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ABSTRACT 

The study investigated the impact of tax gaps on economic development in Nigeria on the hypothetical 

premises that there is an insignificant effect of tax gaps on per capita income, human capital index, 

foreign direct investment and gross domestic product. Secondary time series data that span 2004 to 2017 

were obtained from different sources that include the federal Inland Revenue service, central bank of 

Nigeria, and the World Bank. The data were analysed through a collection of four simple linear regression 

models to show that there is a positive effect of tax gaps on per capita income, human capital index and 

gross domestic product, while a negative effect is observed between tax gaps and foreign direct 

investment. The study thus concludes that tax gaps deter external investors and the tax targets may could 

be below the real tax potential. It is consequently recommended that the tax base should be expanded, 

international investors should be educated on the intricacies of local tax policy and laws, and the 

management of tax gaps should be geared toward attainment of specific developmental goals. 
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INTRODUCTION 

Nigeria, like many developing countries is still grappling with basic existential issues. These range from 

creating strong institutions to the provision of security and physical infrastructure so as to guarantee a 

modest living standard. Poverty has been so endemic that a global palace has been domiciled in Nigeria 

with over 90.8 million Nigerians considered extremely poor (Word Bank, 2018), high unemployment 

rates (NBS, 2018), which has culminated into retaining her sixth position on misery index year on year 

(Hanke, 2017, 2018) leading to a terribly low life expectancy of 55.2 years (WHO, 2018). Although this 

can be attributed to a myriad of reasons, government’s inability to provide the needed infrastructural base 

to spur growth and by extension development stems principally from endemic corruption (Okereke & 

Kurotamunobaraomi, 2016) and revenue stagnation (Irekponor & Kurotamunobaraomi, 2017). While the 

former requires political will and strengthening relevant institutions such as the Economic and Financial 

Crimes Commission (EFCC), the latter can be navigated through an appropriate debt – taxation mix 

(Ricardo, 1951). 

These choices tend to place the government in a limbo, as revenue has been basically stagnated and 

almost dependent on external valuation of crude oil price and local production volume. It needs not be 

stressed; there is general apathy to tax payment in Nigeria. The other alternative implies increasing public 

debt to finance infrastructure (as seen in some cases recurrent expenditures as seen periodically). This 

however progressively seems an illogical alternative as over the years, the debt stock has risen 

progressively. For instance, the external debt that was wiped of about twelve years ago has systematically 

resurrected to being 29.49% of the total debt stock, which rose from N12.6 trillion in 2015 to N24.39 

trillion in 2018 (DMO, 2019). This has culminated in having sixty percent (60%) of the annually 

budgeted revenue for debt servicing. Consequently, there is need to strategically tinker a solution to 

financing the country’s expenditures.  
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Given, the logjam, and the assumption that almost all formal potential taxpayers are captured in the tax 

base, a viable alternative is to narrow the tax gaps as much as possible, flattening tax evasion and 

avoidance. These con-joined evils are avenues of depriving the government, and indeed the State 

revenues it deserves by exploring and exploiting legitimate and illegitimate thoroughfares of cheating the 

tax authorities, thereby retarding the country’s growth and inhibiting its development. 

Statement Of The Problem 

Tax gap has been accorded a considerable level of conceptual and empirical scrutiny by scholars in 

different parts of the world, whether developed (Raczkowski, 2015; Harremi, 2014; Jenkins & Kuo, 2000) 

or developing (Danquah & Osei-Assibey, 2016; Ahmed & Rider, 2008). It is however observed that a 

preponderance of these studies is intended to estimate or value the tax gap (Murphy, 2019; HMRC, 2018; 

Raczkowski, 2015; Ahmed & Rider, 2008; Harremi, 2014; etc). Few further delved into the factors that 

instigate the tax gap (Danquah & Osei-Assibey, 2016). This leaves a solitary empirical study on other 

dimensions of tax gap (Raczkowski & Mroz, 2018). 

This empirical enquiry into tax gap is not an end in itself, but a necessary first step to establishing the 

quantum and role of the gap on other economic phenomena. It is however observed that the tax gap 

investigation that commenced over two decades ago is still at its first phase – gap estimation and 

valuation. Realising that having established the measurement of tax gap, the next necessary step is to 

estimate its import on broader economic phenomena, Raczkowski and Mroz (2018) delved into its 

economic implications. However, the study pertained to a collection of developed countries; therefore it is 

imperative to extend the study to the developing countries.   

The study therefore intends to justify the estimation of tax gap. Simply put, is it really worth worrying 

about the tax gap or is it a mere academic exercise? This is done by investigating the impact of tax gap on 

the economic development of Nigeria.  

 

LITERATURE REVIEW 

Tax and Tax Gaps 

Tax is designed to raise the revenue required to finance the stipulated public expenditure profile of 

government and the redistribution of income to promote socio-economic justice and equality among 

citizens. This primary source of revenue is almost always annually planned, however such targets are 

seldom attained hence tax gaps; which is seen in two perspectives: as the difference between the 

aggregates of budgeted taxes or actual tax liability and actual tax receipts by the relevant tax authorities 

(Alm & Soled, 2017). This implies that on one hand it is considered as the difference between estimated 

tax and actual receipts from those taxes; while on the other hand it is the disparity between actual tax 

liability and actual tax remitted to the tax authorities.  

Thus, tax gap as defined from the institutional standpoint, is “the difference between the tax that 

taxpayers should pay and what they actually pay on timely basis” (IRS, 2005). Similarly, Holmgren 

(2013), notes that it is an expression of the true tax liability and the amount that is voluntarily remitted in 

a timely manner. HMRC (2018) added that it is the “difference between the amount of tax that should be, 

in theory, be paid ... and what is paid”. The other strand of tax gaps focuses on estimated and actual tax 

receipts. This is often resorted to by developing countries as the dearth of credible data and the 

structurally large proportion of the shadow economy makes the provision of requisite data to determine 

the actual tax liability impracticable. Thus, Danquah and Osei-Assibey (2016) posit that tax gap is the 

difference between legitimate revenue potential and the actual revenue collected. In consonance with this 

stance, Nigeria’s tax gap is expressed as the difference between estimated and actual tax receipts.  

Tax Evasion and Tax Avoidance 

Two avenues have been identified for tax gaps – tax evasion and tax avoidance (Bob, 2018). These are 

argued as the principal causes (in most cases) for the failure in achieving the planned revenue estimates as 

some seek legal loophole to explore in drastically (and in many cases unethically) reduce tax liability, 

while others blatantly ignore and break the law(s) so as to reduce or eliminate tax liability. 

Tax evasion is of major global interest and discourse among scholars as it culminates in reduced public 

revenue and diminished capacity to provide essential socio-economic services to the populace. 
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Nwachukwu (2006) views it as the act of evading taxes through illegal means. This was expatiated by 

Soyode and Kajola (2006) who posited that it connotes the deliberate and wilful failure to fully disclose 

taxable income orchestrated toward having less or no tax liability. This suggests that it is the conscious 

omission or commission of material facts intended to delude so as to materially reduce tax payable as 

defined by the statutes or a conspiracy to do such. 

This can be perpetrated through four basic avenues. These are failure to register the firm with the relevant 

tax authority – Federal Inland Revenue Service (FIRS), failure to file returns, under-reporting returns and 

failure to pay tax liabilities. As regards the registration requirement, most corporate organisations in 

Nigeria (except in pursuance of contract, revenue or special privilege) deliberately ignore registration 

with the FIRS leading to a wide difference between registered companies between the Corporate Affairs 

Commission (CAC) and FIRS. Among the registered companies, some have for one illegal reason or the 

other failed to file annual returns. 

However, the biggest route to evading taxes stems from under-reporting returns. This is implemented by 

under-reporting income, or over-reporting expenses or both. Revenues are under-reported by deliberate 

delays in recognising income of the current period. There could also be false and overstated declaration of 

expenses by inflating the amounts of legitimate business expenses. These are usually supported by 

mutilated or forged invoices and other source documents so as to lend credence to the otherwise illegal 

act. This is also done by intentionally acquiring a more expensive item that is returned and replaced with 

a much cheaper alternative without reflecting same in the invoice and receipt. 

Tax avoidance pertains to cleverly navigating through the legal impediments to pays the least tax 

possible. This implies that despite public perception or ethical inclinations, in as much as no known tax 

law is broken. Tax could be considered to be avoided if minimised. It is seen as the reduction in tax 

liability without violating the tax statutes (Bob, 2018). Taxes are typically avoided by taking advantage of 

allowable or permissible tax deductions, having tax deferral or deferment plans and investing in areas or 

resources that are tax exempt.  

Economic Development 

Several definitions have been espoused to capture the length and breadth of development. These attempts 

to provide a definitive definition of the term that is generally acceptable have come short of this as these 

conceptualisations are based on predetermined parameters that are acceptable to the entity. Particularly, 

given the strands and dimensions of economic development, its definition lacks consensus (IEDC, 2000), 

economic development is defined therefore in terms of specific objectives. Feldman, Hadjimichael, 

Kemeny and Lanahan (2014) posit that economic development extends beyond the sphere of economic 

growth which is mostly short term economic increment to providing the necessities for sustainable 

expansion of economic capabilities. Ray (2014) added that it is the sustainable rise in well-being and 

socio-economic capabilities of people. This suggests that economic development is aimed at the 

empowering economic participants with the capacity to participate in economic activities in a manner that 

delivers sustainable incremental productivity by harnessing production capabilities. 

Ray (2014) identified certain measures for economic development to include gross domestic product, per 

capita income and human development index. It can however be argue that the level of financial inflows 

into and economy is a reflection of the systemic (actual or perceived) developmental potentials; 

consequently foreign direct investment is considered as a veritable testament of economic development 

from the global perspective.  

 

Empirical Review 

Raczkowski (2015) measured tax gap in 28 EU States by using panel data from 2011 to 2014. The author 

employed simple descriptive statistical analyses to show that Italy, Estonia and Romania (in that order) 

had the highest tax gap to GDP ratio, while Luxembourg had the least. Jenkins and Kuo (2000) relied on 

Nepalese Household Budget Survey data to estimate the sales tax gap for 1993 – 1994 fiscal year to show 

a 6%, 10% and 48% tax gap for alcoholic beverages, tobacco products and other taxable commodities 

respectively. The VAT gap in Romania is also analysed (Mihn, 2007) with the aid of data involving 34 

sectors to show that the VAT gap in Romania is 45.6% in 2002.  
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Similar study was conducted for the Balkan region by Harremi (2014) which estimated the regions tax 

gap for 2011 and 2012 fiscal years by adopting MIMIC estimation technique. The study finds the shadow 

economy to be 33% and 32.61% in 2011 and 2012 respectively for the region. As regards tax gap, it is 

found to be 34.89% and 27.35% respectively for 2011 and 2012 fiscal years. Among the countries 

studied, Serbia had the largest tax gap in 2011 and 2012 with 46% and 44% in 2011 and 2012, while 

Greece had the least gap of 17.6% in 2011: a position that was snatched by Croatia with tax gap of 17% in 

the following year.  

Danquah and Osei-Assibey (2016) applied micro-approach to examine the tax gap in Ghana’s informal 

sector. The study employed secondary data obtained from Ghana Living Standard Survey (GLSS 6) for 

2012/2013 across all regions of Ghana and were analysed via descriptive and OLS regression models. The 

results show that over 80% of firms fail i the informal sector to comply with tax obligations. The study 

also identified firm owner and firm level factors that are responsible for tax gaps. The firm owner factors 

identified are male firm ownership and the attainment of at least primary education which significantly 

enhance tax compliance, while at the firm level factors such as sales, bank savings, type of business, 

urban location and experience significantly increase tax compliance.     

Raczkowski and Mroz (2018) investigated tax gap in the global economy by obtaining relevant data from 

35 countries. The data which included the size of the shadow economy, total tax rate and GDP were 

analysed by the application of indirect methodology and multiple indicators, multiple causes method to 

find that tax gap is strongly correlated with the GDP. 

 

METHODOLOGY 

The study employs secondary time series data that include target and actual tax receipts, Per Capita 

Income (PCI), Human Development Index (HDI), Foreign Direct Investment (FDI) and Gross Domestic 

Product (GDP) from 2004 to 2017 which were sourced from the Federal Inland Revenue Service (FIRS), 

Central Bank of Nigeria (CBN), and the World Bank. The data were originally of varied forms, therefore, 

the annual changes were computed and utilised for analysis in order to ensure uniformity and enhance 

analysis. 

To analyse the data, a collection of four simple linear regression models are employed where models 1 to 

4 relate to per capita income, human capital index, foreign direct investment and gross domestic product 

respectively as endogenous variables, while tax gap is used in each case as the exogenous variable. 

The simple linear regression equations are specified below: 

PCI  = β0  + β1GAP  + εt         1 

HCI  = β0  + β1GAP  + εt         2 

FDI  = β0  + β1GAP  + εt         3 

GDP  = β0  + β1GAP  + εt         4 

 

Where:  

GDP   = Gross Domestic Product  

PCI    = Per Capita Income 

HCI  = Human Capital Index 

FDI     = Foreign Direct Investments 

GAP  = Tax Gaps 

βo  = Constant   

β1    = Parameters 

εt  = Error term.  
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ANALYSIS AND RESULTS 

A summary of the result obtained from the analysis is shown below in Table 1: 

 

Table 1: Results of Simple linear regression equations 

Parameters PCI HCI FDI GDP 

Constant 0.030 0.139 1.120 0.054 

Coefficient 0.002 0.013 -0.372 0.004 

T –statistics 0.667 1.058 -1.576 0.942 

Probability 0.518 0.311 0.141 0.365 

R - Square 0.63 0.72 0.71 0.69 

Source: See Appendix 

 

The results obtained from the collection of simple linear regression equations are summarised in the table 

above. As a necessary precursor, the obtained figures for R – square are all within acceptable range, 

therefore the models are considered valid, hence the utilisation of the relevant parameters in subsequent 

interpretation. 

As regards the variables, it is seen that the constant in model 1 (which relates to PCI) is 0.030. This 

implies that where the tax gap is unchanged, PCI is expected to rise at an annual average of 0.030 units, 

however a unit change in the tax gap will lead to a 0.002 unit change in PCI. The probability is seen to be 

0.518 which is higher than the 0.05 significant threshold that the study is predicated on, therefore, the 

effect of tax gaps on PCI is considered statistically significant. 

In furtherance, the interplay of tax gap and HCI is accommodated in the second model which shows 0.139 

as the constant, implying the rate at which HCI will be stagnated if the tax gap remains constant. It is also 

observed from the model that the beta is 0.013 which shows a positive effect of tax gap on HCI. This 

demonstrates that both variables flow in the same direction; in a manner that is considered statistically 

significant given the probability of 0.311 which is higher than the apriori 0.05 significant level. 

Model 3 which pertains to FDI shows that the constant is 1.120, indicating that without tax gaps, the 

economy is expected to annually have a 1.120 units change in foreign investment inflows. This will 

however turn negative if the tax gap should increase by a unit as the coefficient show -0.372. Precisely, a 

unit increase in tax gap will culminate in a 0.372 units contraction in external inflows. This is also seen to 

be statistically insignificant as the calculated probability of 0.141 is higher than the 0.05 significant level 

the study is based on.  

Finally, the constant in the fourth model (which relates to GDP) shows that without tax gaps GDP will 

annually appreciate by 0.054 units or basis points. This will however slow down to 0.004 units with the 

introduction of tax gaps, which is expected to change by a unit. This is also considered as a significant 

effect given that the probability – 0.365 is higher than the significant level of 0.05. 

 

DISCUSSION OF FINDINGS 

The analysis has brought to fore certain salient empirical observations regarding tax gaps and economic 

development. First, the analysis shows that all but one variable (FDI) are positively affected by tax gaps. 

This shows a bit of concern as conceptually, there should be an inverse effect of tax gaps on economic 

development meaning that narrowing tax gaps should lead to the attainment of tax targets, thus economic 

development. Therefore, in this light, FDI is seen to be in consistency with the apriori expectation. On the 

other hand, the nature of the gaps could provide a rationale for the result as it is seen that the gaps are 

mostly positive (or favourable in context of variances). This portends under-estimation or efficiency, 

effectiveness and economy in tax administration. Consequently, a wider gap indicates increased (rather 
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than decrease) tax revenue which leads to increased GDP, which relative to population amounts to 

increased PCI and HCI. Conversely, having wider tax gap could be a deterrent to foreign investors who 

may consider such wide (positive) tax gaps as an indication of tough tax laws and system.  

Indeed, there could be perennial issue of under estimation as the tax authorities could set targets based on 

their capacity rather than the value of potential tax revenue from tax payers. The reason for this basically 

revolves around two issues: unwillingness to expand the tax base; and failure to rigorously carry out tax 

audits; ultimately aimed at having positive reviews from evaluators. Also, the ability to beat the 

expectation of book-makers by not just eliminating negative tax gaps, but creating positive tax gaps is a 

manifestation of competence coupled with economy, effectiveness and efficiency in the administration of 

tax. 

Conclusively, tax gap is seen to have a significant effect on economic development. This means that tax 

can be adopted as a mechanism of driving the economy and achieving Nigeria’s developmental goals. It 

could also be inferred from the findings that foreign investors have a negative perception of Nigeria’s tax 

policy. 

It is therefore recommended that: 

1. The tax net should be extended to accommodate all possible potential taxpayers. 

2. Foreign investors should be educated on local tax policy. 

3. Key attention should be accorded the management of tax gaps as such gaps are seen to 

significantly affect development. 
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APPENDIX 

 

Model Summary 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .789
a
 .634 .615 .02401 

a. Predictors: (Constant), GAP 

 

ANOVA
a
 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression .000 1 .000 .445 .518
b
 

Residual .007 12 .001   

Total .007 13    

a. Dependent Variable: PCI 

b. Predictors: (Constant), GAP 

 

Coefficients
a
 

Model Unstandardized Coefficients Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 
(Constant) .030 .007  4.540 .001 

GAP .002 .003 .189 .667 .518 

a. Dependent Variable: PCI 

 

Model Summary 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .792
a
 .721 .672 .09600 

a. Predictors: (Constant), GAP 
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ANOVA
a
 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression .010 1 .010 1.120 .311
b
 

Residual .111 12 .009   

Total .121 13    

a. Dependent Variable: HCI 

b. Predictors: (Constant), GAP 

 

Coefficients
a
 

Model Unstandardized Coefficients Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 
(Constant) .139 .027  5.214 .000 

GAP .013 .013 .292 1.058 .311 

a. Dependent Variable: HCI 

 

Model Summary 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .744
a
 .711 .702 1.81197 

a. Predictors: (Constant), GAP 

 

ANOVA
a
 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 8.153 1 8.153 2.483 .141
b
 

Residual 39.399 12 3.283   

Total 47.552 13    

a. Dependent Variable: FDI 

b. Predictors: (Constant), GAP 

 

Coefficients
a
 

Model Unstandardized Coefficients Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 
(Constant) 1.120 .503  2.227 .046 

GAP -.372 .236 -.414 -1.576 .141 

a. Dependent Variable: FDI 

 

Model Summary 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .793
a
 .692 .639 .03243 

a. Predictors: (Constant), GAP 

b.  
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ANOVA
a
 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression .001 1 .001 .888 .365
b
 

Residual .013 12 .001   

Total .014 13    

a. Dependent Variable: GDP 

b. Predictors: (Constant), GAP 

 

Coefficients
a
 

Model Unstandardized Coefficients Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 
(Constant) .054 .009  6.034 .000 

GAP .004 .004 .263 .942 .365 

a. Dependent Variable: GDP 
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