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ABSTRACT 

The study investigated the effect of tax gap management on economic development in Nigeria on the 

hypothetical premises that there is an insignificant effect of tax gap management on economic development. 

Tax gap management was proxy with the difference between budgeted tax revenue and actual tax revenue. 

While economic development was proxy with human capital index, foreign direct investment and gross 

domestic product. Secondary data that span from 1998 to 2018 were obtained from different sources that 

include the Federal Inland Revenue Service, Central Bank of Nigeria, and the World Bank. The data were 

analysed using the ordinary least squares based simple regression technique and the autoregressive 

distributed lag/bounds test approach. The study found positive significant relationship between tax gap 

management and gross domestic product which have tendency to influence economic development at the 

long run but a negative effect on foreign direct investment and positive insignificant effect on human capital 

index. Consequently, it wasrecommended that government should make policies that will enhance human 

capital index to reduce tax gap. Tax policies should not be ambiguous but should provide incentive to attract 

investors. Government should formulate frame work that will make fiscal institution to judiciously apply 

tax revenue on critical infrastructure that will influence increased economic growth. 

 

1.0 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 (Worldbank, 2018), high unemployment rates 

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

2017; Hanke, 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, tax evasion and tax 

avoidance (Okereke&Kurotamunobaraomi, 2016).  

 
These 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 based on the prevailing poverty rate and deficiency in social 

infrastructure.Nigeria National Bureau of Statistics (NBS) indicate that the country has a taxable workforce 

of about 77 million, but government figure show that only about 14 million pay income tax and most 

corporate organisation indulge in tax evasion and avoidance and as such they pay less of what they are 
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supposed to pay as tax liabilities. Several efforts have been made to manage tax gap.Such effort includesthe 

several tax reforms made by government and the voluntary asset and income declaration scheme in 

ordernarrow the tax gaps as much as possible (Jonathan, 2018).  

 

1.1 Statement of the Problem 

Most government are faced with the problem of inadequate revenue to provide the needed social amenities 

for the people. One of the reasons for the inadequate revenue is the dwindling tax revenue caused by tax 

evasion, narrow tax based and tax net, lack of technical knowhow to capture all the taxable income etc. Tax 

gap is the difference between estimated tax revenue and actual tax revenue collected. According to Konrud, 

Raczkowski and Bagdam-Mroz (2018), tax evasion and tax avoidance leading to the emergencies and 

expansion of tax gap, evade the business ethics and distort the rules of fair competition thus undermines the 

social trust and moral infrastructure of business transactions.  Kemal (2013) also argued that when 

investments are increasing the underground economy and tax evasion will also be on the increase. 

 

The act of evading tax by most registered companies and some individual has however affected the revenue 

based of the government especially in providing essential services to the society. People naturally prefer to 

reduce their tax liabilities by deliberately overstating their expenses and make false entries and fictions in 

their books of account. Thus their act however causes tremendous reduction in the revenue accruable to the 

government. The government have made frantic effort to manage tax gap in order to reduce this ugly act to 

the barest minimum, through voluntary asset and income declaration scheme (VAIDS)and others, but it 

seems that the effort is not yielding the desire result, hence we are still have so many taxable income either 

not within the tax net or under paid. According to Jonathan (2018), Nigeria National Bureau of Statistics 

claim that the country haver taxable work force of about 77 million and only about 14 million pay income 

tax and most corporate organisation indulge in tax evasion and avoidance and as such pay less than what 

they need to pay as tax liabilities.The researcher is worried about the effectiveness of government effort to 

reduce tax gap, hence we want to investigate the effect of tax gap on economic development of Nigeria.  

1.2 Objectives of the Study 

The principal aim of the study is to investigate the impact of tax gap management on economic development 

in Nigeria. The sub objectives are to: 

Investigate the effect of tax gap management on Human development index in Nigeria. 

Ascertain the effect of tax gap management on foreign direct investments in Nigeria.  

Determine the effect of tax gap management on real GDP in Nigeria. 

 
1.3 Research Questions 

What is the effect of tax gap management on human development index in Nigeria? 

What is the influence of tax gap management on foreign domestic investment in Nigeria? 

What is the effect of tax gap management on real GDP in Nigeria? 

 

1.4 Research Hypotheses 

The study is conducted on the following hypothetical premises: 

H01 There is no significant effect of tax gap management on Human Development Index in Nigeria. 
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H02 There is no significant effect of tax gap management on Foreign Domestic Investment in Nigeria. 

H03 There is no significant effect of tax gap management on real Gross Domestic Product in Nigeria. 

 

1.5 Significance of the Study  

The significant of the study is as shown below: 

The research will help to determine the impact of tax management and human capital. Index i.e. the extent 

government is able to manage tax gap to increase education, health and standard of living of the people. 

The research will give an insight on the extent to which tax gap management affect foreign direct 

investment. 

The research will review the extent to which tax gap management affect economic growth of Nigeria. 

 

2.0 Literature Review 

2.1 Conceptual Review 

2.1.1 Tax and Tax Gaps 

Taxation is generally considered as a mandatory levy on income, goods, services, properties, etc. of 

individuals and corporate entities payable to government as stipulated by the relevant laws. This implies 

that are it is voluntary or discretionary, but compulsory. Ola (2001) lightly perceives it as the process or 

machinery through which communities or groups of persons are made to contribute in some agreed quantum 

and method for the purpose of administration and socio-economic development; Appah (2010) views it as 

a compulsory extraction of money by a public authority for public purpose.  

 

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 the difference between the aggregates of budgeted taxes and actual 

tax receipts by the relevant tax authorities.  

2.1.2 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 deliberately 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. 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. 
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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 

brokentax 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.  

 

2.1.3 Managing Tax Gap in Nigeria 

Tax gap is used here to refer to the difference between taxes collected by government and what could ideally 

be collectible. Without a doubt, the gap is wide in Nigeria. There is a significant level of non-compliance 

by individuals and corporations who are either operating in the informal sector and out of the tax net or just 

paying lip service to tax obligations (Deloitte, 2017). Kenrad (2015); according to him the problem faced 

by tax administrators that are committed to shrinking the tax gap is the access to information. Considering 

the current focus on non-oil revenues, it has become imperative to focus on increasing tax revenue. The 

keys to closing the tax gap would be a combination of many actions, all of which may have to be 

implemented simultaneously. Some of the steps to closing tax gap include raising the level of effectiveness 

of tax administration, widening the tax base by ensuring more taxpayers are brought into the tax net. 

Monitoring and enforcement actions must also be strengthened to drive compliance. Public enlightenment 

and sensitization campaigns would also be required (Khwaja 2014). 

 

2.1.4 Economic Development 

Sen (1999) consider economic development to be the strengthening of autonomy and substantive freedom, 

which allow individual to fully participate in economic life. Economic development occurs when individual 

agents have the opportunity to develop the capacities that allow them to actively engage and contribute to 

the economy. In the aggregate, this should lower transaction or costs and increase social mobility, rather 
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than being reduced to a static factor in a production process. Economic development can be measured by 

gross domestic product, human capital increase and foreign direct investment. 

 

2.1.5 Economic Growth 

Economic growth is an increase in the capacity of an economy to produce goods and services compared 

from one period of time to another. It can be measured in nominal or real terms, the latter of which is 

adjusted for inflation. Economic growth is directly related to percentage increase in real gross domestic 

product (GDP) of a country and can be achieved when the rate of increase in total output is greater than the 

increase in population of a country (Kenrad 2015). 

 

2.1.6. Human Capital Index 

This is measured by health, education and quality of living. Life expectancy index, education index and 

income index are directly related to human capital index (World Bank 2018) 

 

2.1.7 Foreign Direct Investment (FDI) 

FDI is an investment in the form of a controlling ownership in a business in one country by an entity based 

in another country (James 2019). 

 

2.2 Theoritical Framework 

2.2.1 The Socio-Political Theory: Adolph Wagner advocated that social and political objectives should 

be the deciding factors in choosing taxes. Wagner did not believe in individualist approach to a problem. 

The society consisted of individuals, but was more than the sum total of its individual members. 

Accordingly, a tax system should not be designed to serve individual members of the society, but should 

be used to cure the ills of society as a whole. Wagner, in other words, was advocating a modern welfare 

approach in evolving and adopting a tax policy. He was specifically in favour of using taxation for reducing 

income inequalities. 

2.2.2 The Expediency Theory: According to Bhatia (2009); this theory asserts that every tax proposal 

must pass the test of practicability. It must be the only consideration weighing with the authorities in 

choosing a tax proposal. Economic and social objectives of the state as also the effects of a tax system 

should be treated as irrelevant. This proposition has a truth in it, since it is useless to have a tax which 

cannot be levied and collected efficiently. There are pressures from economic, social and political groups. 

Every group tries to protect and promote its own interests and authorities are often forced to reshape tax 

structure to accommodate these pressures.  

 

2.3 Empirical Review 

Konrad (2018) conducts research on tax gap in the global economy. Using regression analysis, they found 

out that tax gap is determine individually for a given country and a strongly correlated with the GDP. 

Abdulhamed (2018) examined the effect of tax evasion on economic development of Yobe State. 

Questionnaire where administer and data where analysed with chi-square and discovered that tax evasion 

negatively affect economic development.The study therefore recommend that the government should 
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improve on the tax law implementation and also look into issues of inadequate and lack of qualified 

personnel in order to assess more businesses for tax purposes.  

 

Fatoki Jacob (2014) examined the effect of tax avoidance and tax evasion on Nigeria economic 

development. Simple regression was used to analyse the data. The study revealed that tax evasion and 

avoidance have adversely affected economic growth and development in Nigeria and also that lack of good 

governance and unpatriotic act of tax payer is the basis for which tax evasion is perpetrated and therefore 

recommends that the government should embrace and promote good governance so as to encourage 

voluntary compliance of tax liability by the tax payers. 

 

Afuberoh and Okoye (2014) in their study investigated the impact of taxation on revenue generation in 

Nigeria by using regression analysis. The results show that, taxation has a significant effect on revenue 

generation and taxation has a significant effect on Nigeria GDP. Adesi and Gbegi (2013) in their study, 

effect of tax avoidance and tax evasion on personal income tax administration in Nigeria, administered 

questionnaires to employees of Federal Inland Revenue Service in Abuja. ANOVA was used to analyze 

two hypothesis; the relationship between tax avoidance, tax evasion and personal income tax administration 

in Nigeria and the study found out that good governance will discourage tax avoidance and evasion. It 

equally found out that tax avoidance and evasion are as a result of high tax rate.  

 

Dalu, Maposa and Pabwaungana (2012) examined the relationship between tax evasion, avoidance and 

economy for Zimbabwe. Using regression analysis, the results show that tax loopholes and tax payers’ 
interference with revenue agents through corruption and bribery are the major problems and the best way 

of curbing this problem is to continually train and retrain revenue officers. 

 

Ihendinihu and Ochonma (2010) studied non tax factor as critical determinant of the size of underground 

economy in Nigeria; imperative for policy action. The data was analyse with ordinary least square 

regression through statistics packages for social sciences (SPSS). They identified a week positive 

relationship between tax burden and the size of the underground economy. They emphasise that high 

poverty level, low net wages, literacy, unemployment and corruption in the official economy are those 

factors that drive entrepreneur into the shadow economy. 

 

Pyle (2009) conducted a study on tax evasion and the black economy and found out that one of the 

implications of the subsistence of the underground economy is that some income remains untaxed and 

definite indirect taxes are avoided. Yasmin and Rauf (2003) in their study “measuring the underground 
economy and its impact on the economy of Pakistan.Using regression analysis they found out that the 

underground economy and tax evasion affected GDP negatively and that tax evasion or missing revenue 

creates serious problem and government has revenue to fulfil the budget deficit. 

 

2.4 Knowledge Gap 

Tax gap is the difference between estimated income tax and actual tax collected. Tax gap management is 

the effort made by government to either reduce tax gap or eliminate it totally (Khwaga&Iyer, 2014) Despite 

the effort of government to manage tax gap and reduce it or eliminate it totally, companies and individuals 
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are yet to repent out of this ugly act. So many scholars have investigated the effect of tax gap on the 

economic development of so many countries, but we want to take it further by investigating the effect of 

government effort to reduce tax gap on the economic development of Nigeria. 

 

3.0 Methodology 

3.1 Research Design 

The study apply the ex-post facto research design which is considered appropriate for studies where the 

data are basically historical and study subjects or data are not subject to manipulation from the researcher.  

 
3.2 Method of Data Collection 

The study used secondary data which are sourced from the Federal Inland Revenue Service (2019), Central 

Bank of Nigeria (2019) and the World Bank (2019). The data were originally of varied forms, therefore, 

they were all converted to basis points to enhance analysis. 

 
3.3 Population and Sample Size of the Study 

The study employs secondary time series data of from 1998 to 2018. This sample is extracted from a 

population of economic development measure for a period that should predate the researchers. However, 

due to certain constraints that include availability of data, the sample in terms of period and variables are 

selected. The population of this study consist of Nigeria GDP, human capital index, foreign direct 

investment. 

 
3.4 Method of Data Analysis 

To study conducted unit root test, specifically, the augmented Dickey-Fuller unit root to ascertain the 

stationarity of the variables. The data were estimated using the ordinary least squares based simple 

regression, autoregressive distributed lag and diagnostic test such as Breusch-Godfrey serial correlation LM 

test andBreusch-Pagan-GodfreyHeteroskedasticity test.The software used was Eview 9. 

 
3.5 Model Specification  

The regression equations are specified below: 

HCIt  = β0  + β1TGAPt  + εt       1 

FDIt  = β0  + β1TGAPt  + εt       2 

RGDPt  = β0  + β1TGAPt  + εt       3 

Where:  

RGDP   =  Real Gross Domestic Product  

HCI  =  Human Capital Index 

FDI     =  Foreign Direct Investments 

GAP  = Tax Gaps 

βo  = Constant   

β1    =  Parameters 

ε  =  Error term. 

t  =  Time period 
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4.0 Results and Discussion 

The study conducted unit root test as it employed secondary data for analysis. It specifically adopted the 

augmented Dickey-Fuller approach. The results are presented in table 1. 

 

Table 2: Augmented Dickey-Fuller unit root test results 

Variable  t statistic  probability value order of integration___ 

Tax gap  -4.3534   0.0034    1(0) 

%ΔRGDP  -5.0257   0.0012    1(1) 

HCI   -3.6651   0.0141    1(0) 

FDI   -5.0287   0.0008    1(0) 

Source: Extracted by author from output 

 
The results obtained from the unit root test arenecessary precursor to estimate the relationship of the 

variables that indicate different order of integration. Tax gap management, human capital index and foreign 

direct investment are stationary at 5% level of significance and are all integrated at level while in real gross 

domestic product, proxy for economic growth, is also stationary at 5% level of significance but integrated 

at first difference. The study adopted the ordinary least squares based simple regression to estimate the 

relationship between tax gap management, and human capital index and foreign direct investment 

respectively as they were all established to be in the same order of integration. However, the relationship 

between tax gap management and economic growth was estimated using the autoregressive distributed lag 

method using the bounds test because of the different order of integration between the variables. The results 

are presented in tables 3 and 4 below. 

 

Table 3: Simple Regression Results of HCI and FDI with TGAP  

Variables     HCI     FDI 

Constant    0.478     63.427 

Tgap (Prob.)    1.52 (0.735)    -0.0922(0.469) 

Durbin Watson statistic  1.87     2.449 

Adjusted R2    -0.0487    -0.024 

F statistic (Prob.)   0.1179(0.735)    0.5465(0.469)  

No of observations (adjusted)  20     20 

Source: Extracted by author from output   

 
The results on table 3 shows that tax gap management has positive insignificant relationship with human 

capital index while it has negative insignificant relationship with foreign direct investment within the period 

studied. The F statistic results also indicated probability that is not significant at 5% level of significance 

for both dependent variables. It indicates that tax gap management has no significant effect on both human 

capital index and foreign direct investment. In estimating the relationship between tax gap management and 

economic growth, the study applied the ARDL bounds test technique due to the different order of integration 

of the variables in the unit root test. The result as extracted from the output is shown on table 4 and 5. 
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Table 4: ARDL-Bounds Test of Tax gap and Economic growth 
Test statistic      Value F statistic 9.52 

Critical value        1(0) Bound  1(1) Bound 

Significance 5%        6.56   7.3 

No of observations (adjusted)       19 

___________________________________________________________________________     
Source: Extracted by author from output 
 
The use of autoregressive distributed lag technique requires determination of the lag order selection; 

therefore, the study adopted the Akaike and Schwarz selection criteria to determine the lag length. The 

result as shown in the output indicates a lag length of one as it possesses the least value of Akaike and 

Schwarz being 4.64 and 4.78 respectively. The bounds test indicates that the F statistic value of 9.52 is 

greater than the critical value of the upper bound of 7.3 at 5% level of significance and this confirms the 

existence of long run relationship between tax gap management and in real gross domestic product. The 

Wald test result using ARDL (1, 1) selection model also confirmed the long run relationship as it also show 

the probability that is less than 0.05.   

 
Table 5: ARDL Bounds Test of RGDP and Tax Gap Management 
   Coefficient   t statistic  probability 
Constant  12.082    4.101    0.0011 
D (TGAP)  0.004    1.896    0.0789 
TGAP (-1)  0.0087    2.623    0.0201 
RGDP (-1)  -1.036    -4.351    0.0007 
Durbin Watson  1.869  
R squared  0.581 
Adjusted R squared 0.461 
F statistic  4.856        0.0115 

Source: Extracted by author from output 
 
The result on table 5 indicates that economic growth is affected significantly by other variables consequent 

on the intercept coefficient. Tax gap management has slope coefficient of 0.004, t statistic of 1.896 and 

probability of 0.079. It indicates that tax gap management has positive but insignificant relationship with 

economic growth in the short run.  The Durbin Watson statistic of 1.87 signifies that there is no serial 

correlation between tax gap management and economic growth.  

 
This was further confirmed using the Breusch Godfrey serial correlation LM test with F-statistic probability 

of over 11% as shown on the output which is greater than 5% which is the bench mark for the study. In the 

long run and specifically at lag length one, tax gap management was found to have positive slope coefficient 

of 0.0087 with probability of 2% which is less than 5% level of significance. This implies that there is 

positive significant relationship between tax gap management and economic growth in Nigeria in the long 

run. The adjusted R squared of 46.1% indicates the extent to which other variable can affect variation in 

economic growth attributable to tax gap management within the period studied. The F statistic value has 

probability of 1.2% which is sufficiently lower than 5% level of significance which is an indication that tax 

gap management has significant effect on economic growth of Nigeria. 
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4.1 Discussion and Findings 

The analysis has brought empirical observations regarding tax gap management and some proxies on 

economic development in Nigeria. First, the analysis shows that an efficient tax gap management would 

increase human capital index but not at a significant level. This is an indication that an improved living 

standard in an economy would reduce the level of tax evasion and avoidance or alternatively would increase 

collectable taxes by government. This finding is in line with our a priori expectation. However, the result 

is indicative that there is negative total variation in human capital index as a result of changes in tax gap 

management. This buttresses the fact that tax payers would always look for loopholes no matter the 

efficiency in tax gap management and an improved human capital index. This is on the premise that tax 

managers may be unable to capture all incomes to make projections due to lack of statistics on the 

underground economy.  

 
It was established that tax gap management has negative insignificant relationship with foreign direct 

investment. This infers that as the efficiency in tax gap management increases, foreign direct investment 

reduces. It implies that foreign investors are wary of economies with highly efficient tax systems and also 

where taxes are relatively high. It demonstrates government policies have shown improvement in terms of 

effectiveness in tax administration to increase the tax revenue from firms during the period covered in the 

study. This finding is consistent with a priori expectation.  

 
The findings between tax gap management and economic growth has far reaching implications for the 

government, private sector and the economy. In the short run, an increase in 1% of tax gap management 

would increase economic growth by 0.004% which was found to be insignificant. This means that tax 

revenue collected as a result of efficiency in tax administration to close the tax gap is insufficient to 

significantly affect economic growth in the short run. However, in the long run, at lag length one, tax gap 

management has positive significant relationship with economic growth in Nigeria. This suggests that an 

efficient tax gap management would increase tax revenue generation that would improve economic growth 

particularly when funds are applied judiciously. This is in line with our a priori expectation. 

 

5.0 Summary of Findings, Coonclusion and Recommendations 

From the results and discussions above, the findings are summarised to show that: 

 There is a positive insignificant relationship between tax gap management and human capital index 

in Nigeria. 

 The relationship between tax gap management and foreign direct investment in Nigeria is negative 

and not significant. 

 There is a direct insignificant relationship between tax gap management and economic growth in 

the short run but in the long run, the positive relationship is significant. 

Conclusively, tax gap policy is seen to have a significant effect on economic growth which has tendency to 

influence economic development in the long run, but positive insignificant effect on human capital index 

and negative insignificant effect on foreign direct investment. 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: 
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 Government should ensure policies that would enhance the human capital index to reduce tax 

avoidance and evasion.  

 Tax policies should not be ambiguousnor too high but should provide incentives to attract foreign 

investors.  

 Government should formulate a framework that will make fiscal institutions to judiciously apply 

tax revenue on critical infrastructure that would influence increased economic growth. 
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