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Abstract

The development of endogenous growth theory hasempan avenue through which the effects of taxation
economic growth can be explored. Taxes are theritapce aspects of government revenue and theyaatsas
means of transferring resources from the privattosdo the public sector. Explicit modeling of timglividual
decisions that contribute to growth allows the gsial of tax incidence and the prediction of groetfects. This
paper reviews the theoretical and empirical evidetuicassess whether a consensus arises as to katiorna
affects the rate of economy growth. It is shownt tha theoretical models isolate a number of chisniieough
which taxation can affect growth and that thesea# may be very substantial. Although there arpigcal
difficulties, the empirical evidences point veryostgly to the conclusion that the tax effect isyvareak.
Keywords. Tax, Structure, Growth, Economic, Nigeria.

Introduction

Economic growth is the basis of increased prospdritvestment in new capital [both human and plalsiche

implementation of new production techniques andittrduction of new products are the fundamentélthe

growth process. Though its effect on the returriniiestment of the expected profitability of resdasnd

development, taxation can affect what choices aadarand, ultimately, the rate of growth. In mostedeping

countries like Nigeria, the Level of taxes hasmisgeadily over the course of the last centuryidanease from
about 5 to 10 percent of GDP at the return of #r@wry to 20 to 30 percent at present is typicathSsignificant
increases in taxation raise serious questions atheueffect they have had upon economic growth dtar
2000).

Until recently, economic models that could offesight into this question were lacking much of thevgh

literature focused on the steady state where oygpuhead was constant, whilst those that did Isasgained
growth introduced this through a process exogemoube model. By definition, such exogenous groedhld

not be affected by taxation. It is only since tlexelopment of endogenous growth theory that aheslexisted
for investigating how taxation affects growth. Thewew models explicitly model the process througictvis

generated and, by doing so, can trace the effétéxation upon the individual decision making thes behind
them. Thus, tax incidence can be understood ardigtiens made about growth effects.

In more recent times, analysis has to be made &ihgw (1970) model and the endogenous growth mimdel
explain the effect of tax structure on the growaterof the economy. Reflecting on the short tertpuatuon the
increase in tax of percentage and long term perdistffect of taxes on output growth rate, it mase a
negative effect on the economy due to inefficien€ymeasuring government expenditure against reveiiue
entrepreneurial activity is an important sourceodnomic growth, as argued by Schumpeter (1942 these
same characteristics of the tax law should alseeigda a higher growth rate. Having taking intetiasthe
happiness in recent time on Nigeria tax systemamcent economy trend in the country, this papdoésised
on the significance of Direct and Indirect tax oigétia economy and its effect on economic growth.

Theoretical Background

In a neoclassical setting, growth simply dependtheraccumulation of physical and human capitathinlong-

run, any given tax structure generates an equilibrcapital labor ratio and an equilibrium leveleafucation per
worker. Any further growth in per capital outputngily arises from an exogenous rate of technicahgba
There should be no permanent effects of the taxctstre on the growth rate in per capital outpugardless of
the size of the misallocation generated by the dfxcture. Changes in tax policy, however, can gdae
changes in these equilibrium values, generatingsitary growth effects. An increase in the yeareddication

chosen by new entrants to the labor force, for gtenwill have fully change the average educatmntlie labor

force as a whole only after the first entrantsdaihg the policy changes have reached retiremeeat agx

effects on the equilibrium capital stock can aksketsome period of time to be felt, due to adjustneests to
new investment in an open economy or due to thigddhelasticity of savings rates in a closed econom
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What changes in tax policy do such increases iestnaent in physical and human capital generates@alu
(2003) opines that low current effective tax ratesnew investment suggest faster short-run grodib, to an
investment boom in response to the temporarily tata® rates. Our best available proxy for thisesipds with

a lower corporate income tax rate. The more reeadbgenous growth literature provides models fatiog
permanent growth, even with a stable tax structdoe, to externalities generated through the accaitiounl of
physical or human capital. While effects on growtdn be permanent, the key issue remains the current
incentives to investment in physical on human e@hpduring periods of greater incentives, growttesashould

be faster. We will not be using a long enough tipegiod to judge whether effects on growth die ditgra
perhaps several decades (as in the neoclassicalshoor are permanent as in an endogenous graitthgs

Much earlier than this endogenous growth literat@ehumpeter (1942) emphasizes the role of enmepral
activity in generating new ideas that raise proititgt Here rather than investments in physicahoman capital
per se generating growth, explicit investment byepreneurs in the creation of new ideals genegi@sth.

One of the strongest empirical link taxation andvgh was reported in Plosser (1992). Plosser catiesithe
correlation between the rate of growth of per @piross domestic product and a range of variadettfe
OECD countries. The share of income and profit4areGDP was found to have a correlation of -0.5® the
growth rate of GDP. A chart plotting average tabesan OECD countries against GDP growth over 19889
is given to confirm this result. Even so, Plossarng against taking the correlation as evidenamosality and
present several potential explanations for the laickobustness in regression equations (most mligerate
through investment, policies are complex and ngailyaepresented by variables in regression, pegdicare
highly correlated).

Koester and Kormeudi (1989) in an analysis of 6@8ntges use IMF data to construct measures of vieeage
tax and the marginal tax rate. The average tax vatable is constructed by using revenue /GDP tuad
marginal tax rate variable is obtained from a regian of revenue on GDP and a constant. A seriesgoéssion
of the growth rate on tax variables and incomecaructed. The regression results show little exddeof an
effect of either average of marginal rate upongtwnth rate, but the marginal rate is claimed teehan effect
on the level of activity. The tax rates are sigrafit when used as the sole regressor but becomgaifitant
when the level of initial GDP is included. The sion of initial GDP raises the explanatory powérthe
regression, though it still remains small.

Easterly and Rebelo (1993) test the tax rate by ttwn method of constructing marginal tax ratesp
several other methods of defining the marginalrtg®, in tax regressions, in total 13 different swgas of the
tax rate are employed. The methodology adopted isdiude these measures of the marginal tax na¢ead a
time within a basic regression equation. The basjoation contained the standard determinants oftfro
notably initial income, school enrolments, assag®n, revolutions and war casualties. Estimatibthis basic
equation without the inclusion of rates generabedresult with an R of 0.29. They concluded thae“evidence
that tax rates matter for economic growth is dlsingly fragile”.

A further analysis of the significance of tax ratiable is undertaken in Mendoza, Milesi-Ferrattd
Asea (1997). The clear finding is that when init@DP is concluded in the regressions, the tax bbrigs
insignificant. Evidence contrary to this is presehin Leibtritz, Thornton and Bibbee (1997). Theigression of
average growth rates for OECD countries over théo@el980-1995 against three measures of the tex ra
(average tax rate, marginal tax rate and averagetdiax rate) showed that al0 percent increasgexirates
would by accompanied by a 0.5 percent point redacin the rate of growth, with direct taxation rethg
growth marginally more than indirect taxation.

Additional work on similar lines has been undertakg Dowrick (1993) ande la Fueute (1997). These papers
considered that more marginal issue of how thectira of fiscal policy affects growth. In particylahey
investigated how the rate of growth is relatedh® ¢omposition and level of public sectors spendmwrick
studies a number of OECD countries and showedpiraional income taxation and a negative effectromitp
but corporate taxes had no effect. The resultdedf Fueute showed that if public spending (measureithes
share of total government expenditure in GDP) iases, growth is reduced (a reduction in governmseending
of 5 percent of GDP reduces growth by 0.66 pergast@oint) where an increase in public investmalhtraise
growth. These results confirm the negative coeffition government consumption expenditure.
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Padovano and Galli (2001) also construct margasakates by regressing tax revenue on GDP but ivagron
Koester and Kormuedi by including level and slopnthies to allow for changes in the tax rate overséueple
period. He used government revenue and tax refarmnay variables and the estimated regression equatio
have an average rate of 0.96 (the value of whigiyssts there may be spurious regression issuesylanusbt
always have a value that is significant at the peecent level. However, the estimated coefficiedmbves
significant inter temporal variability for individl countries which seems larger than known chamgedax
systems would suppose.

It was been noted that some tax regressions entptopverage rate of tax, while others attempt twstact a
measure of the marginal rate of tax. The conseaquehthis modeling choice is investigated by Padovand
Galli (2002) for data on 25 industrialized courdriever the period 1970-1998. The basic argumetihas
individual choices are at the heart of endogenauasvily theories. The relevant variable for choicgeshe
marginal rate of tax and not the average ratetlisreason, the average rate of tax should netdrgficant in a
growth regression. In addition, the average ratevofs also related to government expendituressmchay even
enter a growth regression with positive sign. Thergimal rate of tax, and measures of tax prograssbould
enter the growth regression with a negative sign.

An approach designed to circumvent the difficultiegolved in defining marginal tax rates can berfdun
Easterly (1993). Rather than looking at tax ratiesctly, Easterly places the focus on the distogigenerated
by those tax rates. These distortions are founddiyg the data of Summers and Heston (1988) on p&ige
data for 15 commodities in 57 countries relativdJ®: The variance of the prices within countriethisn taken
as a measure of the relative degree of distortiah éxists in those economic due to taxation, qugbaice
restrictions and other forms of intervention. Aftamtrolling for other determinants of growth (sweh initial
country income and school enrolment) the reportstimates show that the variance of input prices is
statistically significant variable in the deterntina of growth. In fact, increasing the variancepates from the
mean by one standard deviation lowers growth byp&rzentage points. This is clearly an interestipgroach
but it does have two deficiencies. First, the varéof prices is not proven to be a good proxyttierdegree of
distortion in the economy, it is merely assumedé¢oso. Secondly, there is no immediately obviouy twa
translate the effect of price variation into théeef of changes in tax rates. To do so would regkiowledge of
how taxes feed, though market equilibrium, intcesi

Engen and Skinner (1996) focus their discussimurad the effect of a 5 percentage point act in
marginal tax rate using three methods: (1) By sngithe US historical record; (2) By reviewing
empirical evidence on cross-section studies fogdasamples of countries; and (3) Compiling evidemoe
micro level studies. The review of US history does$ suggest any concrete conclusion. Instead ntieeeist in
the exercise lies in the demonstration that a mitange in the period under review can reverseahelusion.
This is a clear warning against making simple iefees from data.

An alternative set of issues are addressed in Enahd Kormuedi (1999). They note that there aeifipation
problems in the regression because of governmetgdibalance. If the implications of budget balaa not
handled correctly the regression equation is agtdatermining the difference of the effect of taiables.

Widmalm (2001) investigates the effect of the téxicture on growth using cross-section data on TDE
countries from 1965-1990. The methodology followsattof Levine and Renett (1992) but used four basic
variables (initial income, investment to GDP ratpgpulation growth, and average tax rate). The eshudr
different tax instruments in revenue is considenest (corporate income tax, personal income tarpprty tax,
taxes on goods and services, and taxes on wagdes)prbportion of tax revenue from taxing personabme
has a negative and robust correlation with groWwttere is also some evidence that progressivityctfgrowth.

The theoretical models identify the different rautarough which household choice and corporatecelsotan
affect the growth rate. The results suggest thattimn of the household and taxation of the corponamay
differ in how they influence the growth rate. Thigpothesis is addressed in Lee and Gordon (200%®) wh
conducted a tax regression using the top corponatginal tax rate and top personal marginal tax f@tcapture
the effect of taxation. They justify this choice &y appeal to entrepreneurial activity being theedrof growth,
and the top marginal rate being the one that &\liko be applicable to successful entreprenebey, toncluded
that it is corporate taxes that are most damagimggfowth since they reduce entrepreneurial a@wiand
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lessen the incentive for innovation cutting corpertax by 10 percent points and can increase amgnaaith rate
by 1.1 percentage point.

M ethodology of the Study
Secondary (historical) data of Nigeria’'s Gross DsticeProduct (GDP), Personal Income Tax Rate (PITR)
Company Income Tax Rate (CITR), Petroleum Profik Rate (PPTR), Value Added Tax Rate (VATR),
Custom and Excise Duties Rate (CEDR), Direct TateRaDTR), Direct Tax Income Rate (TDYR), Indirect
Tax Rate (TIDTR), Indirect Tax-income Rate (TIDYR)abour force Participation Rate (LPE), and Capital
Income Ratio (KYR) for the period 1980 to 2009 wersed for the study. Two research hypotheses were

formulated to guide the study:

HO 1: There is no significant relationship betwgerernment tax structure and economic growth
HO 2: There is no significant relationship betwgerernment tax structure and government revenue

To measure these relationships, co-intergrationesrat correction modeling (ECM) was used.

Table One: Data Analysis and I nterpretaion
YEAR | CED CIT K LEP | PIT PPT TD TID VAT GDPGR | GDP T
1980 18135 | 579.2| 11594 412 48715 85643 9631 NA| A N | 10.68795| 43824.38 NA
1981 | 2325.8| 403 18220.59 41 1997)3 6326 87263 NA| A N |10.771 47619.66| NA
1982 | 2336 550 17145.80 40J6 732.5 4847 61298 NA NA | 10.80099 | 49069.28 NA
1983 1984.1 | 562 13335.33 40/4 710.1 3747 5019|1 NA| NA 10.88007 | 53107.38| NA
1984 | 1616 787 9149.76) 403 580.9 4762 6129.9 NA NA | 10.99579 | 59622.535 NA
1985 | 2183.5| 1004 8799.48 40|3 9389 6711 8653|9 NA| NA 11.12592 | 67908.55] NA
1986 1728.2 | 1103 11351.46 40|12 433.7 4811 6347|7 NA| NA 11.14399 | 69146.99] NA
1987 | 3540.8 | 1235 15228.48 40 407.6 12504 141456  NA| NA 11.56384 | 105222.8| NA
1988 | 5672 1551 17562.21 39/8 540.5 6815 8906|5 NA| A N |11.84284| 139085.3] NA
1989 | 58155 | 1914 26825.1 39|7 938 10598 13450 NA| A N | 12.28672| 216797.5| NA
1990 | 8640.9 | 2997 49121.31 395 1724 26900 31630 NA| NA 12.49706 | 267550 NA
1991 11456.9 3828 45190.23 39|5 30404 38616 4B484NA NA 12.65121| 312139.7] NA
1992 16054.8 5417 70809.16 39|5 4903|1 51477 61797NA NA 13.18555| 532613.8] NA
1993 15486.4 9554 9691.51 39|3 56265 59208 7438818A NA 13.43552 | 683869.8) NA
1994 | 18294.6 12275 1055755 396 38882 42803 5896625555.4| 7260.0| 13.4355P 683869|8 84521.6
1995 | 37364 | 21878| 1419202 39|6 2043p.4 42858 8517258125 | 20761 13.71 899863.2s  143297.4
1996 | 55000 | 22000| 2040476 39|6 3407 7667 10204 060 31000 1447469 1933214 188074
1997 | 63000 | 26000| 242899/8 39|6 8339|9 68574 1099187000 | 34000 14.84583 2702719  199913.9
1998 | 57700 | 33300| 2422563 396 11400 68000 1127006600 | 38900 14.81188 2708431  20930p
1999 | 87900 | 46200| 231661|7 39|/6 20100 164300 23060035000 | 47100 14.9401% 365600 365600
2000 101500| 51100 3310567 39\3 38100 525100 61430060000 | 58500 15..33727 458212] 774300
2001 170600| 68700 3721357 39\8 44400 639200 75230262400 | 91800 15.3684|  472508¢ 10147p0
2002 181400| 89100 4996815 399 68100 392200 54940290000 | 108600| 15.74882 6912381 839400
2003 195500| 114800 8658765 40 54200 683500 85250831900 | 136400| 15.9540%5 8487032 1184400
2004 | 217200| 113000 8630726 411 58900 1183600 5DBE% 376700| 159500, 16.25000 11411067 1732200
2005 | 232800| 14030| 804400\8 41[8 212100 1904900 3I@WH] 410900| 178100 16.49463 14572239 2668200
2006 177700| 244900 1546526 419 33300 2038300 PB165399300| 221600| 16.7367F 18564505 2715800
2007 | 241400| 275300 1915349 42(3 268700 1600600 6PD44 531000| 289600 16.84358 20657318 2675600
2008 | 310700| 316800 2030510 42(5 178500 1837200 5PBR2 564300| 2357005 17.00584 24296329 2896800
2009 | 353200| 391100 2419622 42\7 227900 2391500 5BOLO 736800 378640 17.02291 24714721 3747300

Source: Field Survey 2013
Results and Discussion

Unit Roots Test: The test of unit root is invariably, the test faat®nary. This test is carried out on each
variable in the model in order to avoid the estiorabf a spurious relationship arising from usiagtor more
non-stationary time series to estimate long ruati@mhship. The Augmented Dickey- Fuller (ADF) meathis
used for the test of unit roots. The initial setaoilysis involves the test on the data seriekeir tevel using a
non-trended time series format. After this, we fesunit roots on the time series in their firdferences.
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The result of the unit root test in levedgresented in table 5.2 below from the tableait be seen that
apart from the variable of PITR, PPTR and CITR, &i2F test statistic for all the variables is lebart the
corresponding 95 percent critical ADF value. Thisams that the variables are non stationary in $exetl that
they are time dependent.

Table 2: Unit Root for Variablesin Levels

Variable ADF Test Statistic 95% Critical ADF Value Rank

GDPGR -0.668 -3.081 Non-Stationary
CEDR -1.5145 -2.9678 !

VATR -1.7806 -2.9678 !

PITR -5.9536 -2.9678 Stationary
PPTR -3.9354 -2.9678 Stationary
CITR -3.6697 -3.081 Stationary
TDTR -1.0257 -3.5714 Non-Stationary
TDYR -3.5230 -2.9678 Non-Stationary
TIDYR -1.0253 -2.9678 Non-Stationary

Source: Field Survey 2013

Moving forward, we take the first difference of ttespective variables and perform the unit rodtdeseach of
the resultant time series. The rationale behing pndbcedure is that Box Jenkins (1970) arguesdiffarencing

non-stationary time series will make it attain istadrity. The result of the unit root test on theaeables in first
differences is reported in table 5.3 below. From tésult, it is seen that the ADF test statisticfach of the
variable is greater than the 95% critical ADF valye absolute values). With this result, the Jalea are
adjusted to be stationary. This implies that thealdes are actually differences-stationary, aitgjrstationarity
after the first difference of the variables. Thug would accept the hypothesis that the variabtessgss unit
roots. Indeed, the variables are integrated ofravde (ie 1[1]).

Table 3: Unit Root Test for Variablesin First Differences

Variable ADF Test Statistic 95% Critical ADF Value Rank
GDPGR -4.2093 -3.081 Stationary
CEDR -4.2932 -2.9678 !

VATR -4.6917 -2.9678 !

PITR -6.9588 -2.9678 Stationary
PPTR -7.6775 -2.9678 Stationary
CTTR -6.2152 -2.9678 “

TDTR -3.5543 -3.081 !

TDYR -4.5191 -2.9763 !

TIDYR -5.5688 -2.9678 !

Source: Field Survey 2013

Cointegration Analysis

Having established that the variables are chaiaetkby a unit root process, we proceed to andhsédong run
relational properties of the time series. This mgration test is based on the argument that fgthat time
series have unit roots, a long run relationshigtexbetween a linear combination of such series.tho-stage
method is used for the co-integration test. Thishwe follows a simple procedure: the OLS estimatiérihe

relationship is initially performed and the resibaee obtained. Next, unit root test is conductadte residuals.
If the residuals turn out to be stationary, thezsthvariables are accepted as co-integrated. Fhé of the co-
integration test is reported in table 5.3 belowe WDF test statistics value (which is -3.3307) lieager than
95% critical ADF value of -3.081 (in absolute vadjeThis clearly indicates that the residuals dagicnary.

Indeed, there is co-integration between RGDP ahthalother variables. Thus, a long run relatiopsixists

between RGDP and all the other variables.

Table 3 Cointegration Analyses
Variable ADF Test Statistic 95% Critical ADF Value Rank
Residual -3.3307 -3.081 Stationary

Source: Field Survey 2013

The short-run Dynamic Mode: -

The short-run dynamic behaviour of RGDP with respedemporary changes in the explanatory variabéas
be analyzed within the context of an error corettinodel (ECM). The autoregressive distributed [#RDL)
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approach is used for the estimation of the ECM. fidwilt of the estimation is presented in tablelelbw. It
should be noted that the R-Bar squared criterios wgged to select the parsimonious equation. That rgsows

a very impressive goodness of fit for the modele RiSquared value of 0.98 is quite high and itdat#is that
over 98% of the systematic variation in RGDP is laix@d by short term movements in the explanatory
variables including the ECM. Thus, the model posses high predictive ability. The overall goodnesskt for

the model is observed through the F-Statistic,Rhalue of 27.3 easilpasses the significance test at the 1%
level since it is greater than the 1% critical ealof 10.2. Thus, we will accept the hypothesis there is
significant linear relationship between RGDP arglekplanatory variables combined.

A close examination of the estimated coefficiemts €ach of the explanatory variables reveals that t
coefficients of some of the variables are negatikgle others are positive. Many of the other caidfiits
possess signs that are in line with a priori deiaton signs. More importantly, the significandeeach of the
coefficients is considered using the 1% test diatithe result reveals that the coefficients dfté individual
tax variables pass the significance test, exceitdhCITR which fails the significance test at 8% level. This
implies that short term economic growth may be jgted by these temporary changes in these variaibles
result therefore shows that changes in the indit@ctcomponent do not have any short-run impacthen
economy. The coefficient of tax ratio in terms ofal tax revenue is significant, but exhibits a ateg sign.
Thus, increasing direct tax share in total taxad$do depress economic growth in the long run.

The coefficient of the ECM is significant at the 38%el. However, this coefficient has a pervasiuvsifive sign,
which suggests instability in the system. This éaties that any short run deviation from equilibriwiti not be
restored in the long run

Table 4: The short-run Dynamic M odel

Variable Coefficient T-ration
DGDPGR 0.126416 7.705854
DCETR -24.70194 -8.375729
DVATR 20.02828 -8.025067
DPITR 10.26605 7.895401
DPPTR 8.861891 7.608366
DCITR 13.53333 0.751481
DTDTR -5.860504 -4.991610
DTDYR 1.000341 0.593218
DTIDYR -11.66169 -1.372631
RESIDAL (-1) 0.489251 2.839779

R?=0.980 F=27.3 D.Waigttics = 2.15

Source: Field Survey013

Conclusion

The mobilization of tax revenue is an importantigobbjective. While government can do little iretehort run
to changes in structural determinant of the tavemere (such as composition of value added), theyati@n
factor that influence tax revenue, such as econqmlicies, the level of corruption, and the qualif tax
administration. The wide divergence between thectiffe and statutory tax rates in Nigeria indicategt there
is scope for raising tax revenue without increasiag rates by enforcing tax and customs administrat
reducing tax exemptions (especially in the areamafiufacturing), fighting fraud and corruption. eheless,
one must be realistic in terms of improvement irereie ratios that can be reasonably expected acHieved in
Nigeria, given the low level of development and higavily agricultural and informal character of #@nomy.
Indeed, optimizing tax mobilization and carryingt deforms can be achieved only when there is angtro
political will and leadership to adopt the necegsaeasure.

Recommendations

The outcomes of the empirical investigation arerémching and useful for policy directions. In thentext, the

following policy recommendations are made:

1. The efficiency of the Nigeria tax must be rowed

2. A combination of royalties and profit-sensitiaxes should be considered as appropriate, wodedttention
to detail and implementation also required.
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3. The perceived links between paying tax andyaéngpthe benefits of public spending should bergjteened
by increasing awareness of this relationship whiah be clearly constructive for the economy as a
whole.
4. Simple and transparent tax laws should beteddo regulate the tax regimes in Nigeria
5. The sharing of the proceeds of the value éddg (VAT) should be attractive enough to prevesit
introduction of sales tax, which may constitute lleuaxation. Value Added Tax, if well handled can
be very useful in transferring resources from tbk to the poor.
6. Involvement of the wider community in tasugs should be pursued. Timely interaction betwhertax
authorities and tax payers should educate bottssfdster trust, and can lead to measures thdiaihe
better designed and more widely accepted.
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