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Abstract
Nigeria is governed by a federal system; hence its fiscal operations also adhere to the same
principle. This has severe implications on how the tax system is managed in the country.
Small and medium enterprises (S.M.E.s) are considered the backbone of economic growth in
all countries. Most S.M.E.s in Nigeria die within their first five years of existence, a smaller
percentage goes into extinction between the sixth and tenth year while only about five to ten
per cent survive, thrive and grow to maturity
Exploratory design was adopted for the study, as several extant literatures related to the
concept of taxation and S.M.E.s in Nigeria were reviewed.
Findings revealed that S.M.E.s are the channel for improving domestic markets' efficiency
and making productive use of scarce resources, thus facilitating long-term economic growth
in poor countries. By creating employment, the disposable incomes will rise further,
contributing to the increase of the social standards. Consumption will also increase,
impacting positively on the national incomes.
The S.M.E.s cannot compete for business with larger companies, and thus, there is a need for
governments to accelerate their growth by creating an enabling environment for them via
appropriate tax incentives to enhance their sustenance and growth. Also, tax policy will
enable the government to generate maximum revenue without affecting the survival of the
small businesses. It is recommended that SMEs should be levied a lower percentage of taxes
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to allow enough funds for business development and better chances of survival in a
competitive market. The government should also consider increasing tax incentives such as
exemptions and tax holidays as these will encourage voluntary compliance and attract
investors who are potentially viable tax payers in the future.
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with taxation in Nigeria. It is a clear
statement on the principles governing ta
administration and revenue collection. It
provides a set of guidelines, rules and
modus operandi that would regulate taxation
in Nigeria, which all stakeholders can
subscribe to. The federal tax system's
impact on small business has been a matter
of increasing interest and concern to many
persons during the last few years. Keith
(2010) noted that while this burden of
federal taxation was known to represent all
business, its impact was thought to have
been especially severe on small businesses,
mainly because they had little or no access
to public markets for capital.

1.0
Introduction
Nigeria is governed by a federal system;
hence its fiscal operations also adhere to the
same principle. This has severe implications
on how the tax system is managed in the
country.
Deloitte (2018) noted that the new National
Tax Policy (NTP)’s main objective is to
establish a robust and efficient tax system in
Nigeria with a focus on legislative
amendments to reduce the tax burden on
SMEs. The NTP also proposed reducing
corporate tax rates and introducing tax
registration thresholds as an incentive to
encourage compliance and protect SMEs.
However, taxes still appear to be a major
constraint to the development of these
SMEs in Nigeria.

Aryeetey & Ahene, 2004; Oludele &
Emilie, 2012 noted that Small and Medium
Enterprises have always been considered a
significant force for economic development
and
industrialization
in
developing
economies. These small enterprises have
increasingly been recognized as enterprises
that contribute considerably to the creation

According to Oxford Business Group
(2019) a revised national tax policy (NTP)
was approved by the Federal Executive
Council in February 2017. The NTP is a
document which sets broad parameters for
the taxation and ancillary matters connected
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of jobs, economic growth and eradication of
poverty in Africa. According to the 2015
World Development Report, creating
"sustainable" jobs and opportunities for
smaller entrepreneurs are the key strategies
to take people out of poverty. Small and
medium enterprises are mostly private
enterprises, and they face difficulties when
dealing with the government in general and
the tax administration in particular, mostly
the developing countries. Many of the tax
authorities' difficulties may be deemed the
consequences of poorly conceived tax
policies and a lack of certainty regarding
future policy changes. However, it would be
rare indeed to not observe complaints about
the complication and ambiguity of the tax
laws and high tax rates (Baurer, 2005).

infrastructure like good roads, stable power
supply, and stable water supply. All of these
combine to create an enabling environment
for businesses and turn the economy at large
to grow.

Small and medium enterprises (SMEs) are
considered the backbone of economic
growth in all countries. Smaller enterprises
represent a major percentage of private
business and contribute significantly to
employment and GDP in most African
countries (UNIDO, 2009). According to
Ocheni (2015), Small and Medium
Enterprises Make up large of the entire
economy, and they serve as a source of
employment
generation,
innovation,
competition, economic dynamism, which
ultimately lead to poverty alleviation and
national growth. At any rate, tax policy is
one of the factors that constitute these Small
and medium enterprises in the economic
environment.

Udoh (2015) noted Informal economy is a
concept initially introduced by the
International Labour Organization in its
Kenyan Mission study 1972 and has defined
informality as 'a way of doing things' and
characterized by seven drivers; (a) ease of
entry; (b) reliance on indigenous resources;
(c) family ownership; (d) small scale
operations; (e) labour-intensive and adaptive
technologies;
(f)
unregulated
and
competitive markets. Evans Lawrence and
Richard (2016) emphasise that taxation
plays an important role in the development
of every economy and the growth of Small
and Medium Enterprises (SMEs). Especially
in a developing area like sub-Saharan
Africa, the role of SMEs is critical in
pushing the socio-economic development
agenda of the country further. Therefore, the
tax system's alignment and policy to the
specific SME growth needs can be
considered an important agenda for the
policy-makers. The study aimed to explore
the importance of taxation in Nigeria on
small businesses examining the prospects
and challenges.

Udoh (2015) noted that the informal sector
comprises self-employed persons, small and
microenterprises and other forms of
economic activities. Incomes generated by
the operators in the sector, in many cases,
are not officially captured into the tax net of
the States or Nation. According to Andersen
(2018), the micro, small, and medium scale
enterprises, including traders and artisans
belong to the informal sector. Furthermore,
they constitute a significant portion of the
economy.

Atawodi and Ojeka (2012) stated that the
revenue generated from individuals and
businesses' taxation is an essential stream of
income for the government. In an economy
like ours that is struggling to remain afloat,
it is even more important. Tax revenue is
the source of funds used for development
projects such as the provision of
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growth and development is often ignored.
They
are
perceived
as
minute
establishments that have minimal effect on
the state of the economy. Hence, the need to
study to highlight the challenges and
prospect of taxation on SMEs in Nigeria and
its benefits to the Nigerian economy.

1.1 Statement of the problem
The sustainability of small and medium
scale enterprise is a significant concern in
most developing countries. Aremu (2004) is
of the opinion that the promotion of such
enterprises in developing economies like
Nigeria will bring about great distribution of
income and wealth, economic selfdependence, entrepreneurial development
employment and a host of other positive,
economic uplifting factors. According to
Ocheni (2015) Small and Medium
Enterprises make up about 95% of the entire
economy and they serve as source of
employment
generation,
innovation,
competition, economic dynamism which
ultimately leads to poverty alleviation and
national growth. Most SMEs in Nigeria die
within their first five years of existence. A
smaller percentage goes into extinction
between the sixth and tenth year while only
about five to ten per cent survive, thrive and
grow to maturity (Agu 2014). Ocheni
(2015) noted that some factors responsible
for these untimely close-ups are tax-related
issues, ranging from taxations to enormous
tax burdens, multiplicity of taxes. Therefore,
in dealing with small and medium
enterprises, these unique qualities need to be
considered. According to Atijosan (2014),
another problem faced with SMEs in
Nigeria is that the levying of taxes for these
enterprises, in particular, issues that need to
be considered are how these tax policies can
be designed to bolster the growth of Small
businesses and the most effective ways to
administer them. Findings revealed that high
tax rates and complex filing procedures are
the most crucial factors causing SMEs' noncompliance. Other factors like multiple
taxations and lack of proper enlightenment
affect tax compliance among the SMEs
surveyed only to a lesser extent. (Atawodi &
Ojeka, 2012). The importance of Small
businesses as a mechanism of economic

Against the above background, the broad
objective of this paper is to explore the
importance of taxation in Nigeria on small
businesses examining the prospects and
challenges in relation to the Nigerian
economy.
2.0
Literature Review
According to World Bank (2000), taxes are
compulsory transfer of resources to the
government from the rest of the economy; it
was also made known that no single tax
structure can meet every country's
requirements. The best system for any
country should be determined considering
its economic structure, its capacity to
administer taxes, its public service needs,
and many other factors. Nonetheless, one
way to get an idea of what matters in tax
policy is to look at what taxes exist worldwide. Taxation is one among other sources
of revenue generation of any government to
enable her meet the need of the citizens
some of which have been mentioned above.
In French laws, public force and
administrative running expenses are the
purpose of taxation in Public Finance
General Directorate (2009). Akintoye and
Tashie (2013) maintained that tax revenue is
needed to enable the execution of public
expenditure. It is important to note that the
government has order means of generating
revenue, including borrowing, foreign aids
etc. Since public expenditure can be
executed by taxation, public goods
consumption should be equal among
citizens. In developing countries, taxation
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Ajibade, Ayodele, Ayodele, & Adeniji. Taxation and small business…

has become a punitive levy on low-income
taxpayers who constitute the larger
proportion of the tax net as they are
deprived of equal benefit of the facilities.
The tax system in Nigeria constitute the tax
policy, the tax laws and the tax
administration. All of these are expected to
work together in order to achieve the
economic goal of the nation. (Presidential
Committee on National tax policy 2016),
Atawodi and Ojeka (2012) explained that,
the choice of tax policy to employ depends
on using one or both two groups of
instruments. The first is special tax
preferences and the other incentives to
support start-up and growth of small
companies (Atawodi & Ojeka, 2012). These
incentives include lowering corporate
income tax rates, special tax exemptions or
tax holidays, and relieve for small
businesses. The underlying reason for all
these is to effectively raise revenue through
measures that suit a country's circumstances
and administrative capacity (Atawodi &
Ojeka, 2012).

estimate for the global economic
contribution (ACCA 2010). Statistics rarely
deny the influence of SMEs on GDP. For
example, in 2006/7, the contribution of
SMEs to India's GDP was only around 6%.
Thus, SMEs' output accounted for about
40% of the industrial production and 40% of
all exports (Ghatak 2010).
2.1
Theoretical Review
2.1.1 The Planned Behavior Theory
The Planned Behavior Theory developed by
Ajzen (1991) is one of the attitude theories
applied in several of behaviours. It was
stated that the Planned Behavior Theory is
one of the models of social psychology that
is often used to predict behaviour. The
Planned Behavior Theory is a good
predictor of behavior because it is balanced
by carrying out the behavior. Thus, the
researchers use the Planned Behavior
Theory to explain phenomena or factors that
affect SMEs' tax compliance. In the Planned
Behavior Theory, behavior acted by the
individual arises because of the intention to
behave. The rising of intention to behave is
determined by three factors, namely: (1)
attitude toward the behavior; (2) the
subjective norm; and (3) the perception of
controlled behavioural (Ajzen, 1991).
Hanno and Violette (1996) studied tax
compliance and found that the attitude and
subjective
norm
positively
affected
intentions and behavior of tax compliance.
Blanthorne (2000) improved the Planned
Behavior Theory by adding the ethic
variables to examine two individual
taxpayers groups' tax compliance behaviour.
The first group was individual taxpayers
that had an opportunity to disobey, and
another group was individual taxpayers that
did not have an opportunity to disobey.
Blanthorne (2000) could not prove that
attitudes influenced the tax compliance
intentions. From this study, it was found

There are many success stories in the world
where the adoption of an appropriate
strategy for establishing and promoting
SMEs has given impressive results in
economic growth (Steensma, Marino and
Weaver 2000). Elisabeth and Lefebvre
(2001) have shown the impact of SMEs'
innovative capabilities as the primary
determinant on export performance. All the
technological capabilities of SMEs are
positive and significantly correlated with
exports. The data show that SMEs are vital
to the economic health worldwide in
countries with high-income economies and
low-income. SMEs are adversely affected
by the global financial crisis of the year
2008. The contribution of SMEs to GDP is
important. SMEs account for 52% of the
private sector's value, which is a reasonable
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that the influence of the surrounding people
(subjective norms) and perception of
controlled behavioral affected negatively to
the tax compliance intentions. Comparative
Treatment: The comparative treatment
model was established based on the equity
and positive theory that addressing
inequities in the exchange relationship
between government and Taxpayers would
improve compliance (McKerchar and
Evans, 2009). One of the things that have to
be considered in the implementation of tax
in the country was justice. This is because
psychologically, the Community recognized
that the tax is a burden. Therefore, of
course, people needed certainty that they got
fair treatment in the state's imposition and
collection of taxes. It did not aim to obstruct
the operating of the existed tax system. This
assessment was probably to affect the
assessment of citizen and how citizens saw
each other (D 'Arcy, 2011).

identification was managed. This study
would be hinged on this theory of political
legitimacy which seems to be in line with
enlisting taxpayers trust in government,
bringing about improved tax payments. On
the other hand, the theory emphasizes the
need for government to exhibit voice and
accountability by giving room for the voice
of the citizens to be heard and also be
accountable to the citizen equally;
Effectives in the area of provision of basic
public goods and formulation of policies
that will in great measure affect positively
the well-being of the citizens; Regulatory
quality is also expected to be in place in the
formulation and implementation of good
regulation for the citizens towards having a
better society.
In addition, government is also expected to
uphold rule of law and entrench political
stability to empower its various institutions
and shun corrupt practices thereby enlisting
citizens’ trust in the government. Political
legitimacy theory underpins the cause of the
study because of its bidirectional role played
in the relationship between institutional
quality and tax revenue in Nigeria.

2.1.2 Political Legitimacy Theory
The theory emphasizes the need for
government to exhibit voice and
accountability by giving room for the voice
of the citizens to be heard and being
accountable equally; Effective in the area of
provision of basic public goods and
formulation of policies that will in great
measure affect the well-being of the citizens
positively. This affects the survival of SMEs
(Kirchler et al., 2008 cited in Syadullah and
Wibowo, 2015). Legitimacy could be
termed as a belief or confidence to
governments, institutions, and social
arrangements that should be suitable,
accurate, fair, and work for the society's
goodness. After independence, African
countries stressed national development for
ethnic identity has been more successful
than those who permitted the major ethnic
hatred politics. Political scientists discussed
how the legitimacy of political and civil

4.1
Challenges of SMEs
There are many threats affecting SMEs and
stunt their growth. However, there are some
peculiar problems relating to specific
countries. However, the challenges SMEs
face in different countries and geopolitical
divisions are the same. According to
Organization for Economic Co-operation
and Development (OECD) (2004), a survey
was conducted on Turkish SMEs. Results
showed
that
SMEs
suffered
the
consequences of policy inconsistency, poor
access to finance, insufficient know-how
and low level of technology, and so many
others. Ocheni (2015) stated that given the
place occupied by the SMEs in Nigeria's
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industrial sector, it is expected that the
success of the Nigerian economy would be
partly dependent on the success of the
SMEs. Muritala, Awolaaja, and Bako
(2013) investigate Small and Medium
Enterprises as a veritable economic growth
tool and development tool. A survey method
was used to gather data from 200
SME/Entrepreneurial officers and Managers
from five selected local government in
Nigeria, namely; Ijebu North, Yewa South,
Sagamu, Odeda and Ogun Waterside Local
government. Data were collected with a
structured questionnaire and analyzed with
several descriptive statistics to identify the
perception of SMEs' roles in Nigeria.
Therefore, the study results reveal that the
most common constraints hindering small
and medium scale business growth in
Nigeria are lack of financial support, poor
management, corruption, lack of training
and experience, poor infrastructure,
insufficient profits, and low demand for
product and services.

three tiers of government in Nigeria. Agwu
(2014) stated that the multiplicity of tax had
become a major problem, especially given
the role of tax consultants and agents hired
by local governments. They are often crude
in their operation, excessive in their
assessment and destructive in their
relationship with the production process.
They tax everything in their bid to generate
revenue without considering the net effect
on household incomes and employment;
similarly, Atawodi and Ojeka (2012)
researched factors that affect tax
compliances among SMEs in the North, and
findings revealed that tax compliance
among SMEs is poor. Therefore, this study
was conducted using SMEs in Zaria, NorthCentral Nigeria to evaluate and rank the
factors that encourage non-compliance with
SMEs' tax obligation. It was found that high
tax rates and complex filing procedures are
the most crucial factors causing noncompliance of SMEs. Other factors like
multiple taxations and lack of proper
enlightenment affect tax compliance among
the SMEs surveyed only to a lesser extent.

Ocheni (2015) studied the impact analysis
of tax policy, and the performance of small
and medium scale enterprises in the
Nigerian economy. Results revealed no
significant difference in the mean opinion
scores of managers and accountants on the
best tax policy that encourages tax
compliance by SMEs in Nigeria. It was also
revealed that there is no significant
difference in the mean opinion scores of
managers and accountants of the
implications of tax policy on SMEs growth.
The paper, therefore, recommended that for
Small and Medium Enterprises to get better
equipped, have enough funds and survive in
a competitive market, the rate of tax levied
on the small business should be lower; The
rate of tax incentives and exemptions which
serve as catalysts and bait for attracting
investors should be highly increased by the

4.2
SMEs and Economic Growth
According to Twesige and Gasheja (2019),
in a bid to stimulate the growth of SMEs,
several countries have used tax incentives
for both investors and listing firms to
promote activity on SME boards. Investors'
tax incentives are the more common
approach, particularly in advanced markets
(Mintz & Chen, 2011). Poland adopted the
policy of encouraging investment in shares
of SMEs through removing so-called "backend" taxes, which are the taxes applied to
profits made when selling a security.
(Twesige & Gasheja 2019) According to
Ademola, Samuel, and Ifedolapo (2012),
small scale enterprises are catalysts for
catalysts for the world’s economic growth
and development which have dominated the
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industrial sector of both developed and
underdeveloped countries. Aruwa (2013)
believed that Nigeria's industrial sector is
dominated by small and medium scale
enterprises (SMEs) which accounts for 90%
in terms of the number of enterprises, as
compared with other developed countries
where more than 98% of all their enterprises
belong to SME sector, about 80% of the
total industrial labour force in Japan is
SME, 50% in Germany, 46% in USA are
employed in smaller firms. SMEs are the
main indicators of a country's economic
development. Myslimi and Kacani (2016)
opined that SMEs have a significant impact
on the social development. SMEs create
jobs, compete with big enterprises, become
part of the global market, contribute to
poverty alleviation in developing countries,
boost exports and reduce imports.
Udechukwu (2013), in a similar vein,
viewed the SME sector as a crucial sector
that will enhance the private sector's
contributions and provide the critical
building blocks for industrialization and
sustainable economic growth. SMEs
broaden the base of participation in society,
decentralize economic power and give
people a stake in the society's future
(Williams, 2016). By creating employment,
the disposable incomes will rise further,
contributing to the increase of the social
standards. Consumption will also increase,
impacting positively on the national
incomes (Keskin, Dhe Senturk 2010). SMEs
have also been recognized as a channel for
improving domestic markets' efficiency and
making productive use of scarce resources,
thus facilitating long-term economic growth
in emerging countries (Aryeetey & Ahene,
2014).

dominate the world economy in terms of
employment. Given that SMEs enhance
competition, promote efficiency, innovation,
and productivity, SMEs' government
support can help countries reap social
benefits. The SMEs subsidy can help to
reduce poverty. But it could not be
diminished the value that large enterprises
have in economic growth.

Furthermore, in light of SMEs' impact on
the economic growth of a country, Myslimi
and Kacani (2016) stated that SMEs
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