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Effeets of Business Tax Differentials on Government Tax Revenue Ability: A Study of Private
Sector Chrganications in Horin

By

Kasum, Abubakar Sadig
Department of Accounting and Finance, University of Horin, Horin-Nigeria

Abstract

Ruevewe theough seecesivor, which i one of the mest stabfe sowrces of fioencing sovernment projects,
i dnsbenificam in Nigeria, N is effon avoided wnd even evedod throngly varieny of means, (e v
of wvoidime faxes ix B the avea of forns of business fJIIJ?L'J'.\-.IIh'-j'? i owliicle ane investor exiatlishes
Buesiness do o wany St fere Nabilile i redueed o the nrinimene. This consegreentie affects the revenne
Ferser oof geoversmrenr. Tlhis studv exemines e effect of te differetiol tevation o the rovene ahiline
e overamesn, Tox ofearance certificares of besinesses weee somgled for aimedvsis. 1 distribairion
forre et eare=tenil test wos mved for dora analvsis andd Whe resadt of wialvsis was the bases for fopetlesis
festing, The stuehe reveads that tax differentiol that corventl exists anmomg business fivons redices
government revenwe. The kind of differential thet alveedy exisied between small and big conmpremics
mmgler Comypremivs-fncoeme Tax Aot (CHL was recommiended for briviness fivos
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. capacity  in Nigeria, i it is properly
INTRODUCTION administered and the svstem s made mor
Tax is one of the most important and durable efficient ™ {Balogun, 2003:40).
sources of linancing the expenditures of all
governments. As sct forth by Ola (1997:350). Most olten than not. businesses. regardless of
“itis a compulsory levy imposed on a subject their form are seen to be enjoving equally
or upon his propertics by the government ... most of the benelits in government amenitis,
o meel povernment expenditures”.  Taxes putronize same labour and capital markets and
have been classificd into dircet and indirect enjoys equivalent customer=ship.  Consequent
taxes. Direet taxes are those which both the upon these, it becomes normal 1o expect them
impact and the final burden 1s borne by the to receive similar treatments o tax, with
paver while the indirect taxes. on the other variation between them being only related to
hand. are those which burden are expected o level of lncome.

b shifted further down o third partics.
Mhe svstem of business waxation as currently

Nigerian governments’ potential i business practiced in Nigeria is deficient. The problem
tax  revenue gencration cannot be  over identificd with business taxation in Nigeria is
emphasized. Out of the population of over a that registered companics are assessed o tax
hundred and Forty (140) million. half could be on profit (that actually belong 1o owners) at a
said to be in the working bracket. Few takes rate (currently 30%) before dividends are
on salaried employment while the majority arc distributed to owners.  Dividend being an
doing businesses ranging from small scale income in the hand of recipients is then
trading. farming and other crafis. partnership assessed o tax, accordingly, as provided for
business and even small and large scale under Personal Income Tax Act (PITA)
Companies.  "Taxation could positively Similar investor. but this time around, of
influcnce and increase revenue  generation parinership or sole trade firms. takes his
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income straight as personal income and it is
tved  as o such, This will mean that two
busimesses with similar investment. sales and
prolit patentials may, only because they are
not of the same ownership form. pay widely
difterent income taxes, At the end of the day a
big and strong business will end up paying a
small tax because it is not incorporated. which
will  seriously  deny  the povernments of
essential linances needed for projects and
programs.  In the first instance. investor(s)
who are conscious of above facts may from
the threshold (even with all the capabilities of
Noating a Company) cheose a partnership or
sule trade: even iF it is glaring that it is not
appropriate, because of tax advantage. A
second  possibility is the fact that existing
ivestor(s)  in Company that has  pained

reasonable ground may deliberately liguidate .

and raise partnership business o avoid high
Lses,

Many studies have been carried out by Misrab
{1979, Baivewu (2001} and Kasum, Akinnivi
and Ibrahim (2003) on personal and company
taxation and also. the effects of differential
Lxation on so many other variables. It should
mentioned here that this study paricularly
emphasisz.  empirically. the tax object
“business™  and  integrate it backward 10
variows forms of it and the taxes that affects
ecach ol their profits.  These translate into an
evaluation of both personal and company
income tax laws as they affect businesses and
the consequences of their differential rates on
government revenue

Specilically, the study set out to achieve the
following objectives: (i) to examine the
current system  for assessing businesses 1o
income tax based on relevant 1ax laws: {ii) 1o
evaluate the effects of differential business
laxation on revenue generation ability of
gpovernments at state level; and (iii) 1o proffer
recommendations, based on findings towards
equitable business fax ‘that would in turn
improve government revenue.,
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THEORETICAL AND CONCEPTUAL
FRAMEWOREKS

Theory of Optimal Taxation

Theory ol optimal taxation is based on an
approach that demand for a system of

taxation which minimizes excess burden of
taxation. [t has been on the integration of both
efficiency and equity eriteria. A review of the
development of this theory. which is said 1w be
an oft shoot or nermative tax theory could be
started from Edeeworths” utilitarian approach
of 1879 which assumes the following: that the
objective of a sociely s w0 maximize its wtilin:
that the objective is achicved by maximizing
the utility of individuals: that wility is cardinal
measurable:  and  that  inter  personal
comparison of utility is possible.  (Altay,
2000y,

The old optimal tax theorists extended their
utilitarian approach to include both efficiency
and equity arguments in the wellare function.
As part of contributions to this theory.
Sandmo (1976) identified three criteria for
optimality of the tax system. They are tha:
- A pood tax syvstem is the one that
maximizes the resources cost invalved
in assessing. collecung and paving the

laxes.
- Alternative  tax  syslem  can he
. evaluation in terms of "justice and
faimess".

- Tax systems should be lined on the
criteria.  of  economic  elliciency
(Sandmo, 1976).

Other  contoibutors 1o the  theory  view

optimality in the leviathan approach. that is
aboul  government  revenue  masimising.
Consequently. they criticized normative tax
theorist on the ground that they do not include
institutional matters in optimal theory analysis
(Bernnan and Buchanan. 1977:255-273).

Sterns  (1976) contribution was on  the
specification of models of optimum income
taxation. He caleulated optimal linear income
tax rates and uwsed simulation analysis. in
which potential efficiency loss is implied by
the shape of the indifference map. between
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income and labour captured in the elasticity
distribution. The conclusion was that:
We should emphases that the study of
oplimum income taxation is in its
infancy. there is much work. empirical.
conceptual as well as theoretical 1o
do. and therefore all our estimates and
calculation must be viewed with
circumspection  and  as  attempt  to
understand the best model currently
available rather than the proscription of
poliey (Stern. 1976).

Harnessing all these contributions. one may
conclude that optimal wmxation theory is one
which seek to ensure equity. fairness,
efficiency and- also economy. A tax system
would be said to be optimal if it is fair on
subjects, provide the required revenue for
government  activities and reduces excess
burden on the two sides in term of payment
and cost of collection respectively,

Forms of Business Ownership

The form of business ownership is the legal
relationship that exists between the

business and the owner{s). It defines the
number of contrbutors to  funding the
business, the extent of liability of the owners
on the business and control, average size and
fields to which it is best suited (Rachman &
Mescon, 1985:28).

Business ownership wraditionally exists in five
different forms. They include: sole
proprietorship,  partnership, Joint  stock
company, cooperative society and public
corporation. The first three out of the ahove
listed are profit-oriented and are the focus of
this study.

Sole Proprietorship Business

This is the simplest form of business
organisation. [t is said not to exist apart from
the owner who bears "the risk of the business
to the extent of his personal properties'. It is,
according to Rachman and Mescon (1985:20),
“associated closely with the idea of individual
initiative, self reliance and hard work”. Most

small businesses begin with this form. as it is
cheap to form (Ward. 2002).

Tax advantage: Sole proprietorship business is
subjected to lesser tax in the form of personal
income tax only.  Also. self emploved
individuals are permitted to transfer into a
personal pension account that is not subjected
to tax until drawing is begun from the savings
as income (Rachman and Mescon 1985:29).
Their tax rate is also smaller.

Parinership Business

Partmership Act of 1895 put partnership as a
relationship that subsist between two or more
persons carrying on business in common with
the aim of making profit. I is a legal
association of two or more persons in
business. as co-owners of that business. It

combines the skills of several people each of

who has a direct interest in the success of the

business (Rachman and Mescon. (1985: 30-

3.

Tax advantages: They are, as given by Pfau
(2003:14), as follows:

= there exists wide latitude for allocation of

tax attributable to the partnership to each
partner, and

- the venture is not a separate entity for tax
purpose but income are shared and
assessed 1o tax in the hands of individual
pariners as personal income,

Joint Stock Company
A Company is an entity that is
authorized by law to act as a private
person... and lepally endowed with
various rights and duties’
among them o receive, own and
transfer property. to make
contracts and to sue and be sued
(Rachman and Mescon, 1985:33)

The lepal responsibility of shareholders of a
corporation for damages or debt is the extent
of their investments (Rachman and mescon
1985:33).  This is what is referred to as
limited liability. Further to this are the Facts
that its life is separate from that of the owners
and has its own rights and duties (corporation

— e
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maker. 2002:3). Company could raise larger
capital.  transfer ownership and  exist
perpetually (Adebo Lawal, 1982). In line with
perpetuity concept it has been stated that:

Ownership and management are separate; so,
in theory at least, [F the owners wish fo et rid
of the managers, the organisation will still
survive. {Rachman and Mescon, 1985:34)

On the other hand. if an.investor decides 1o
sell his‘her share. that is. ceasing to be an
owner. other investor(s) will take up the shares
and the company continues,

Taxation of Business Income

Two tvpes of taxes affect business income in
Nigeria. They include personal income tax and
companics’ income 1ax.

The personal income tax act of 1993 is the law
governing the administration of personal
income tax. It provides in Section One that:

There is hereby imposed a tax on the income
of individuals, esmmunities and families, and
arising to any trustee of execulor under any
seftlement trust or estate, which shall be
determincd under and subject 1o all provisions
of this Act (PITA,1993)

This provision takes care of sole trade income
and also parinership income, because. ' a
partnership cannot be directly assessed to tax
in respect of partnership profit but the share of
partnership profits and other incomes of an
individual partner shall be assessed” (Ola,
1997:313).
The current progressive
personal income tax in Nigeria are:
First N30.000 at 5% of every N
Next N30,000 at 10% of every N~
Mext N30,000 at 15% if every N
Next N50,000 at 20% of every N
Above N160,000 at 25% of every N,

rates of

Companies Income tax Act LFN of 1990
regulates company’s income fax in Nigeria.
Section one of the Act established the Federal
Board of Inland Revenue services that *... "is
charged with the duty of administering the
taxation of companies in regard to income tax,
to make assessment, collect tax and account 1o
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the government” (Abdulrasaq. 2002:120). The
current rate of company's income tax is 30%
of charpeable income for big companies and
20% for those classified as small companies,

According to Maiveju (1992), sole proprictors
in small trade and businesses are assessed 1o
tax as resident individual under personal
income tax Act, Baiyewu (2002) stated tha
because partners shares the partnership net
incomes, the personal income tax act of 1993
makes it mandatory for each pariner to he
liable 10 wx.  For a company. Abdurasag
(2002) stated that taxation is based on elassical
model effect, which is on the hasis of
incidence of incorporation. A complete
separation  between the company and its
owners, so that tax is levied on the profit of
the company in the company's hand. If a
company further chooses 1o distribute
dividend to shareholders, the income is further
assessed 1o personal income tax like is the
case for a sole trader or a partner.

EMPIRICAL STUDIES

Mirshab (1979) explores whether or not a
proportional Federal personal income tax can
be a pood tax alternative 1o progressive one,
concluding that proportional income tax is
able to serve both cquity  and  growth
objectives. and produce less undesirable
ECONOMIC consequences,

Luttman (1988) based on tax ohiective of
broadening tax base and reducing tax rate,
examined the effect of the revisions on the
distribution of income tax burden. The resulis
indicated that income increased synonymously
with difference between current tax liability
and calculated alternative 1ax liabilities, Also
that the income effect dominates and Ly
payers will decreased number of hours worked
in response o decrease in mrarginal tax rates.

In year 2001, Feld and Kirchgassner studied
the effects of income tax competition at state
and local level in Switzerland, The country,
which have twenty six cantons (like staies)
and about 3.000 communitics (like local
governments) give it a three levels structure
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with each level lnancing their expenditures
essentially by their taxes and fees. Also the
cantons and communal povernments have
income lax revenus accounting for 60% and
B4%4 of their total revenues,  They carried out
a regression analysis of the share of various
income classes in the cantons and main cities
of different income tax rates. The result of the
regression was  that a  strong  negative
relationship exists between the tax rates and
the share of rich household. The meaning of
this is that higher tax mte 15 associated with
lower income eamings. Kasum et, al. (2003)
studied the impact of differential  business
taxation on choice of business ownership form
in Nigeria based on a sample of 120 invertors,
The conclusion of the study was that tax
advantage influence the preference of sole
trader and partnership for the forms of
business.

METHODOLOGY

Study Design

Only secondary data are used here. They
refate 10 profit and 1ax paid in the year 2002,
which were extracted from tax clearance
certificates submitted to MDAs in Kwara
state. This is to say that the secondary data are
of non-survey type. because they were not
gotten from source. It has to do with
gathering of data that relate to profit and tax
paid as filled on tax clearance certificates
submitied to ministries and agencies of
government,

The population of our study is made up of all
private businesscs whose incomes are taxable
under Nigerian Laws in Kwara state. A total of
cight hundred and twenty businesses are
officially registered in Kwara State. Based on
this. sample of 20 organizations has been
drawn out of about 40 made available to the
researcher at the ministry, for the overall
study. They cut across the three forms of
businesses. The 20 are selected in such a way
that equal profit base is gotten for each of the
two (personal and company income)
catcgories.

Hypothesis of tie Study
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The following hypothesis is tested in this
study. The hypothesis is stated in the null
and alternate form.

Hi - There is no statistically sigmilican

dilfference between the means through wiich
Companies Income Tax Act generate tax

revenue and the Personal Income Tax Aa
penerate tax revenue.

H; - The mean through which Companies

Income Tax Act generate X revenue is
signiticantly ereater than tw means

through which Personal Tncome Tax Act
sencrated tax revenue,

The study was carricd out in Horin, the capital
city of Kwara Stare,  The data used relate w

income and corresponding  tax liability of

orzanizations. They  woere collected from a
ministry in the ¢ity, L is a cross seetional
studics that analvsed data of a period. but for
many organizalions.

Method of Data Analysis

To 1est the hypothesis. student T Tor a one-iuil
test was used. [t helped us 10 compare the
mean of tax paid under cach of the two

categories. [t is defined by
L=X-X;
E
Degree of freedom =nl +n2 -2
Where:

t = student t statistics

X = mean of samples

E = standard error estimale

n = number of elements i sample

Decision Rule

The rule is o accept null hypotheses if
calculated value of "t is less than the table
value

and to accept the aliernative if the caleulaed
value 15 greater than the table value. Apart
from deciding based on st of hvpothesis,
descriptive analyses. through the use of
percentages also assisted in communicating
the findings of the study.




RESULT AND D[‘\Cl.ﬁhclﬂﬁ

Drata Analysis

he  data gencrated are  profits and
corresponding tax paid by businesses under
e categorics tor 40 businesses. Taxes paul
under personal income Ty A (e by sole
tradders and parme hipd) 'are separated from
those paid under oinpanies Income Tax Act
thy  companics).  Profits” rnged  between

Bayere International Journal of Accounting Research, Val. 4, Mo, |, June, 2010,

NILA00 and N2IRINH, while taves  paid
ranged berween N1LO23 and NI4233 under
persoral income ax Aer Companys’ profits
ranged between Noo 300 and NE12, 000, while
es poid  smeed  Between N0 amd
NI43.0000 Data are presented as appendix 1o
the work,

'!':_l_h_l‘q_!_;_ﬁumlﬁl:d tax paid by businesses under CITA and PIT A

CITAIN & PITA INN N
IRAL o ] ST
A 2= 7.000 [ 9,540 |
L e 1000 o EEEE
' 30002 8411
‘: 302 142355
A 143.000.2 4, ,:'111[]
i 80,115 | =
; 25.000 =
|— ful s 35,000
i K] -
_lotal refevanypolit1.873.510 L§X7.957
Totol gx paid;, 3618 I "r 6 B OR 396 35
Mlean tak:pasisl - o 36181 56 U.H3005 .
STD Devimnon i, 45.12833 1160.63 :
Number of somple: 10 0

Source: Fiehl Study 2004,

Fhe s paid tlgur& I;i ihm;, are sampled
from the list of prqh r.'md taxes paid onder
personal and L{'rl:l'lp.aﬁl r.n‘l_c toax Acts.

C .llrul.nimn of 'f'uf' e

12.046,48

- Our™S” whi led standard
deviaticn i&i@lﬁfﬂ 32.046.48.
o 1

Computation of’ s"laﬂﬂﬂﬂ ‘Eﬂi"
SE=5.41 + 1
m nx

=37 s i
3-.0-'-5.4-_?“;:[1 ?.H'n

=14 14-,9. E‘ ! '.'Jl"”.i? f
[herelore:-  Our "SE. staFdard error is equal
o 14,339 G

PrT T

14

SE
= 36.181.54 - 9 85965
14.339.67

- 1.836
Our "t s equal o 1836,

Tahle value of 't*
Degree of frecdom =ng+ns-2
= {1+ | {2
=8
At 953% conlidence limit with l.|1."" e of
frecdom of 18, the tble value of 1" s
equal 1w 1.734
Resuft
Figures, *1° 10 3" are based on table 17 amnd

relates to the hypothesis.  The caleulated v
gives a result of *1.836° which is higher than
the ertical wble value of 1734 @ 93%
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confidence limit and a degree of freedom of
‘18, This supports the acceptanee of our
alternative  hyvpothesis  that states that  the
meoits trough which of Company Income
Tax Act generate s revenoe is signilicantly

greater  than the means  through  which
Personal  Income  Tax  Act  generale  tax
revenme. A close look at table 1 presents a

glearer picture of what is suggested here.
Sampfle under CITA generated an average
profit of about NIET351 with the relevant
average  ax paid of  N3GIRLED This
represents 1A%, Sample under PITA also
penerated an average profit off NIBE. T but
with a corresponding average wx pd of
NORIGA, representing 3.2%.  These clearly
deseribe the insufliciency of @x generited
trongh PITA due 1o s difTerential.

Discussion of Finding

Misrab (1979 work  revealed  that
proportional tax s able W generate effective
progressive s rale while also serving equity
amd growth objectives with less undesirable
veonomig conscyuences, In Lutman ( 1988). it
wias shown that disposable income increases
synonvmously  with  differenee between
current  tax  liabilities and  alternative  tax
-liabilities caleulated. Feld and  Kirchgassner
(2001 study showed that strong  negative
correlation exists between tax rtes and share
af rich houscholds. All the situations above
shows that tax  differential  affects  other
variables which include revenue, tax liabilities
amd others. In line with this, our study showed
that tax  differentials  have  effects  on
government revenue and i omost cases the
ellects are negatinvg.

CONCLUSION ,

[t is the beliel of the researcher that taxation
of  businesses  needs  re-evaluation.  The
differential rates of personal and companics”
meome tax is the arca of concern. The study
cvialuates the effect of the differentiation on
government revenue using computed tax paid
figures under the two eatcpories. Based on the
findings. this study eoncludes as regards the
present system of assessing the income of
businesses 1w s that personal income tax

svstem s one that brings woeether employmem
and some businesses under one umbrella as
ill'='_‘;,ll.|'l:\]1 I..'I.'II\'IF'I;II'Ii.L"H I.I'IL‘{'I-I“.L'.' X "i'_l. SO,

Phe sty abso coneludes that current svstiem
ol axation for companies is more ellicient
than  for  other  two forms ol business
ownership, BEfficiency, as it s said, 15 abouw
s svstem pencrating, with minimal  cost,
what is enough o pay for the gevernment
expenditure. A higher income tax vielding
svatem is seen s being more eflicient than o
low vielding one. The sume ineome/prolil
level sampled Trom the two categories showed
tiat meewre 1ax revenue could be generated from
COMPAY s Icon.
Fhe  following  recommendations on - the
stibject matter of stdy are profTered. based on
our conelusions:
<The kind of tx differential that currentls
cxists between small companics and big
companies should be linked clearly 1o the
three  forms  of  business  ownership.
Accordingly. big companies pay a cerlain
percentage  of  prolit  as s small
companics  [ollows with o hit smaller
percentage. partnership follows and then
solestrade to pay the smallest percentage,
Al the rates may be between T and the
current 3004 limiting the progressive rne
te only non-trding incomes.
-The lixed rate based on adjusted prolit
system (rather tan inceementaly used in
company taxation that has been seen o be

more  clficient, s recommended Lo
taxation of all busmesses.
-A comprehensive  registration  that will

accommaodate all trades and  businesses
ibig or small) should be put in-place lor
Lax purposes with o view o enhancing the

revenue base of SOvVernment.
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