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THE EFFECT OF DIFFERENTIAL BUSINESS TAXATION ON INVESTORS
BENAVIOUR IN NIGERIA: AN EMPIRICAL STUDY OF ILORIN
METROPOLIS

Iasun, Abubakar Sadin' Miss, Ope Alkinniyi and Mall, Fhrahim AS"

ABSTRACT

Huginess taxation 3 one thot exiablished two divides for
assessiment of sulpects.  One taxed along side employment
aned the enher as o body corporate. Those taced along side
cmpdayment pays less than those others taved ar a body
corporate. This may influcnce cheice of forms, which may
have avoidance comotation,  The study examines the effect
af tax differential en choice of business form by investors. A
sanple af 120 investors provided the needed primary data by
imeanis af questionnaire adminisiration and - disirifbution for
a one failed test wos wed for deta analysis.  The siudy
reveals tint tax differential affect tmvestor's decision on
choice of business form and ihat the existing differential
conld e tnproved wpon fo enfance the povermment revenue
potential  Segregation of personal fncome fax belween
cmplayment and huviness ineomes is recommended. Beeause
of desirabifity problem revealed in the siudy, an equal
husiness tax cowld et be recommended, rather the kind of
differential that ewverenily exist under company income fax
way recommended. i s expecied to be applied o all the
Sorms of faxes in an equitable manner,

INTRODUCTION

Taxes have the characterisiic of being a common source of revenue to all countries. It is
not dependent on availablity of resources like could be said of oil and other mincrals
revenue. However, vield differs from country to country or even region to region within
a country, depending on nateres endowment, ability to admimster and collect and the

extent to which the revenue from it is required by the government of individual state,
among other things

Taxes that apply to business mcome fall wnder direct taxes and under Nigzrian law, 1t 15
administered in two forms.  Onc is asscssing business income to tax only in the hand of
e owners of the busincsses, which iz the case when the business form s a sole
proprictorship or parinership, The olher, tixes business income first, (taken the business
as an entity) and later assess the dividend reecived by owners from the same business
pralit to tax,

Tl wrmmes, Lvgemhinnt of Aoomdmg ared Favere, Lnivemity of hinn,

v, Popeimesl ol Actrmandmcy, | nsoaty of Lbaibame

A6




:_'::'q_h_n".l'_.-’!.m'nr_].'.\lf - el ?. Now I. JHH-" 200%

If tax is properly administered genermlly, the revenue through it can improve greatly and
povernment expenditure need could be better enbanced. The place of business taxation is
pacticularly relevant to i Nigeria situation because, of the whale population, enly a small
feapment tokes up salaricd employment as a bigher perceplage are Bilo onc trade,
business or crafls. All these pon-salaried income camers could be classificd under sole
tiade, partnership or company, all of whom are not diseriminated against i terms of use
of povermment provided amenitics, accessibility to labour and capital market and henee,
the appropriatencss of ther being taxed.

STATEMENT OF THE PROUGLEM

The probloms identificd with business taxalion could be betler explained by a situation
where two businesses probably, making similar profit from similar envirenment arising
apparently Trom scemingly equivalent level of investment, pays differcol amount as lax
25 a result of diffcring forms of their formation by one being a Company while the othcr
s not. A clear demonstration of mcquality is depicted here especially in a situation
where there is tax rate discrimination among forms of businesses. Varions mcans
of avoiding taxes exists. What this perccivable incquality could lead to is a form of tax
avoidance in which casc, intestor(s) who are conscious of the above facts may from the
threshold (even with all the eapabilitics of floating a Company) choose a partnership or
sole trade, form of business even iF it is gharing that it is wot the most appropriate, if only
to toke tax advantoge. A sccond possibility is the fact that existing investors(s) in
Company that has pained reasomable ground may deliberatcly liquidate and raisc
partnership business to avoid high taxes,

ORIECTIVES OF THE STUDY

The main oljective of thig =iy is 1o cxamine the effects of dilfering business taxalion

an the avoid ability tendeneies of the pavers,
Tao this cnd, the study specifically cxumines how the differences in tax liability affect
investor choice of business form

- How (il any) inequitable taxation system of the different forms of business affect the
overall tax yicld and

- To proffer feasible recommendations, based on findings, from above, towards
cquitable business tax that shall reduce the inherent avoidance tendencics and would
in UM IMproVe EOVCTIIMent revenue,

HYPOTHESES OF THE STUDY
The follewing lypathescs, which arc stated in the null, are tested in this study,

Hypothesis I Taxation has no significant cffect on cheiee of business ownership form of
investors.

Hypothesis 11: Equitable business tax has no significant effect on tax revenue yicld,

JUSTIFICATION FOR THE STUDY
Grenerally, what could be said of other social scicnees, as far as research in concermned in
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Migcria cannot be sad of Taxation & a subject matter. Tt is not to say that studics arc not
beings carricd out from time to time, but the pumbeer of studies whes compared with ather
ficlds may not be very impressive,

The topic of Taxation has obviously recgived o fair share of contribution from
Accountant, Economists and Lawyers among others, as far as rescarch is concerned.  All
this notwithstanding there is still paveity of cmpincal studics on the issue of taxation. To
this cnd, this stndy lays partcular emphasis on empirical formulation as it affects
business taxation and the conscquences of their differential rates on tax avoidanee
belmvior of business owners.

RESEARCH METHODOLOGY

Primary data which are usnally relcrred o as original fact was used. This was basically
on individual respendent’s tax situation and purceplions of current fax sysiem as it rclates
to individuals and corporate businesses, Survey method of data collection which cutails
dircet comtact belween the rescarcher and the respondonts was adopted. In Pursuance of
this, questionunaire designed for the purpose of gathering required data was administered
dircelly on the H:spml.l-.'nls.\.ﬁ. total of about gight hundred and fifleen businesscs arc
officially registered in Kwara State, These comprised of about five hundred and seventy
ane sole propriclorships, about sixly-three partnerships and one hundred and cighty  two
companics, It is important to notc that of the above figure, a larger pereentage of about
65% arc located in the capital city (Horin) which is the area of cur study, The total
anmber of investors could not be readily cstablished. Based on the above, a sample of
120 respondemts (hrough rmndom sampling wilhout teplaccient, of investors was done
fur the overall study, This cuts across the three forms of busingss. Out of these only 102
retuned the questienuaire and the analysis was based on sume.

METIIODS OF DATA ANALYSIS

The 1ool of analysis used for the data gathered to test the hypotheses is't’ distribution fior
o one-tailed test, 1t was used to compare the sample mean with the population mean of
the group data.
Itisgivenast=X-u
5y

Where t = t distribution

K= sample mean

p = population mean

§ = standard crror

The table value was derived thus:
Ten-1

Mean standard deviation and cocfficient of corrcction were also computed to be able to

carry out a deseriptive comparison af mean of other sample responses with population
mean, dispersions from the mcan and relative dispersions, among the respective

4%
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categorics. Mean standard deviation and cocfficient of variation were computed using
these formulac:

Mean

.
]
= |*'1
M

Standard  deviation

S=EX-X)°
M-

Cocllicient of vanation
C= S X 100%

Further to these, all the responses in all categories were pooled and the mean caleulated
and compared with expected mean of three, as done for separate categories, Expecied
mean of thrce was arrived at by assuming equal response for the options which are on a
likert seale of 1 - 5, with onc (1) being the most negative response and five (5} the
strongest response in affirmation.  All results were interpreted in gimplest words for a
favenan understanding, )

DECISION RULE
The rule is to aceept null hypotheses if caloulated value of't" is less than the table

value of ", and to assume another wise position if the ealeulated value is greater than
table value,

THEORETICAL FRAMEWORK

Equity Theories of Taxation

The origiss of Equity theory of taxation was linked to Adam Smiths’ wealth of a nation of
1776, 1t was a part of what became the four cannons of taxation identified by him, The
bases of cquity is said to be the principle of fairness between individuals under similar
eandition. 1t 12 said to requine that;,

‘The subject of every state ought to contribute towards the support of the government, as
ncarly cqually as possible, in proportion to their respective abilitics, that is, in proporticn
to the revenue which they respectively enjoy under the protection of the state (Seligman,
1962).

In explaining the concept of equity Kay and King (1980, taken taxes as being levied to
finance collective cxpenditure on scrvices, stated that,

% the amount of tax paid by an trdividual should be related

fir the benefin which he devives from putlic expendiiure”

The meaning of the above is that the higher you derive from what government provided
or the higher vour level of usage of such provision, the hipher you arc suppesed 19

4%
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contribute towards the cost of building e wation. They wont further to state that "an
individual should make a contribution according 1o the sacrifice which the tax burden
imposes upon Bim and that individual should make proportionate sacrifice”

To put this in a simple and clear torm, it means that tax paymeat should be bascd on
abifity to cary’ meome. That is the bigher income one cams from the community the
higher the contribution through taxes he makes, However the benefit aspeet of equity put
forward another theory that is more related to this study known as Benefit Theory of
Taxation, this is as presented below,

BENEFIT THEORY OF TAXATION

A rational approach to taxation is to say thal since taxes are levied to finance eollcctive
expenditure on scrvice then the amount of tax paid by an individual should be related to
the benefit which he derives from the public expenditure. This school of thoupht has
begome known as benefits theory of taxation

According 1o James and Nobles (1953) it is pessible to theorise about which group

receive the most benefit of govemnment cxpenditure. Some theories, according to them,
believe that the rich benefitedmost from governments provided protection. The thrust of
this theory is to make citizen contribmie to government expenditure in relation to the
proportion of benefit whieh individual derives from such provision. ‘The rich abviously
would have more wealth in form of more cars that ply the roads, bigger houses that
consime more power amd water supph-'. than the poor.

However, the problem that has since been identified with this theory as an approach to
cquality is the ability to measure benefit, On this, they went further to say that, it is very
dillicult to measure benefit because people can rarely  be excluded  from enjoying the
benefit of some forms of publie expenditure, They then concluded by asserting that “we

simply da not know the distribution of benefits of public cxpenditure and there is hitle
prowpect of discovering it™.

Also, some types of expenditure of the govemment are designed to be a fairly straight
forward redistribution of incowe toward those i need. 1t will thercfore be wrong to use
tis ns basis for determining tax payment as most of the beneficiarics in this category

have virtually nothing to offer m return for such gesture since they are incapacitated
{James and Mobes, 1933:85)

FORMS OF BUSINESS OWNERSHIP

The form of business ownership is the bogal relationship that exists between the business
sl the owner(g), N defines the anmber of contnbutors o fundingz the husincss, the
extent of liability of the owners to e business and of course its contral.

Husiness ownership fadiionally exists in fve different forms.  They include: sole
propriclorslup, partecrship, Joint Stock Venture, cooperative  society  amd  public
corporation, The first three being profit oriented, form the focus of this study.
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SOLE PROPRIETORSHIF BUSINESS

This is the simplest form of business organisation. 1L is said not 1o cxst apart from the
guner who bears the risk of the business (o the extent of his personal investment and
progectics. It is, according to Rachman amd Mescon (1985), associated closely witly the
idea of individual initiative, scif relianee and hard work.  Most of the small busincsses
begin with this form, as it is cheap to form (Ward, 2tH12).

On the type of busincss that is most appropriate, Plaw (2003) 15 of the opinien that, a start
pp cnterprises that hos one owner who ducs noet have substastial assets and that is
engaged i business whase liability risks are insurable should be a sole proprictorship,

Rachion and Mescon listed the line of busincss in which the sole trades arc often found
as: redailing, apriculture, gervices (professionals - legal, micdical, accountant) and manual
{kaundrics and repair shops).

TAX ADVANTAGE

Sole prorictorship busingss is subjected to lesser tax in tie form of personal income tax
only, Alse, =elf employed individuals are permiticd to tansfer into a personal pension
account that s not subjected to fax wotil diawing beging from the savings as income
(Rachman and Mescon 1985:2a). Their tax rate is obviously smaller comparatively.

PARTNERSHIP BLSINESS

Pasinership Act of 1395 put partncrship as a rclationship that subsist between two or
more persons carrying on business in comninon and with the aim of making profit. Itisa
legal association of two or more persons in busingss, as co-OWREES of that busincss. It

combings the skills of several people cach of who has a dircct interest in the success of
the busmess

Partnership is usually through a deed (ldea café, 2002:2) and it is scon to cnjoy more
capital 2nd skill of multiple hands when compared with sele trade. This is, however, at
the expense of decision-making independence, because partners have cqual right unless
alhcrwiss stated in the deed of partnership, In the words of Rachman and Mescon
{1985:31), many small, as well as huge partaership finms cists to day

Tax Advantages

. There exists wide latitude for allocation of tax atlributable of the partnership to cach
andd oalier members, ad
The venture is nol 2 separale entity for tax purpese but income are shared and
assessed to tax in 1he had of individual as personal meome,

JOINT STOCK COMPANY

A Company is an entity that is authorized by Jaw to acl as 4 private person and legally
endowed with various rights and dutics' among them lo reccive, own and transfer
propeity.do make contracts and to sue and be sued Abdulrasaq(2002)

51
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A company comes into being through a process of promotion, where promoters mobilize
contributions from multiple of interested investors, to creale an artificial person that will
I legally responsible for (he operations of such venlureship,

Vhe Bl sesponsibility of sharehollers of o eorporation for damages or delit owed i the
extent of their investments (Rachman and Mescon 1985:33).  This is what is referred 1o
as limited Biability. Further to this, is the fact that its life is separate from that of the
owners and has s own rights and duties.  Company could raise larger capital, transfer
ownership and exist perpetually (Adcbo Laswal, 1982 2,

TANATION OF BUSINESS INCOME

Two types of taxes affect busingss ncome in Nigeria, They include Personal Income Tax
{PET) and Companics Income Tax (CIT). The personal income tax act of 1963 is the law
poveming the administration of personal income tax. It provides in seetion one that:

There is hereby imposed a tax on the income of individuals, communitics and familics,
and arising to any trustee or exeeutor under any scitlement trust or cstate, whiels shall be
determined vnder and subject to all provisions of the deeree (PITA, 1963).

This provision takes care of sole trade income as well as partnership income, becausc a
partnership can not be dircetly assessed to tax in respect of parmership profit but rather

the share of partnership profits and other incomes of an individual partner arc so
assessed” (Ola, 1997).

Company's income tax in MNigeria is regulated by Companics Income Tax Act of 9%,
Section one of the Act established the Federal Board of Inland Revenue services that; is
charged with the duty of adwinistering the taxation of companics in regard to income tax,

of waking asscssment, colleet tax and  accordingly account to the govermment
{Abdulrasaq, 2002:120).

According to Maiyeju (1992) sole proprietors in small trade and businesscs arc assessed
to tax as resident individual under personal income tax Act. Baiyewu (2002} stated that
because partners sharcs the partnership net incomes, the personal meome tax act of 1963
miakes it mandatory for cach partner to be liable to tax.  For a company, Abdurasag
(2002) stated that taxation is based on classical model effeet, which is on the basis of
incidence of incorporation. A company is charactcrized by complete scparation between
the company and its owners, so that tax is levied on the profit of the company as a
separate entity.  If company further choose to distribute dividend to sharcholders, the

recipicnts of such income is further assessed to personal income tax like is for sole trader
and of a partner.

The work of Clamey (1979) cxamined the roles which the loeal income and property
tses play i the location decisions of manufaeturing firms within metropolitan arca of
Detroit. Bused on the final estimated cxpression of his denved equation, he found out,
conclusively, that selative high levels of property taxes represcnt a sipnificant

51
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Hypothesis 11

The hypothesis stated that Equitable business tax has po significant effect on ax revenuc
vield.

Related to the above hywpothesis is the aualysis of response to questions that tends to
ivestigate the effet an |.."|-.|i.|::1'|11c tax. [or business, will have an tax revenuc }'IG'I'I_-JI’H'HJI!EL‘
{vield). One this, the caleulated t=value for the obtained cumulated responses of 3.955 is
less than the table value of 3.960. Thus, the null hypothesis tweo could not be rgjected.
This revealed that according to the pereeption of the respondents, an cquitable tax rale
will not improve govermment revenue much significantly.  However, a look at cach of the
responses to the two other relevant questions revealed that the responscs to desirability of
pate variation over shadowed the other and affected the final result. That of its effect of
reducing avoidance, evasion and improving revenuc actually shows a result in support of
e respondents,  The mportance of desira ily can not bo over cimphasized as it actunlly
determines the behaviour. A look at the mean scorcs for the grouped revealed a slight
vanation, with the sample mean beimg mreater than the population mean, while individual
analysis supported the above result.
5,

O the analygis boased on difforont fovms, the response (o revenue improvemaat issuc for
all the three forms revealed that the respondents perecived that equitable tax will improve
revenue, For the responses to desimbility ssue, the calenlated mean for sole trades and
pirtnership were in accord with that of the grouped analysis above. For companics
fiowever, sample mean is seen to be preater than peoulation mean,  The implication of
these is that cquitable tax is desirable only by investors in companics and not sole trade or
parmership,  This is because the investors in companics are already paying the higher
rles

CONCLUSION
From theorctical sandpeint, it hos beon demonstrated in this work that the current system
of business taxation failed o up-hold the cquity theory of taxation. As stated by Kay
(1090} the season belind higher tax for company as against individuals is basced on the
fact that business are able to as much as possible, recoup its cost from revenwe befor
subjocting it to tox.  This is nod so for employment incomes, In practice it is all forms of
businezszes thal tax laws allows to recoup their relevant cost fie

1 revenue, consequently,
cquity il fmess demand that they are equitably 'S-'.ll'I.|L'L'|.L'IJ 1o tax with some degree of
convEniEnes

More importantly, it s woith stating that, the fact that differcetial taxation affects
decisions is upheld by this study. This is in line with Charmcy (1979) wha diseavered that
differentials tax rates affeet fnm's choice of location. From the study, it could also be
conchided it ineident of wder veponting of income is higher for tax payers facing lower
tax rate than for these facing higher rates, The fact that this study reflect a situation where
investors choosze o bu

ss form afler piven due consideration to tax offects, makes the
resull af this study to be in line with past sinilar studics, Another arca to point at, as
found out by this rescarch is in respect of the suitability considerations The sole trade,
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especially the partncrship is particularly suited for investors who have all their assets put
ito the businss since (hey are personally involved in the nunning of the business.
Company. on the offier hand, should be for those that have other asset pot used for the
Pasiness ie. with diversificd portfolio mvestments,

In conclusivass, the study being an evalnation of effeet of lax differential on business
gomerghip forms, the research evaluated the investment beliaviour of investors whe are
tax conscious. This is bom out of the fact that in-cquality is scen to exist in the current
tax system in Tavour of some forins of businesses against others. It is perccived that this
o tom, leads to tax avoadance. ’

Based on the Gndings of this study, the following conclusions are drawn as regards the
SEY S
present system of assessing businesses Lo tax in this country.

Persoval income tax system is one that brings together employment and some businesses
pnder one wmbrella as against company income tax system. The system demenstrates
tlear incquality among Forms, This is well known to investors as they consider it in
ehaics decision. The findingd-revealed that lower taxes makes investors in sole trade and
partnership prefer the forms to company incorporated. It further leads 1o the conclusion
that it encourapes a form of avoidance, In summary it was concluded on this that, currcnt
system negate the equity theory of taxation.

Based on the above conclusions, the following recommendations were  praflered,
tradebusiness income tax should stand differently from employment income tax, this is
because of Fact that the disparity in taxation system between companies and individual is
said to lie o cost recoverability. Al Torss of businesses could reeoup cost from revenue
before profit is subjected to tax.

A tax zystem that would be scen to be equitable in all forms by investors, i © a system (hat
assesses all forms of businesses according to a judicious merit, devoid of any form of bias
inwhich no form of busincss would foel marginalized, should be introduced.

It could mot be recommended steaight away that all forms pay equal business taxes
becanse of other findings here however, the kind of differential that cureently exists
bebween swiall companics and big companics could be oxtended to the forms of business
ewncrship o make it more justificd.
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