoyed by the President, the Vice-President, the Governor and the Deputy Governor of a State have been withdrawn by the Personal Income Tax (Amendment) Act 2011} Emoluments payable from United Kingdom funds 4. The emoluments payable from United Kingdom funds to members of visiting or other forces and to persons in the permanent service of the United Kingdom Government in Nigeria …………………………provided that this exemption shall not apply to any individual who is a citizen of Nigeria or who ordinarily resides in Nigeria. Consular fees 5. All consular fees received on behalf of a foreign State, or by a consular officer or employee of the State of his own account, and all income of such officer or employee, other than income …………………and is not also a national of the foreign State. Interests 6.



(1) Interest accruing to a non-resident in Nigeria in respect of the following— (a) the interest on a loan charged on the public revenue of the Federation and raised in the United Kingdom; (b) the interest on a bond issued by the Government of the Federation to secure repayment of a loan raised from the International Bank for Reconstruction and Development under the authority of the 77



Railway Loan (International Bank) Act; (c) the interest on any money borrowed by the Government of the Federation or of a State on terms which include the exemption of interest from tax in the hands of a non-resident person; (d) the interest on any moneys borrowed outside Nigeria by a corporation established by a law in Nigeria upon terms which include the exemption of such interest from tax in the hands of any non-resident person; (e) the interest on deposit accounts, provided the deposits into the account are transfers wholly made up of foreign currencies (funds) to Nigeria on or after 1 January 1990 through Governmentapproved channels and the depositor does not become non-resident after making the transfer while in Nigeria. 7. Interest on any loan granted by a bank on or after 1 January 1997 to a person— (a) engaged in— (i) agricultural trade or business; (ii) the fabrication of any local plant and machinery; or (b) as working capital for any cottage industry established by the person under the Family Economic Advancement Programme, if the moratorium is not less than 18 months and the rate of interest on the loan is not more than the base lending rate at the time the loan was granted. (7 (a) (b) was deleted by Paragraph 33 of the Personal Income Tax (Amendment) Act, 2011)
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Incomes Relating to International Co-operation Administration 8 The income of a national of the United States of America from employment by the International Co-operation Administration. 9. The income of a national of the United States of America from employment by the International Development Services as agents or the International Co-operation Administration. 10. The income of an individual from employment by the Ohio University of Athens, Ohio, as agent for the International Co-operation Administration, in connection with any scheme for the training of teachers in Nigeria. Incomes Relating to Diplomatic Immunities and Privileges Act 11. An income in respect of which tax is remitted or exempted under the provisions of the Diplomatic Immunities and Privileges Act. Local government Income 12. The income of a local government or government institution. Incomes Relating to ecclesiastical, charitable etc Activities 13. The income of any ecclesiastical, charitable or educational institution of a public character in so far as such income is not derived from a trade or business carried on by such institution. Wound and Disability Pensions 14. Wound and disability pensions granted to members of the armed forces 79



or of any recognised national defence organisation or to persons injured as a result of enemy action. Pensions under the Pensions Reform Act 15. Pensions granted to a person under the provisions of the Pensions Reform Act relating to widows and orphans. Registered Trade Union 16. The income of a trade union registered under the Trade Unions Act, in so far as the income is not derived from a trade or business carried on by that trade union. Gratuities 17. Gratuities payable to a public officer in respect of services rendered by him. 18. Gratuities payable to an employee in the private sector in respect of services rendered by him. 19. Gratuities payable to a member or former member of the staff of the Nigerian College of Arts, Science and Technology by the College in respect of services rendered by him. 20. Gratuities payable to an employee or former employee under a contract of service with a body established pursuant to the Nigerian Research Institutes Act or any Act repealed by that Act or by the West African Council for Medical Research Act.
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Incomes of a statutory or registered friendly society 21. The income of a statutory or registered friendly society in so far as such income is not derived from a trade or business carried on by such society. Income of Registered co-operative society 22. The income of a co-operative society registered under the Nigerian Cooperative Societies Act, not being income from any trade or business carried on by the Society other than the co-operative activities solely carried out for and with its members or from any share or other interest possessed by that Society in a trade or business in Nigeria or elsewhere carried on by some other person or authority.



Death gratuities or as consolidated compensation 23. A sum received by way of death gratuities or as consolidated compensation for death or injuries. (All Paragraphs relating to pension, gratuities or other retirement benefits scheme should be read along with the provisions of the Pension Reform Act, 2004). Retirement benefits 24. A sum withdrawn or received by an employee from a pension, provident or other retirement benefits fund, society or scheme approved by the relevant tax authority. (All Paragraphs relating to pension, gratuities or other retirement benefits scheme should be read along with the provisions of the Pension Reform Act, 2004).
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Dividends 25. (1) Dividends paid to a person by a company incorporated in Nigeria: Provided that— (a) the equity participation of the person in the company paying the dividends is either wholly paid for in foreign currency or by assets brought into Nigeria between 1 January 1987 and 31 December 1992; and (b) the person to whom the dividends are paid owns not less than 10 per cent of the equity share capital of the company. (2) For the purpose of the exemption referred to in sub-paragraph (1) of this paragraph, the dividend tax-free period shall commence from the year of assessment following the year in which the new capital is brought into Nigeria for the real purpose of the trade or business in Nigeria of the company paying the dividends and shall continue for five years if the company paying the dividends is engaged in agricultural production within Nigeria or processing of Nigerian agricultural products produced within Nigeria or production of petrochemicals or liquified natural gas, and in any other case, the tax-free period shall be limited to three years. Loss of Office Compensation 26. Any compensation for loss of employment. Incomes Relating to Technical Assistance 27 The income of a person, other than a citizen of Nigeria, from employment by any government, organisation or agency between which and the Government of the Federation or of a State there exists an arrangement for technical assistance, insofar as and to the extent only that the employment is solely in pursuit of the technical assistance arrangement. 82



Interest 28. The interest accruing to a person on foreign currency domiciliary accounts. Incomes of temporary guest lecturer etc 29. Income earned from outside Nigeria by a temporary guest lecturer, teacher, nurse, doctor and other professional and brought into Nigeria shall be exempt from tax provided that such income is deposited in a domiciliary account in an authorised bank in Nigeria. Investment Incomes 30. Income from dividend, interest, rent, royalties, fee, commission earned from abroad and brought into Nigeria by a Nigerian resident is exempt from tax, provided that such income is brought in convertible currency and paid into a domiciliary account in a bank approved by the Government. Incomes Earned from Certain Professions 31. Income earned from abroad by an author, sportsman, playwright, musician, artist and brought into Nigeria is exempt from tax provided that such income is brought in foreign currencies and paid into a domiciliary account in an authorised bank in Nigeria. Exemption of Partnership A partnership is the coming together of two or more persons (subject to maximum of 20) who jointly carry on a business. Each person contributes money, property, labour or skill, and expects to share in the profits and losses 83



of the business according to agreed proportion of their contributions. While the partnership does not pay income tax, it distributes its profits and losses to the partners who pay taxes on their shares of the partnership profits. Section 8 of PITA deals with partnership. Section 8 (1) (a) and (b) provides that the gains or profits from a partnership of a partner shall be the sum of: (a) any remuneration, interest on capital, or the cost of passages to or from Nigeria wholly or mainly undertaken for the purpose of leave or recreation, which is charged in the partnership accounts in respect of that partner; and (b) his share in the partnership income after certain deductions. The following points are very relevant in the treatment of Partnership Income for tax purposes: the joint venture or partnership is not itself chargeable to tax ; the income chargeable to tax is the share of profit from the partnership; which is chargeable in the hand of each of the partners and capital allowances on the assets of the partnership shall be shared in the agreed profit and loss sharing ratio. Exempt Deductions Introduced by the Personal Income Tax (Amendment) Act, 2011 By virtue of the amendment of the Sixth Schedule to PITA CAP. P8 LFN 2004 by the PIT (Amendment) Act 2011, the following deductions are tax exempt (a) National Housing Fund Contribution, (b) National Health Insurance Scheme, (c) Life Assurance Premium, (d) National Pension Scheme, and 84



(e) Gratuities. Third Schedule – Exemption of Mr President etc from the PIT withdrawn For emphasy, the emoluments of the President, the Vice President, the governors and deputy governors are no longer exempted under the Act. Based on the deletion of paragraphs 2 and 3 as stated in the preceding paragraphs, the President, the Vice President etc are no longer exempted from the personal income tax on their official emoluments. Incomes from Bonds Exempted A new paragraph "3 I A" {Inserted by PIT (Amendment) Act, 2011}exempts incomes earned from bonds as follows: (a) bonds issued by the Federal, the State and the Local Governments and their agencies: (b) bonds issued by corporate including supra-nationals; and (c) interests earned by holders of the bonds and short term securities. (3) CAPITAL GAINS TAX ACT (CGTA) CAPITAL GAINS TAX ACT (CGTA) Exempted Gains These are gains that are not chargeable to the capital gains tax under the Act. Section 26 (a) to (d) of the CGTA provide that a gain shall not be chargeable if it accrues to: (a) An ecclesiastical, charitable or educational institution of a public 85



character; (b)Any statutory or registered friendly society; (c)Any cooperative society registered under the Cooperative Societies Law of any State or, (d)Any Trade Union registered under the Trade Unions Act provided the gains are not derived from any disposal of any assets acquired in connection with any trade or business carried on by the institution or society and the gains are applied mainly for the purpose of the institution or the society as the case may be. Other gains exempted from the tax are: Gains accruing to any Local Government Council. (Section 27 (1) Gains accruing on disposal of land compulsory acquired by an authority. Gains accruing to any purchasing authority company established by or under any law in Nigeria and is empowered to acquire any commodity in Nigeria for export from Nigeria. (section 27 (2) (a) GGTA); Gains accruing to corporation for the purpose of fostering economic development of any part of Nigeria provided the gains are not derived from the disposal of any assets acquired by the corporation in connection with any trade or business carried on by it (section 27 (2) (b) Gains accruing on disposal of investments held as part of any superannuation fund where part of it is approved under section 20 of PITA; (section 28(1) (a) ? Gains accruing on disposal of investments held as part of any national provident fund or other retirement benefits scheme - (Section 28 1 (b) Gains accruing on disposal of a right to a sum payable out of superannuation fund; (Section 28 (2) 86
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Gains that accrue on the disposal by any person of a decoration awarded for valour or gallant conduct which he acquires otherwise than for consideration in money or money's worth; (Section 29) Gains accruing from a disposal of Nigerian Government Securities, stocks and shares; this is with effect from 1st January 1998; section 30 (1)(Decree No 19 of 1998) Life Assurance Policies. (Section 34 (2) Any sum paid as Compensation or damages for injury suffered by an individual in his person or on his profession or vocation; (Section 36 (1) Compensation for loss of business shall not be chargeable gains except where the compensation or damages exceeds N10,000 in any year of assessment”. Section 36 (2) CGTA Gains accruing to an individual from disposal of a dwelling house or part of a dwelling house which is, or has at any time in his period of ownership been, his only or main residence shall not be chargeable gains in any year of business; Gains accruing from a disposal of tangible movable property sold for N1000 or less in a year of assessment. (Section 38) Gains accruing from a disposal of a mechanically propelled road vehicle constructed for the carriage of passengers; (Section 39) With respect to gains accruing from a disposal of a gift, the person making the disposal shall not be chargeable to CGT tax. (Section 40) Two exemptions were added with effect from 1993 by Decree No. 3 of 1993: 87



(a) Any gains arising from the acquisition of the shares of a company either taken over, or absorbed or merged by another company as a result of which the acquired company loses its identity as a limited liability company, provided that no cash payment is made in respect of the shares acquired (Section 32). (b) Gains accruing to unit holders of a unit trust in respect of disposal of securities provided the proceeds are re-invested. (Section 33) (4)VALUE ADDED TAX ACT CAP. VI LFN 2004 Exemptions Under The Value Added Tax Act. Reasons for VAT exemption The reasons for exemption of goods and services from the VAT scheme include the following: ? Some goods and services are exempted because they are heavily patronized by the poor people. Basic food items, baby food and medical services are examples etc;. ? Others are exempted because they are essential to life and government wants to make them affordable. In this class are medical services and pharmaceutical products; When goods and services are exempted from the VAT, it means that they will not be taxed at all. Such products are completely outside the VAT system. No output tax is to be collected by any firm that deals in such items. The exempt trader pays VAT on his purchases, but he is unable to claim this input tax liability as a credit against his tax liability on sales as he can not impose a VAT on his exempt sales. Such a trader is out of the VAT system and 88



is treated as a final purchaser, whereas a trader liable to the zero rate is liable to an actual rate of VAT, which happens to be zero. Such a zero-rated trader is wholly a part of the VAT system and can make a full return for VAT in the normal way. List of Exempted Goods and Services Under the First Schedule of CAP V1 LFN 2004, the Goods and Services exempted from the value added tax are in three parts as follows : Part 1 Goods Exempt (9 items) (1) All medical and Pharmaceutical products (2)Basic foods items (3) Books and educational materials (4) Baby Products (5)Fertilizer locally produced agricultural and veterinary medicines, farming machinery and farming transportation equipment. (6) All exports. (7) Plant, machinery and goods imported for use in the Export Processing Zone or free trade zone provided that 100% production of such company is for export otherwise tax shall accrue proportionately on the profits of the company. (Inserted by 2007 No. 53, section 13 (a) (8) Plant, machinery and equipment purchased for utilization of gas in downstream petroleum operations. (9) Tractors, ploughs, agricultural equipment and implements purchased for agricultural purposes. Part 11 Services Exempt (4 services) (1) Medical services 89



(2) Services rendered by community banks and Mortgage Institutions (3) Plays and performances conducted by educational institutions as part of learning (4) All export services Part 111 Zero-rated Goods and Services (3 items) Zero- Rated Goods and Services as per VAT 2007 Amendment are: ? Non-oil Exports ; ? Goods/services purchased by diplomats; and ? Goods purchased for use in humanitarian donor funded projects. The Value Added Tax (Amendment) Act 2007 defines the term “humanitarian donor funded projects” to include projects undertaken by NGOs, religious and social clubs or societies recognized by law, whose activities are not –forprofit and are in the public interest. Exemption and Zero Rating The VAT law does not grant organization/institutions/taxpayers /NGOs/ persons waivers from payment of VAT. Rather, specific goods and services are either exempted or zero- rated for VAT purposes. Exemptions and Zerorating are some of the methods by which the concept of regressivity of VAT can be addressed. The twin term 'Exemptions and Zero-rating' means that goods so treated will be bought free of tax thereby making them relatively cheap and affordable in the market. (5)PETROLEUM PROFITS TAX ACT CAP. P13 LFN 2004 The Act imposes a tax upon profits from the winning of Petroleum in Nigeria, and it provides for the assessment and collection of same. 90



Exemptions Under the Petroleum Profits Tax Act (1)Exclusion of certain profits, etc. Any income derived from the transportation of crude oil by ocean going oil-tankers operated by or on behalf of a company from Nigeria to another territory is not regarded as an income derived from petroleum operation to be made in computing an adjusted profit. Thus, such income is not chargeable to tax under the PPTA; the income is subjected to tax under the CITA. Gas income is exempted from payment of the PPT, but is subject to tax under the CITA. (iii) Exempted Incomes The following incomes are deemed non-taxable under the Act: ? Profit on disposal of fixed asset, ? Income from refinery operation, ? Reversal into income of a previously disallowed expense. (iii) Tax Exemption of Refined Petroleum Products from the VAT Sale of refined petroleum products (white products) is exempted from the VAT. (iv) Exemption of Dividends from further Tax (Section 350) By virtue of the Act, any dividend paid out by a company from profits on which PPT has been paid, is exempted from further Nigerian tax. Tax Exemption to Downstream Activities The activities encompass liquefaction of natural gas, refining, transporting, 91



distribution and marketing of refined petroleum products, gas and derivatives. Companies in the downstream operations are taxed under the Companies Income Tax Act (CITA). Any profit, which is charged to petroleum tax, is however exempted from company's income tax. A company engaged in gas utilization enjoys a partial tax exemption of initial tax-free period of three years, which may, subject to the satisfactory performance of the business, be renewed for an additional period of two years (Section 39 1 (a) to (e). The Tax free period starts the day the company commences production as certified by the Ministry of Petroleum Resources. The company also enjoys tax free dividend during the Tax free period where: (i) The investment for the business was in foreign currency; or (ii) The introduction of imported plant and machinery during the period was not less than 30 per cent of the equity share capital of the company. (6)WITHHOLDING TAX and EXEMPTION Withholding taxes are found in practically all tax systems and are widely used in respect of dividends, interest, royalties and similar tax payments. The rates of withholding tax are frequently reduced by tax treaties. Withholding tax is the tax deducted at source, that is at the point of payment or credit whichever comes first, from payments and remitting same to the appropriate tax authority. Since it is deducted at source, it gives the taxpayer no option as to whether to pay it or not. The deductions and remittances are usually done by third parties. WHT is not really a tax on its own, but a deposit or payment on account pending when the tax due is finalized. When the system was introduced in Nigeria in 1977, it was initially limited to few transactions namely Rent, Dividends and Directors fees. Following the 92



recommendation of 1978 Task Force on Tax Administration, the coverage of the tax was expanded by paragraph 33 of Finance (Miscellaneous Taxation Provisions ) Decree No 4 of 1985 to cover all investment incomes namely dividends, rent, interest and royalties and services such as consultancy, technical and management. With regards to tax exemption, any profit granted exemption under section 23(n) of CITA, would not be subject to WHT since there is no tax due on the income or profit. WHT Exemption of payments in respect of exempted income from the WHT. WHT will only be applicable if an income is assessable to tax. If an income is not liable to tax, then WHT will not apply to payments in respect of exempted incomes. WHT Exemption of Payments for Contracts and Supplies of Goods and Services Performed Entirely Outside Nigeria by Non-Resident Individuals. Transactions that are ordinarily not liable to tax in Nigeria are not liable to WHT in Nigeria. Thus contracts and suppliers of goods and services performed entirely outside Nigeria by non-resident individuals are not liable to WHT. By the FIRS Information Circular No 2006/02, exemption from withholding tax deduction is granted to agency arrangements where the agent is independent both legally and economically. The exemption applies to the gross sales on behalf of the company /enterprise which the independent agent represents ,for instance the insurance broker represents various insurance companies. 93



WHT Exemption of Certain Contracts and Agency Arrangements Contracts are to be exempted from WHT provision under the following circumstances: (a) when a transaction which constitutes outright sale and purchase of goods and property was done once and for all. (b) when the transaction mentioned in (a) above was carried out directly with third parties or end users and not through intermediaries. FIRS Information Circular No. 0201(Explanatory Notes on the Application of Withholding tax Provisions to Contracts and Agency Arrangements) additionally exempts certain contracts from the withholding tax payment: where a manufacturer awards contract for the supply of raw materials; the payments accruing to the supplier will not attract WHT, since the transaction will be regarded as being conducted in the ordinary course of business of the supplier; where a manufacturer delivers its normal line of products to its distributors and dealers for sale. In this situation, the transaction will also be regarded as being conducted between parties in the ordinary course of business and such payments accruing to the manufacturer will not be subject to WHT. where an agent enters into an arrangement to sell a property that meets the guideline of a once-and-for-all transaction, such transaction would be exempted from WHT.
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