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SERIES 4 Double Taxation, Treaties, and Relief Mechanisms 

SERIES 5 Comparative Perspectives on Nigeria’s Tax System 

 

Series 1 Foundations of Foreign Tax Systems 

Part 1: Overview of Foreign Tax Systems 

1.1 Definition and scope of foreign taxation 

1.2 Key features of foreign tax regimes 

1.3 Importance of foreign tax systems in international business 

Part 2: Principles of Tax Jurisdiction 

2.1 Residence-based taxation 

2.2 Source-based taxation 

2.3 Territorial and worldwide systems 

Part 3: Comparative Structures of Foreign Tax Systems 

3.1 Developed economies 

3.2 Developing economies 

3.3 Emerging trends and reforms 

 

Introduction 

Foreign taxation is a cornerstone of international business and global trade. As companies 

expand across borders, they encounter diverse tax regimes that shape investment decisions, 

influence competitiveness, and determine how profits are allocated. A clear grasp of these 

systems is vital for anyone studying international taxation. 
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The aim of this Series is to provide you with a solid foundation in foreign tax systems, equipping 

you with the knowledge to identify their structures, principles, and comparative features. 

We shall commence this Series by defining foreign taxation and examining its scope and 

significance. Next, we will explore the principles of tax jurisdiction, focusing on residence-based 

and source-based approaches as well as territorial and worldwide systems. Finally, we will 

conclude by comparing foreign tax structures in developed and developing economies, while 

also considering emerging reforms and trends. 

Series Learning Outcomes 

Upon completing this Series, you should be able to: 

SLO 1.1 define the concept and scope of foreign taxation, 

SLO 1.2 explain the key features of foreign tax regimes, 

SLO 1.3 analyse the principles of tax jurisdiction including residence-based and source-

based taxation, 

SLO 1.4 evaluate the differences between territorial and worldwide tax systems, and 

SLO 1.5 compare foreign tax structures across developed and developing economies. 

 

1.1 Overview Of Foreign Tax Systems 

1.1.1 Definition and scope of foreign taxation 

Foreign taxation refers to the system of levying and collecting taxes by a country on income, 

profits, or transactions that involve foreign elements such as non-resident individuals, 

multinational corporations, or cross-border trade. It encompasses rules and regulations that 

determine how foreign entities are taxed when they operate within a jurisdiction. The scope of 

foreign taxation includes direct taxes such as corporate income tax and indirect taxes such as 

value-added tax on imported goods. 

Foreign taxation ensures that governments capture revenue from economic activities linked to 

their territory, even when the actors are not domestic. This is particularly important in today’s 

globalised economy where businesses and individuals frequently cross borders. 

Fill in the blank: Foreign taxation refers to the system of ______ and collecting taxes by a 

country on income, profits, or transactions involving foreign elements. 
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Figure 1.1 Scope of foreign taxation 

 

1.1.2 Key features of foreign tax regimes 

Foreign tax regimes are characterised by several features. First, they establish tax jurisdiction, 

which defines the authority of a country to impose taxes on income or transactions. Second, they 

specify tax residency, which determines whether an individual or corporation is considered a 

resident for tax purposes. Third, they outline taxable sources of income, such as profits earned 

within the country or income remitted from abroad. 

Another important feature is the existence of tax treaties, which are agreements between 

countries to avoid double taxation and promote international trade. These treaties often include 

clauses on information exchange, dispute resolution, and relief mechanisms. 
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Fill in the blank: A foreign tax regime is characterised by tax jurisdiction, tax residency, and 

______ sources of income. 

Table 1.1 Key features of foreign tax regimes 

 

 

Feature 
Residence-Based 

Regime 

Source-Based 

(Territorial) Regime 

Citizenship-Based 

Regime 

Jurisdiction 

Basis 

Focuses on the Nexus 

with the Person. 

Focuses on the Nexus with 

the Land/Activity. 

Focuses on the Nexus 

with Legal Status. 

Scope of 

Taxation 

Worldwide Income: 

Residents are taxed on 

income earned both 

locally and abroad. 

Local Income Only: Tax is 

only levied on income 

generated within the 

country's borders. 

Worldwide Income: 

Citizens are taxed 

regardless of where 

they live or where they 

earn money. 

Residency 

Rule 

Usually determined by 

physical presence (e.g., 

the 183-day rule). 

Residency is often 

irrelevant; what matters is 

the location of the 

economic activity. 

Citizenship status 

(passport) is the 

primary trigger, 

regardless of residency. 

Income 

Source Rule 

Foreign income is 

included but often 

eligible for Foreign 

Tax Credits to prevent 

double taxation. 

Foreign-sourced income is 

generally exempt from local 

taxation. 

Foreign income is fully 

taxable, but often offset 

by exclusions or 

credits. 

2026 

Example 

Nigeria, UK, USA (for 

residents): A Nigerian 

resident paying tax on 

Lagos rent and London 

dividends. 

Hong Kong, Singapore, 

Kenya (partially): A 

business only paying tax on 

profits made within that 

city-state. 

USA (for citizens), 

Eritrea: A US citizen 

living in Abuja must 

still file taxes with the 

US IRS. 

 

1.1.3 Importance of foreign tax systems in international business 
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Foreign tax systems are vital because they influence decisions on investment, trade, and 

corporate structuring. For instance, a multinational company may choose to establish operations 

in a country with favourable tax policies to reduce its overall tax burden. Similarly, investors 

often consider tax implications before entering foreign markets. 

Foreign taxation also affects cross-border trade by determining duties, tariffs, and indirect taxes. 

Furthermore, it plays a role in preventing tax evasion, which is the illegal practice of avoiding 

taxes, and tax avoidance, which is the legal structuring of transactions to minimise tax liability. 

Fill in the blank: Foreign tax systems influence decisions on ______, trade, and corporate 

structuring. 

Box 1.1 Importance of foreign tax systems in international business 

 

 

Selection 

Factor 
Old Strategy (Pre-2024) New Strategy (2026+) 

Primary Goal 
Minimize the "Headline" Tax 

Rate. 
Optimize the "Effective" Tax Rate (ETR). 

Incentive Type Tax Holidays/Exemptions. 
Cash Grants & QRTCs (Substance-

based). 

Compliance Minimal reporting; secrecy. 
Full CbCR (Country-by-Country 

Reporting). 

Location 

Driver 
Lowest cost jurisdiction. 

Best infrastructure & regulatory 

stability. 

 

Pilot questions 1.1 

Foreign taxation refers to the system of levying and collecting taxes on: 

Domestic-only transactions 

Transactions involving foreign elements 

Non-taxable income 

Local government revenue 
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Which of the following is a key feature of foreign tax regimes? 

Tax residency 

Tax treaties 

Tax jurisdiction 

All of the above 

Foreign tax systems are important in international business because they: 

Influence investment decisions 

Affect trade flows 

Prevent tax evasion and avoidance 

All of the above 

Tax treaties are designed to: 

Increase double taxation 

Avoid double taxation 

Eliminate corporate income tax 

Reduce domestic tax rates 

The scope of foreign taxation includes: 

Direct taxes only 

Indirect taxes only 

Both direct and indirect taxes 

None of the above 

 

1.2 Principles Of Tax Jurisdiction 

2.1 Residence-based taxation 

Residence-based taxation is a system where individuals or corporations are taxed based on their 

residence status in a country, regardless of where the income is earned. A resident is typically 

defined by factors such as physical presence, domicile, or incorporation. Under this system, 

residents are liable to pay tax on their worldwide income, while non-residents are taxed only on 

income sourced within the country. 

This principle ensures that residents contribute to the national revenue since they benefit from 

public services and infrastructure. However, it can lead to double taxation if the same income is 

taxed both in the country of residence and the country of source. 

Fill in the blank: Residence-based taxation requires residents to pay tax on their ______ income. 
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Figure 1.2 Residence-based taxation system 

 

2.2 Source-based taxation 

Source-based taxation is a system where income is taxed in the country where it is generated, 

regardless of the taxpayer’s residence. For example, if a non-resident earns profits from business 

activities in a country, that country has the right to tax the income. 

This principle is important because it ensures that countries benefit from economic activities 

taking place within their borders. It is particularly relevant for multinational corporations and 

foreign investors. However, it can also create conflicts with residence-based taxation systems, 

leading to double taxation. 
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Fill in the blank: Source-based taxation imposes tax on income generated within a country, 

regardless of the taxpayer’s ______. 

Plate 1.1 Source-based taxation in practice 

 

2.3 Territorial and worldwide systems 

Countries adopt different approaches to taxation, broadly classified into territorial systems and 

worldwide systems. A territorial system taxes only income earned within the country’s borders, 

exempting foreign-sourced income. This encourages businesses to expand internationally 

without fear of double taxation. 
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In contrast, a worldwide system taxes residents on all income, regardless of where it is earned. 

While this ensures fairness and comprehensive revenue collection, it may discourage 

international expansion unless tax treaties or credits are available to mitigate double taxation. 

Fill in the blank: A territorial system taxes only income earned ______ the country’s borders. 

Table 1.2 Comparison of territorial and worldwide tax systems 

 

 

Feature Territorial (Source-Based) System Worldwide (Residence-Based) System 

Basic 

Definition 

Taxes are levied only on income 

generated within the country's 

borders. 

Residents are taxed on their total 

income, regardless of where in the 

world it is earned. 

Primary 

Focus 

The location of the economic 

activity (Nexus with the land). 

The residency or citizenship of the 

taxpayer (Nexus with the person). 

Foreign 

Income 

Generally exempt from domestic 

taxation. 

Subject to domestic tax, often with 

credits for taxes paid abroad. 

Taxpayer 

Goal 

To attract foreign investment by not 

taxing "offshore" profits. 

To ensure horizontal equity (residents 

with the same total income pay the same 

tax). 

Key 

Advantage 

Simplicity and increased 

competitiveness for multinational 

firms. 

Prevents "tax base erosion" by capturing 

profits shifted overseas. 

Common 

Examples 

Hong Kong, Singapore, France 

(mostly), and Panama. 

United States, Nigeria, UK, and South 

Africa. 

 

Pilot questions 1.2 

Residence-based taxation requires residents to pay tax on: 

Domestic income only 
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Worldwide income 

Foreign income only 

Non-taxable income 

Source-based taxation imposes tax on: 

Income generated abroad 

Income generated within the country 

Non-resident income only 

None of the above 

Which of the following is a feature of territorial taxation? 

Taxes worldwide income 

Exempts foreign-sourced income 

Taxes only residents 

Taxes only corporations 

A worldwide taxation system taxes: 

Domestic income only 

Foreign income only 

All income regardless of source 

Non-resident income only 

Double taxation may occur when: 

Residence-based and source-based systems overlap 

Only territorial systems are applied 

Tax treaties are ignored 

None of the above 

 

1.3 Comparative Structures Of Foreign Tax Systems 

3.1 Developed economies 

Developed economies often have well-established and sophisticated tax systems. These systems 

are characterised by progressive taxation, where tax rates increase as income levels rise, and by 

comprehensive enforcement mechanisms to ensure compliance. Developed countries also tend to 

rely heavily on direct taxes, such as corporate and personal income taxes, supported by 

advanced administrative structures. 
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In addition, developed economies frequently engage in international tax cooperation, signing 

multiple tax treaties to avoid double taxation and to promote transparency. Their tax systems are 

designed to balance revenue generation with economic growth, ensuring fairness and stability. 

Fill in the blank: Developed economies often rely heavily on ______ taxes, such as corporate and 

personal income taxes. 

Table 1.3 Features of tax systems in developed economies 

 

 

Feature 
Description in Developed 

Economies 
2026 Policy Context 

Direct Tax 

Reliance 

High reliance on Personal 

Income Tax (PIT) and Social 

Security Contributions (SSC). 

Direct taxes typically account for over 

50% of total tax revenue in OECD 

states. 

Progressivity 

Use of graduated tax brackets 

where the Marginal Tax Rate 

increases with income. 

A key tool for reducing income 

inequality; the top 10% of earners often 

pay the majority of PIT. 

Tax-to-GDP 

Ratio 

Typically high, ranging from 

30% to 45%. 

Reflects a "Big State" model with 

extensive public services and social 

safety nets. 

Base Broadening 

Systems favor a "Broad Base, 

Low Rate" approach to 

minimize economic distortions. 

Minimizing "tax expenditures" 

(loopholes) ensures that the effective tax 

rate stays close to the statutory rate. 

Administrative 

Efficiency 

High levels of digitalization and 

pre-filled tax returns. 

Real-time data sharing between banks 

and the tax authority (e.g., via the OECD 

Common Reporting Standard) reduces 

evasion. 

Corporate 

Strategy 

Shift toward the Global 

Minimum Tax (15%) under 

Pillar Two. 

Developed nations focus on "Substance" 

over "Tax Competition," discouraging 

the use of offshore havens. 
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3.2 Developing economies 

Developing economies often face challenges in building efficient tax systems. Their systems 

may rely more on indirect taxes, such as customs duties and value-added tax, because these are 

easier to administer compared to direct taxes. Weak enforcement mechanisms and limited 

administrative capacity can lead to issues such as tax evasion and under-collection of revenue. 

Developing economies also tend to have narrower tax bases, meaning fewer individuals and 

corporations are captured within the system. This can hinder economic growth and reduce 

government revenue for public services. However, many developing countries are reforming 

their tax systems to broaden the tax base and improve compliance. 

Fill in the blank: Developing economies often rely more on ______ taxes, such as customs duties 

and value-added tax. 

Box 1.2 Challenges of tax systems in developing economies 

 

 

Challenge Developing Economy Reality Developed Economy Reality 

Primary Revenue 

Source 
Indirect Taxes (VAT, Tariffs). 

Direct Taxes (Income, Social 

Security). 

Informality 
High (40-60%); hard to track 

income. 

Low; most income is reported by 

employers. 

Tax Base 
Narrow; reliant on a few large 

firms. 
Broad; most citizens contribute. 

Administration 
Weak; reliant on manual 

audits/ports. 

Strong; high levels of digital 

automation. 

 

3.3 Emerging trends and reforms 

Across both developed and developing economies, there are emerging trends aimed at 

modernising tax systems. One major trend is the adoption of digital taxation, which targets 

income generated from online platforms and digital services. Another trend is the push for 

international tax transparency, with countries sharing information to combat tax evasion and 

aggressive tax avoidance. 



 

 LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS 

Reforms also include simplifying tax codes, reducing administrative burdens, and introducing 

incentives to attract foreign investment. These changes reflect the need to adapt tax systems to 

globalisation and technological advancement. 

Fill in the blank: One major emerging trend in taxation is the adoption of ______ taxation, 

targeting online platforms and digital services. 

Figure 1.3 Emerging trends in foreign tax systems 

 

Pilot questions 1.3 

Developed economies often rely on: 
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Indirect taxes 

Direct taxes 

Customs duties only 

None of the above 

Which of the following is a challenge faced by developing economies? 

Narrow tax base 

Weak enforcement mechanisms 

Reliance on indirect taxes 

All of the above 

Emerging trends in taxation include: 

Digital taxation 

International tax transparency 

Simplification of tax codes 

All of the above 

Progressive taxation is a feature of: 

Developing economies 

Developed economies 

Both developed and developing economies 

None of the above 

Tax reforms in developing economies aim to: 

Broaden the tax base 

Improve compliance 

Attract foreign investment 

All of the above 

 

Series Summary 

This Series has introduced you to the foundations of foreign tax systems, highlighting their 

purpose and relevance in international business. We began by defining foreign taxation, 

examining its scope, and identifying the key features of foreign tax regimes. We then explored 

the principles of tax jurisdiction, focusing on residence-based and source-based taxation, as well 

as territorial and worldwide systems. Finally, we compared the structures of foreign tax systems 

in developed and developing economies, while considering emerging trends and reforms. 

By engaging with this Series, you should now be able to define the concept and scope of foreign 

taxation, explain the features of foreign tax regimes, analyse the principles of tax jurisdiction, 
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evaluate territorial and worldwide systems, and compare tax structures across different 

economies. These skills directly align with the Series Learning Outcomes and provide you with a 

strong foundation for understanding international taxation. 

Glossary of Terms 

Foreign taxation: The system of levying and collecting taxes on income, profits, or 

transactions involving foreign elements such as non-resident individuals or multinational 

corporations. 

Indirect taxes: Taxes imposed on goods and services, such as customs duties and value-

added tax, often easier to administer than direct taxes. 

Progressive taxation: A system where tax rates increase as income levels rise, ensuring 

fairness in revenue collection. 

Residence-based taxation: A system where residents are taxed on their worldwide income, 

while non-residents are taxed only on income sourced within the country. 

Source-based taxation: A system where income is taxed in the country where it is 

generated, regardless of the taxpayer’s residence. 

Tax avoidance: The legal structuring of transactions to minimise tax liability. 

Tax evasion: The illegal practice of avoiding taxes by concealing income or misrepresenting 

information. 

Tax jurisdiction: The authority of a country to impose taxes on income or transactions. 

Tax residency: The status that determines whether an individual or corporation is considered 

a resident for tax purposes. 

Tax treaties: Agreements between countries designed to avoid double taxation and promote 

international trade. 

Territorial taxation: A system where only income earned within a country’s borders is 

taxed. 

Worldwide taxation: A system where residents are taxed on all income, regardless of where 

it is earned. 

Concept Check Questions 1 

Objective questions 

Which system taxes residents on their worldwide income? (Linked to SLO 1.3) 

Which type of taxation exempts foreign-sourced income? (Linked to SLO 1.4) 

Which of the following is a key feature of foreign tax regimes: tax jurisdiction, tax residency, 

or tax treaties? (Linked to SLO 1.2) 

Short-answer questions 

4. Define foreign taxation and explain its scope. (Linked to SLO 1.1) 

5. Explain why developing economies often rely more on indirect taxes. (Linked to SLO 1.5) 

Long-answer questions 

6. Analyse the differences between residence-based and source-based taxation, highlighting 

potential challenges of double taxation. (Linked to SLO 1.3) 
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Basic response: Describe each system and explain how double taxation may occur. 

Value-added response: Provide examples of how tax treaties resolve conflicts between 

residence-based and source-based taxation. 

Evaluate the comparative structures of tax systems in developed and developing economies, 

and discuss emerging reforms. (Linked to SLO 1.5) 

Basic response: Summarise the reliance on direct versus indirect taxes and enforcement 

mechanisms. 

Value-added response: Discuss how digital taxation and international transparency are 

shaping reforms globally. 

Answers to Concept Check Questions 1 

Objective questions 

Residence-based taxation (SLO 1.3) 

Territorial taxation (SLO 1.4) 

All of the above (SLO 1.2) 

Short-answer questions 

4. Foreign taxation is the system of levying and collecting taxes on income, profits, or 

transactions involving foreign elements. Its scope includes direct taxes such as corporate income 

tax and indirect taxes such as value-added tax on imported goods. (SLO 1.1) 

5. Developing economies often rely more on indirect taxes because they are easier to administer, 

require less complex enforcement mechanisms, and capture revenue from consumption rather 

than income. (SLO 1.5) 

Long-answer questions 

6. 

Basic response: Residence-based taxation taxes residents on worldwide income, while 

source-based taxation taxes income where it is generated. Double taxation may occur 

when the same income is taxed both in the country of residence and the country of 

source. 

Value-added response: Tax treaties often resolve these conflicts by providing relief 

mechanisms such as credits or exemptions, ensuring that income is not taxed twice. 

Basic response: Developed economies rely on direct taxes and have strong enforcement 

mechanisms, while developing economies rely more on indirect taxes and face challenges 

such as narrow tax bases and weak enforcement. 

Value-added response: Emerging reforms include digital taxation, international 

transparency, and simplification of tax codes, which aim to modernise tax systems and 

adapt them to globalisation and technological change. 
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Answers to Pilot Questions 1 

Part 1.1: 1-b, 2-d, 3-d, 4-b, 5-c 

Part 1.2: 1-b, 2-b, 3-b, 4-c, 5-a 

Part 1.3: 1-b, 2-d, 3-d, 4-b, 5-d 

References and Attributions 1 

Suggested illustration sources: 

Figure 1.1 Scope of foreign taxation: AI-generated prompt “Create a simple 

diagram showing domestic taxation versus foreign taxation, highlighting resident 

and non-resident taxpayers.” 

Table 1.1 Key features of foreign tax regimes: AI-generated prompt “Generate a 

table comparing jurisdiction, residency, and income source rules in foreign tax 

regimes.” 

Plate 1.1 Source-based taxation in practice: AI-generated prompt “Generate an 

illustration showing a foreign company taxed in the country where profits are 

earned.” 

Table 1.2 Comparison of territorial and worldwide tax systems: AI-generated 

prompt “Create a table comparing territorial and worldwide taxation systems, 

including definitions and examples.” 

Table 1.3 Features of tax systems in developed economies: AI-generated prompt 

“Create a table summarising features of tax systems in developed economies, 

including progressive taxation and reliance on direct taxes.” 

Box 1.2 Challenges of tax systems in developing economies: AI-generated prompt 

“Create a text box case study showing challenges of tax systems in developing 

economies, including reliance on indirect taxes.” 

Figure 1.3 Emerging trends in foreign tax systems: AI-generated prompt “Create a 

diagram showing emerging trends in foreign tax systems, including digital 

taxation and transparency.” 

Suggested search strings for OER sourcing: 

“scope of foreign taxation diagram OER” 

“foreign tax regime features table OER” 

“source-based taxation illustration OER” 

“territorial vs worldwide taxation table OER” 

“developed economies tax system features OER” 

“developing economies tax system challenges OER” 

“emerging trends in taxation diagram OER” 

 

 

TAX324 Series 2 Business Presence, Transfer Pricing, And Expense 

Allocation 
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Part 1: Business Presence And Place Of Business 

1.1 Definition of business presence 

1.2 Determining place of business in taxation 

1.3 Implications for multinational enterprises 

Part 2: Transfer Pricing Principles 

2.1 Definition and importance of transfer pricing 

2.2 Methods of determining transfer prices 

2.3 Challenges and compliance issues 

Part 3: Allocation Of Expenses 

3.1 Principles of expense allocation in cross-border transactions 

3.2 Direct versus indirect expense allocation 

3.3 Tax implications of expense allocation 

 

Introduction 

In international taxation, the concepts of business presence, transfer pricing, and expense 

allocation are central to how profits and costs are distributed across borders. Multinational 

enterprises often operate in multiple jurisdictions, and tax authorities must determine where 

business activities are located, how transactions between related entities are priced, and how 

expenses are fairly allocated. 

The aim of this Series is to provide you with a clear understanding of how business presence is 

established, how transfer pricing is applied, and how expenses are allocated in cross-border 

transactions. 

We shall commence this Series by examining the meaning of business presence and how the 

place of business is determined for taxation purposes. Next, we will explore the principles of 

transfer pricing, including methods of determining transfer prices and the challenges of 

compliance. Finally, we will conclude by studying the allocation of expenses, distinguishing 

between direct and indirect costs, and considering their tax implications. 

Series Learning Outcomes 

Upon completing this Series, you should be able to: 

SLO 2.1 define business presence and explain how the place of business is determined for 

taxation purposes, 

SLO 2.2 describe the principles and importance of transfer pricing in international taxation, 

SLO 2.3 analyse methods of determining transfer prices and evaluate compliance challenges, 

SLO 2.4 explain the principles of expense allocation in cross-border transactions, and 

SLO 2.5 distinguish between direct and indirect expense allocation and assess their tax 

implications. 
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2.1 Business Presence And Place Of Business 

2.1.1 Definition of business presence 

Business presence refers to the recognition of a company’s operations within a jurisdiction for 

tax purposes. It is established when a business has a physical or economic footprint in a country, 

such as offices, factories, or significant commercial activities. Tax authorities use this concept to 

determine whether a company should be subject to local taxation. 

A business presence is not limited to physical structures. It may also include digital operations, 

agents acting on behalf of the company, or repeated transactions that demonstrate continuity. 

Fill in the blank: Business presence is established when a company has a physical or ______ 

footprint in a country. 
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Figure 2.1 Elements of business presence 

 

2.1.2 Determining place of business in taxation 

The place of business is the location where a company’s core operations are carried out and 

where it is legally recognised for tax purposes. Tax authorities often consider factors such as the 

location of management, decision-making centres, and permanent establishments. 

A permanent establishment is a fixed place of business through which a company conducts its 

operations, such as a branch office or factory. This concept is crucial in international taxation 

because it determines whether a foreign company is liable to pay tax in a host country. 
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Fill in the blank: A permanent establishment is a fixed place of business through which a 

company ______ its operations. 

Table 2.1 Criteria for determining place of business 

 

 

Category Specific Criteria 2026 Practical Marker 

Fixed Place of 

Business 

Physical & 

Temporal 

Permanence 

A fixed location (office, factory, workshop) used 

for >6 months. 

Management 

Location (POEM) 

Place of 

Substantive 

Decisions 

Where the Board of Directors meets or where 

senior management habitually makes key 

commercial decisions. 

Agency Presence 
Dependent Agent 

Status 

An agent in the country who has—and habitually 

exercises—the authority to conclude contracts in 

the name of the foreign company. 

Project-Based 

Presence 
The "Time Test" 

Construction, building, or installation projects 

exceeding a specific duration (typically 6 to 12 

months depending on the treaty). 

Digital/Economic 

Presence 

Significant 

Economic Presence 

(SEP) 

Reaching a revenue or user-base threshold in the 

country even without a physical office (e.g., 

streaming services). 

Natural Resource 

Sites 

Exploitation 

Presence 

Mines, oil/gas wells, or quarries where natural 

resources are extracted. 

 

2.1.3 Implications for multinational enterprises 

For multinational enterprises (MNEs), establishing business presence and place of business 

has significant tax implications. If an MNE is deemed to have a permanent establishment in a 

country, it may be required to pay corporate income tax on profits attributable to that 

establishment. 
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This affects how companies structure their operations globally. Many MNEs seek to minimise 

tax liabilities by carefully choosing locations for headquarters, subsidiaries, and branches. 

However, tax authorities are increasingly vigilant, ensuring that companies do not exploit 

loopholes to avoid taxation. 

Fill in the blank: Multinational enterprises may be required to pay corporate income tax on 

profits attributable to a ______ establishment. 

Box 2.1 Tax implications for multinational enterprises 

 

 

Risk Factor Strategy for MNEs 

Duration of Stay Monitor "Time Tests" (e.g., 183 days) for service and construction projects. 

Remote Work 
Ensure employees working from home in Nigeria don't exceed 50% of 

their time or perform "core" management roles. 

Agency 

Agreements 

Avoid giving local "independent agents" the power to habitually sign 

contracts for the foreign parent. 

Intercompany 

Fees 

Ensure management fees charged by the Head Office to the PE are 

documented via a formal Transfer Pricing (TP) study. 

 

Pilot questions 2.1 

Business presence is established when a company has: 

A physical footprint only 

An economic footprint only 

Either a physical or economic footprint 

No footprint at all 

The place of business is determined by: 

Location of management 

Decision-making centres 

Permanent establishments 

All of the above 
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A permanent establishment refers to: 

A temporary office 

A fixed place of business 

A digital transaction 

A tax treaty clause 

Multinational enterprises may be taxed in a host country if they have: 

No operations there 

A permanent establishment 

Only digital presence 

None of the above 

Tax authorities use business presence to: 

Determine liability for local taxation 

Exempt companies from taxation 

Increase indirect taxes only 

Avoid double taxation 

 

2.2 Transfer Pricing Principles 

2.2.1 Definition and importance of transfer pricing 

Transfer pricing refers to the rules and methods for pricing transactions between related entities 

within a multinational enterprise. These transactions may include the sale of goods, provision of 

services, or use of intellectual property. Transfer pricing is important because it determines how 

profits are allocated across different jurisdictions, which directly affects the tax liabilities of the 

enterprise. 

Tax authorities closely monitor transfer pricing to ensure that companies do not manipulate 

prices to shift profits to low-tax jurisdictions. The principle of the arm’s length standard is 

often applied, requiring that transactions between related entities be priced as if they were 

between independent parties. 

Fill in the blank: Transfer pricing determines how ______ are allocated across different 

jurisdictions. 
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Figure 2.2 Transfer pricing and profit allocation 

 

2.2.2 Methods of determining transfer prices 

There are several recognised methods for determining transfer prices. The comparable 

uncontrolled price (CUP) method compares the price charged in a controlled transaction to the 

price charged in a similar uncontrolled transaction. The resale price method begins with the 

resale price to an independent party and subtracts an appropriate gross margin. The cost plus 

method adds an appropriate mark-up to the costs incurred by the supplier of goods or services. 

Other methods include the transactional net margin method (TNMM), which examines the net 

profit margin relative to an appropriate base, and the profit split method, which divides profits 

between related entities based on their contributions. 
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Fill in the blank: The cost plus method adds an appropriate ______ to the costs incurred by the 

supplier. 

Table 2.2 Methods of determining transfer prices 

 

 

Method Type Method Name Core Logic Best Used For... 

Traditional 

Transaction 

CUP (Comparable 

Uncontrolled 

Price) 

Compares the actual price 

of a controlled transaction 

to a similar market 

transaction. 

Commodities (oil, grain), 

standard financial loans, 

and identical hardware. 

Traditional 

Transaction 

Resale Price 

(RPM) 

Starts with the final resale 

price and subtracts a fair 

gross margin for the 

distributor. 

Buy-and-sell distributors 

who do not add significant 

value to the physical 

product. 

Traditional 

Transaction 
Cost Plus 

Takes the supplier's costs 

and adds an appropriate 

mark-up for their effort 

and risk. 

Routine manufacturing, 

R&D services, and shared 

service centers (IT, HR). 

Transactional 

Profit 

TNMM 

(Transactional Net 

Margin) 

Compares the net profit 

margin (relative to 

costs/sales) to that of 

similar independent firms. 

Complex distribution or 

manufacturing where gross 

margin data is unavailable. 

Transactional 

Profit 
Profit Split 

Allocates the combined 

profit of a project based 

on the value each entity 

contributed. 

Highly integrated 

operations or where both 

parties own unique 

"intangibles" (IP). 

 

2.2.3 Challenges and compliance issues 

Transfer pricing presents several challenges for both companies and tax authorities. For 

companies, the complexity of applying the correct method and maintaining documentation can 
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be burdensome. For tax authorities, ensuring compliance and detecting manipulation requires 

significant resources. 

One major compliance issue is the risk of base erosion and profit shifting (BEPS), where 

companies artificially shift profits to low-tax jurisdictions. International organisations such as the 

OECD have developed guidelines to address these issues and promote consistency across 

countries. 

Fill in the blank: One major compliance issue in transfer pricing is the risk of ______, where 

companies shift profits to low-tax jurisdictions. 

Box 2.2 Challenges of transfer pricing compliance 

 

 

Challenge 

Area 

OECD/BEPS 

Guideline 
Practical 2026 Impact 

Intangibles DEMPE Functions 
"Substance" is king; mere contracts are ignored in 

audits. 

Data Integrity CbCR (Action 13) 
Massive transparency; authorities can see your global 

profit footprint. 

Complexity Pillar One & Two 
TP adjustments now interact with the 15% Global 

Minimum Tax. 

Administration Real-Time Audits 
Nigerian NRS uses AI to spot "benchmark outliers" 

immediately. 

 

Pilot questions 2.2 

Transfer pricing refers to: 

Pricing transactions between unrelated entities 

Pricing transactions between related entities 

Pricing only domestic transactions 

None of the above 

The arm’s length principle requires that: 
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Transactions between related entities be priced as if independent 

Companies avoid using transfer pricing 

Tax authorities set all prices 

None of the above 

Which of the following is a recognised transfer pricing method? 

Comparable uncontrolled price (CUP) 

Resale price method 

Cost plus method 

All of the above 

The transactional net margin method (TNMM) examines: 

Gross profit margin 

Net profit margin relative to a base 

Costs incurred by suppliers 

None of the above 

A major compliance issue in transfer pricing is: 

Base erosion and profit shifting (BEPS) 

Excessive reliance on direct taxes 

Lack of indirect taxation 

None of the above 

 

2.3 Allocation Of Expenses 

2.3.1 Principles of expense allocation in cross-border transactions 

Expense allocation refers to the method of distributing costs incurred by a multinational 

enterprise across its different branches or subsidiaries in various jurisdictions. This ensures that 

each entity bears a fair share of expenses relative to the income it generates. Expense allocation 

is important because it directly affects taxable profits and, consequently, the tax liabilities of 

each entity. 

The guiding principle is fairness and accuracy. Expenses must be allocated in a way that reflects 

the economic reality of operations, rather than being manipulated to reduce tax burdens. 

Fill in the blank: Expense allocation ensures that each entity bears a fair share of ______ relative 

to the income it generates. 
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Figure 2.3 Expense allocation in cross-border transactions 

 

2.3.2 Direct versus indirect expense allocation 

Expenses can be categorised as direct expenses or indirect expenses. Direct expenses are costs 

that can be clearly attributed to a specific entity or activity, such as salaries, raw materials, or 

rent for a branch office. Indirect expenses are shared costs that benefit multiple entities, such as 

administrative overheads, research and development, or global marketing campaigns. 

Allocating indirect expenses requires careful consideration to avoid unfair distribution. Common 

methods include allocation based on revenue, headcount, or usage. 
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Fill in the blank: Direct expenses can be clearly attributed to a specific entity, while ______ 

expenses are shared across multiple entities. 

Table 2.3 Direct versus indirect expense allocation 

 

 

Feature Direct Expense Allocation Indirect Expense Allocation 

Definition 

Expenses that can be specifically and 

exclusively traced to a single 

subsidiary or project. 

Expenses that benefit the entire group 

or multiple subsidiaries and cannot be 

easily split. 

Nexus 

Direct Link: There is a one-to-one 

relationship between the cost and the 

revenue generated. 

Shared Benefit: The cost supports 

"overhead" functions that benefit 

various regions. 

Allocation 

Method 

100% Identification: The full invoice 

is charged to the specific entity that 

used the resource. 

Allocation Keys: Costs are split using 

drivers like headcount, revenue, or 

square footage. 

Common 

Examples 

Direct Labor (Salaries): Project 

engineers assigned exclusively to a 

Lagos site. 

Administrative Salaries: Global CEO, 

HR, or Finance teams at the Head 

Office. 

Overhead 

Examples 

Project-Specific Costs: Rent for a 

warehouse used only by a specific 

Nigerian subsidiary. 

General Overheads: Global brand 

advertising, group insurance, or 

accounting software (ERP). 

Tax Scrutiny 

Low, provided the expense is "wholly, 

reasonably, and necessarily" incurred 

for the business. 

High; tax authorities look for 

"management fee" mark-ups and fair 

distribution of group costs. 

 

2.3.3 Tax implications of expense allocation 

Expense allocation has significant tax implications. If expenses are not properly allocated, profits 

may appear artificially inflated or reduced in certain jurisdictions, leading to disputes with tax 
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authorities. Proper allocation ensures compliance with tax laws and prevents accusations of tax 

avoidance. 

Tax authorities often require documentation to justify how expenses are allocated, especially for 

indirect costs. Failure to provide adequate documentation can result in penalties or adjustments 

to taxable income. 

Fill in the blank: Failure to provide adequate documentation for expense allocation can result in 

______ or adjustments to taxable income. 

Box 2.3 Tax implications of expense allocation 

 

 

Offence Type Penalty under NTAA 2025 

Inaccurate/Incomplete Returns ₦100,000 (first month) + ₦50,000 (subsequent months). 

Underpayment of Tax 10% of the tax due + Interest at CBN MPR. 

Failure to File TP 

Documentation 

Daily penalty of ₦500,000 for as long as the default 

continues. 

Virtual Asset Misreporting ₦10,000,000 (initial) + ₦1,000,000 monthly default. 

 

Pilot questions 2.3 

Expense allocation ensures that: 

Each entity bears a fair share of costs 

Profits are artificially reduced 

Tax liabilities are avoided 

None of the above 

Direct expenses include: 

Salaries 

Raw materials 

Rent for a branch office 

All of the above 
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Indirect expenses include: 

Administrative overheads 

Research and development 

Global marketing campaigns 

All of the above 

Improper allocation of expenses may lead to: 

Artificially inflated profits 

Disputes with tax authorities 

Penalties or adjustments 

All of the above 

Tax authorities often require: 

Documentation of expense allocation 

Elimination of indirect expenses 

Reduction of direct expenses 

None of the above 

 

Series Summary 

This Series has explored the essential concepts of business presence, transfer pricing, and 

expense allocation, all of which are central to international taxation. We began by examining 

how business presence and place of business are determined, including the role of permanent 

establishments in establishing tax liability. We then moved on to transfer pricing, where we 

studied its definition, importance, recognised methods, and compliance challenges such as base 

erosion and profit shifting. Finally, we considered the allocation of expenses in cross-border 

transactions, distinguishing between direct and indirect costs and highlighting their tax 

implications. 

By completing this Series, you should now be able to define business presence and explain how 

the place of business is determined, describe the principles of transfer pricing, analyse methods 

of determining transfer prices, explain the principles of expense allocation, and distinguish 

between direct and indirect expenses while assessing their tax implications. These outcomes 

align directly with the Series Learning Outcomes and provide you with practical skills for 

evaluating cross-border taxation issues. 

Glossary of Terms 

Arm’s length standard: A principle requiring that transactions between related entities be 

priced as if they were between independent parties. 
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Base erosion and profit shifting (BEPS): The practice of shifting profits to low-tax 

jurisdictions to reduce tax liabilities. 

Business presence: The recognition of a company’s operations within a jurisdiction for tax 

purposes, based on physical or economic footprint. 

Comparable uncontrolled price (CUP) method: A transfer pricing method that compares 

controlled transactions with similar uncontrolled transactions. 

Cost plus method: A transfer pricing method that adds an appropriate mark-up to the costs 

incurred by the supplier. 

Direct expenses: Costs that can be clearly attributed to a specific entity or activity, such as 

salaries or rent. 

Indirect expenses: Shared costs that benefit multiple entities, such as administrative 

overheads or global marketing campaigns. 

Permanent establishment: A fixed place of business through which a company conducts 

operations, such as a branch office or factory. 

Resale price method: A transfer pricing method that begins with the resale price to an 

independent party and subtracts an appropriate gross margin. 

Transactional net margin method (TNMM): A transfer pricing method that examines net 

profit margins relative to an appropriate base. 

Transfer pricing: Rules and methods for pricing transactions between related entities within 

a multinational enterprise. 

Concept Check Questions 2 

Objective questions 

Business presence is established when a company has either a physical or economic footprint 

in a country. (Linked to SLO 2.1) 

The arm’s length principle requires that transactions between related entities be priced as if 

they were independent. (Linked to SLO 2.2) 

Which of the following is a recognised transfer pricing method: CUP, resale price, cost plus, 

TNMM, or profit split? (Linked to SLO 2.3) 

Short-answer questions 

4. Define permanent establishment and explain its importance in taxation. (Linked to SLO 2.1) 

5. Explain the difference between direct and indirect expenses in cross-border transactions. 

(Linked to SLO 2.5) 

Long-answer questions 

6. Analyse the methods of determining transfer prices and evaluate their strengths and 

weaknesses. (Linked to SLO 2.3) 

Basic response: Describe CUP, resale price, cost plus, TNMM, and profit split methods. 

Value-added response: Discuss how these methods are applied in practice and the 

challenges of compliance. 
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Evaluate the tax implications of expense allocation in multinational enterprises. (Linked to 

SLO 2.4, SLO 2.5) 

Basic response: Explain how improper allocation can inflate or reduce profits and lead to 

disputes. 

Value-added response: Provide examples of documentation requirements and reforms 

aimed at improving fairness in allocation. 

Answers to Concept Check Questions 2 

Objective questions 

Physical or economic footprint (SLO 2.1) 

Transactions priced as if independent (SLO 2.2) 

All of the above (SLO 2.3) 

Short-answer questions 

4. A permanent establishment is a fixed place of business through which a company conducts 

operations, such as a branch office or factory. It is important because it determines whether a 

foreign company is liable to pay tax in a host country. (SLO 2.1) 

5. Direct expenses are costs clearly attributed to a specific entity, while indirect expenses are 

shared costs that benefit multiple entities. (SLO 2.5) 

Long-answer questions 

6. 

Basic response: CUP compares controlled and uncontrolled transactions, resale price 

subtracts gross margin, cost plus adds mark-up, TNMM examines net margins, and profit 

split divides profits based on contributions. 

Value-added response: In practice, CUP is useful when comparable data exists, TNMM is 

widely applied but may oversimplify, and profit split is effective for integrated operations 

but complex to administer. 

Basic response: Improper allocation can inflate or reduce profits, leading to disputes and 

penalties. Proper allocation ensures compliance and fairness. 

Value-added response: Documentation requirements, such as detailed expense reports, are 

essential. Reforms include clearer guidelines and international cooperation to prevent 

manipulation. 

Answers to Pilot Questions 2 

Part 2.1: 1-c, 2-d, 3-b, 4-b, 5-a 

Part 2.2: 1-b, 2-a, 3-d, 4-b, 5-a 

Part 2.3: 1-a, 2-d, 3-d, 4-d, 5-a 

References and Attributions 2 
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Suggested illustration sources: 

Figure 2.1 Elements of business presence: AI-generated prompt “Create a diagram 

showing physical presence (offices, factories) and economic presence (digital 

operations, agents) as elements of business presence.” 

Table 2.1 Criteria for determining place of business: AI-generated prompt 

“Generate a table listing criteria for determining place of business in taxation, 

including management location and permanent establishments.” 

Box 2.1 Tax implications for multinational enterprises: AI-generated prompt 

“Create a text box case study showing how a multinational enterprise is taxed 

based on permanent establishment rules.” 

Figure 2.2 Transfer pricing and profit allocation: AI-generated prompt “Create a 

diagram showing how transfer pricing allocates profits across jurisdictions, 

highlighting the arm’s length principle.” 

Table 2.2 Methods of determining transfer prices: AI-generated prompt “Generate 

a table listing methods of determining transfer prices, including CUP, resale price, 

cost plus, TNMM, and profit split.” 

Box 2.2 Challenges of transfer pricing compliance: AI-generated prompt “Create a 

text box case study showing challenges of transfer pricing compliance, including 

BEPS and OECD guidelines.” 

Figure 2.3 Expense allocation in cross-border transactions: AI-generated prompt 

“Create a diagram showing expense allocation across subsidiaries in different 

countries, highlighting fairness and accuracy.” 

Table 2.3 Direct versus indirect expense allocation: AI-generated prompt 

“Generate a table comparing direct and indirect expense allocation, including 

examples such as salaries and overheads.” 

Box 2.3 Tax implications of expense allocation: AI-generated prompt “Create a text 

box case study showing tax implications of improper expense allocation, 

including disputes and penalties.” 

Suggested search strings for OER sourcing: 

“business presence taxation diagram OER” 

“place of business taxation criteria table OER” 

“multinational enterprise permanent establishment case study OER” 

“transfer pricing diagram OER” 

“transfer pricing methods table OER” 

“transfer pricing compliance challenges OER” 

“expense allocation cross-border diagram OER” 

“direct vs indirect expense allocation table OER” 

“tax implications expense allocation case study OER” 

 

 

TAX324 Series 3 Capitalisation, Debt Conversion, And Tax 

Structures 
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Part 1: Capitalisation In International Taxation 

1.1 Definition of capitalisation 

1.2 Types of capitalisation (equity and debt) 

1.3 Tax implications of capitalisation decisions 

Part 2: Debt Conversion Mechanisms 

2.1 Definition and purpose of debt conversion 

2.2 Methods of debt conversion 

2.3 Tax consequences of debt conversion 

Part 3: Tax Structures And Planning 

3.1 Common tax structures in multinational enterprises 

3.2 Role of tax planning in structuring capital and debt 

3.3 Risks and reforms in tax structuring 

 

Introduction 

In the last Series, we explored business presence, transfer pricing, and expense allocation, which 

are essential for determining how profits and costs are distributed across borders. Building on 

that foundation, this Series focuses on capitalisation, debt conversion, and tax structures, which 

are equally important in shaping the financial strategies of multinational enterprises. 

The aim of this Series is to equip you with the knowledge to define capitalisation, explain debt 

conversion mechanisms, and evaluate tax structures in international taxation. 

We shall commence this Series by examining the meaning of capitalisation, its types, and the tax 

implications of capitalisation decisions. Next, we will explore debt conversion, including its 

purpose, methods, and tax consequences. Finally, we will conclude by studying tax structures 

and planning, considering how multinational enterprises organise their capital and debt, and the 

risks and reforms associated with these practices. 

Series Learning Outcomes 

Upon completing this Series, you should be able to: 

SLO 3.1 define capitalisation and explain its types in international taxation, 

SLO 3.2 analyse the tax implications of capitalisation decisions, 

SLO 3.3 define debt conversion and describe its purpose in taxation, 

SLO 3.4 evaluate methods of debt conversion and their tax consequences, 

SLO 3.5 describe common tax structures used by multinational enterprises, and 

SLO 3.6 assess the role of tax planning in structuring capital and debt, including associated 

risks and reforms. 
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3.1 Capitalisation In International Taxation 

3.1.1 Definition of capitalisation 

Capitalisation refers to the way a business finances its operations and growth through a mix of 

equity and debt. In taxation, capitalisation is important because the structure of financing 

influences how profits are taxed and how deductions are applied. Equity financing involves 

raising funds by issuing shares, while debt financing involves borrowing funds that must be 

repaid with interest. 

Tax authorities often scrutinise capitalisation to ensure that companies do not excessively rely on 

debt to reduce taxable income through interest deductions. This is known as thin capitalisation, 

where a company is financed with disproportionately high levels of debt compared to equity. 

Fill in the blank: Capitalisation refers to the way a business finances its operations through a mix 

of ______ and debt. 

Figure 3.1 Capitalisation in international taxation 

 

 

Feature Equity Financing Debt Financing 

Source of 

Funds 
Shareholders/Owners. Lenders/Banks/Related Parties. 

Return to 

Provider 

Dividends: Paid out of after-tax 

profits. 
Interest: Paid as an expense before tax. 

Tax Impact 
Not deductible (expensive for the 

company). 

Tax Deductible: Reduces taxable 

income. 

Repayment 
No fixed maturity; permanent 

capital. 

Mandatory repayment of principal + 

interest. 

The 2026 Risk 
Dilution: Loss of ownership 

control. 

Thin Capitalization: Potential 

disallowance of interest. 

 

3.1.2 Types of capitalisation (equity and debt) 
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Equity capitalisation occurs when a company raises funds by issuing shares to investors. 

Shareholders become part-owners of the company and may receive dividends. Equity financing 

does not create repayment obligations, but dividends are not tax-deductible. 

Debt capitalisation occurs when a company borrows funds, usually through loans or bonds. 

Debt financing creates repayment obligations and allows companies to deduct interest payments 

from taxable income. This makes debt financing attractive, but excessive reliance can lead to thin 

capitalisation issues. 

Fill in the blank: Equity financing does not create repayment obligations, while ______ financing 

requires repayment with interest. 

Table 3.1 Comparison of equity and debt capitalisation 

 

 

Feature 
Equity Capitalization (Share 

Capital) 

Debt Capitalization (Loan 

Capital) 

Ownership 
Investors become shareholders; own 

a piece of the company. 

Lenders are creditors; they have no 

ownership or voting rights. 

Repayment 
No mandatory repayment; capital 

stays in the business indefinitely. 

Mandatory repayment of principal 

plus interest over a fixed term. 

Entry Duty 

(NTA 2025) 

0.75% ad valorem duty (Stamp 

Duty) on nominal share capital. 

0.125% ad valorem duty on new 

loan capital (over 12 months). 

Tax on Returns 

Dividends: Paid from after-tax 

profits. Not deductible for the 

company. 

Interest: Paid as a pre-tax expense. 

Deductible for the company. 

Thin Cap Risk 
None: You cannot be "too rich" in 

equity for tax purposes. 

High: Excessive debt triggers the 

30% EBITDA cap on interest. 

Investor Tax 

(Individual) 

10% Withholding Tax (WHT); CGT 

at 0%–25% upon sale of shares. 

10% Withholding Tax (WHT) on 

interest earned; usually a final tax. 
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3.1.3 Tax implications of capitalisation decisions 

Capitalisation decisions have significant tax implications. Equity financing does not provide tax 

deductions for dividends, which may increase taxable profits. Debt financing, on the other hand, 

allows interest deductions, reducing taxable income. However, tax authorities often impose rules 

to prevent abuse of debt financing. 

For example, thin capitalisation rules limit the amount of interest that can be deducted when debt 

levels are disproportionately high. These rules ensure that companies maintain a balanced capital 

structure and contribute fairly to tax revenues. 

Fill in the blank: Thin capitalisation rules limit the amount of ______ that can be deducted when 

debt levels are disproportionately high. 

Box 3.1 Tax implications of capitalisation decisions 

 

 

Risk Factor 2026 Threshold/Rule Impact on MNE 

Connected 

Party Debt 

Loans from 

parents/affiliates. 
Primary target of the 30% EBITDA cap. 

Third-Party 

Debt 

Loans from 

independent banks. 

Often exempt from "Thin Cap" caps, but subject to 

General Anti-Avoidance Rules (GAAR). 

EBITDA 

Volatility 
Fluctuating profits. 

Low-profit years lead to massive "disallowed" 

interest pools. 

Loan Currency Foreign currency loans. 
Section 20(4): Interest must be converted at the 

CBN Official Rate for the deduction. 

 

Pilot questions 3.1 

Capitalisation refers to: 

The way a business finances its operations 

The way a business pays dividends 

The way a business avoids taxation 

None of the above 
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Equity financing involves: 

Borrowing funds 

Issuing shares to investors 

Deducting interest payments 

None of the above 

Debt financing requires: 

Repayment with interest 

No repayment obligations 

Issuing shares 

None of the above 

Thin capitalisation occurs when: 

A company relies excessively on debt financing 

A company issues too many shares 

A company avoids dividend payments 

None of the above 

Tax authorities impose thin capitalisation rules to: 

Encourage excessive debt financing 

Limit interest deductions 

Increase dividend payments 

None of the above 

 

3.2 Debt Conversion Mechanisms 

3.2.1 Definition and purpose of debt conversion 

Debt conversion refers to the process of transforming debt obligations into another form of 

financing, most commonly equity. This mechanism is often used by companies to strengthen 

their financial position, reduce repayment burdens, and improve balance sheets. In taxation, debt 

conversion is significant because it alters the way profits and liabilities are treated, influencing 

both corporate and shareholder tax obligations. 

The purpose of debt conversion is to stabilise companies that may be struggling with high levels 

of debt. By converting debt into equity, creditors become shareholders, and the company reduces 

its repayment obligations. 

Fill in the blank: Debt conversion transforms debt obligations into another form of financing, 

most commonly ______. 
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Figure 3.2 Debt conversion process 

 

3.2.2 Methods of debt conversion 

There are several methods of debt conversion. The most common is the debt-to-equity swap, 

where creditors agree to exchange outstanding debt for shares in the company. Another method 

is debt restructuring, which may involve altering repayment terms, reducing interest rates, or 

extending repayment periods. 

In some cases, governments may support debt conversion through debt relief programmes, 

especially in developing economies, to encourage investment and stabilise financial systems. 
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Fill in the blank: A debt-to-equity swap occurs when creditors exchange outstanding debt for 

______ in the company. 

Table 3.2 Methods of debt conversion 

 

 

Method Primary Mechanism Financial Impact Common Use Case (2026) 

Debt-to-

Equity Swap 

Creditors cancel debt 

in exchange for 

equity shares in the 

debtor. 

Eliminates debt; dilutes 

existing shareholders; 

increases ownership 

capital. 

Distressed corporate 

restructurings where cash 

flow is insufficient to 

service interest. 

Debt 

Restructuring 

Amending loan terms 

(e.g., lower interest, 

extended maturity, or 

"haircuts"). 

Reduces immediate 

cash pressure; keeps 

debt on the balance 

sheet but with easier 

terms. 

Companies facing 

temporary liquidity 

crunches; sovereign debt 

negotiations (G20 

Framework). 

Debt Relief / 

Swaps 

Full or partial 

cancellation of debt, 

often linked to 

performance 

milestones. 

Direct reduction of 

liability; usually 

"forgiven" rather than 

"swapped" for 

ownership. 

Debt-for-Nature Swaps 

(e.g., Belize/Gabon) where 

debt is forgiven in 

exchange for conservation 

spending. 

 

3.2.3 Tax consequences of debt conversion 

Debt conversion has important tax consequences. When debt is converted into equity, interest 

deductions are eliminated, which may increase taxable profits. Shareholders who receive equity 

may also face taxation on dividends in the future. 

Tax authorities often impose rules to ensure that debt conversion is not used solely as a tax 

avoidance strategy. For example, limits may be placed on the deductibility of interest prior to 

conversion, and documentation may be required to justify the transaction. 

Fill in the blank: When debt is converted into equity, ______ deductions are eliminated, which 

may increase taxable profits. 
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Box 3.2 Tax consequences of debt conversion 

 

 

Feature Pre-Swap (Debt) Post-Swap (Equity) 

Tax Deductibility 
High: Interest reduces taxable 

income. 

Zero: Dividends are not 

deductible. 

Cash Flow Impact 
Negative: Mandatory interest 

payments. 

Neutral: Dividends are 

discretionary. 

Stamp Duty (NTA 

2025) 
0.125% on loan issue. 

0.1% on conversion of existing 

debt. 

FIRS Scrutiny 
Thin Cap Rules: (30% EBITDA 

Cap). 

Valuation Rules: (Fair value of 

shares). 

 

Pilot questions 3.2 

Debt conversion refers to: 

Transforming debt obligations into equity 

Increasing repayment obligations 

Avoiding taxation entirely 

None of the above 

The purpose of debt conversion is to: 

Strengthen financial position 

Reduce repayment burdens 

Improve balance sheets 

All of the above 

A debt-to-equity swap occurs when: 

Creditors exchange debt for shares 

Companies issue new loans 

Governments provide subsidies 

None of the above 
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Debt restructuring may involve: 

Altering repayment terms 

Reducing interest rates 

Extending repayment periods 

All of the above 

When debt is converted into equity: 

Interest deductions are eliminated 

Dividends become tax-deductible 

Taxable profits decrease automatically 

None of the above 

 

3.3 Tax Structures And Planning 

3.3.1 Common tax structures in multinational enterprises 

Tax structures refer to the frameworks and arrangements that multinational enterprises (MNEs) 

use to organise their financial and operational activities in ways that optimise tax efficiency. 

Common structures include holding companies, subsidiaries, and special purpose vehicles. These 

structures are often designed to take advantage of favourable tax regimes, reduce exposure to 

double taxation, and facilitate cross-border investments. 

For example, a holding company may be established in a jurisdiction with low corporate tax rates 

to manage subsidiaries in higher-tax countries. Similarly, special purpose vehicles may be used 

to isolate financial risks while benefiting from tax incentives. 

Fill in the blank: A holding company may be established in a jurisdiction with ______ corporate 

tax rates to manage subsidiaries in higher-tax countries. 
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Figure 3.3 Common tax structures in multinational enterprises 

 

3.3.2 Role of tax planning in structuring capital and debt 

Tax planning is the process of organising financial activities to minimise tax liabilities while 

remaining compliant with legal requirements. In the context of capital and debt, tax planning 

involves choosing the right mix of equity and debt financing, structuring intercompany loans, 

and managing interest deductions. 

Effective tax planning ensures that companies can reduce costs, improve cash flow, and remain 

competitive in global markets. However, tax planning must balance efficiency with compliance, 

as aggressive tax strategies may attract scrutiny from tax authorities. 
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Fill in the blank: Tax planning involves organising financial activities to minimise ______ 

liabilities while remaining compliant with legal requirements. 

Table 3.3 Role of tax planning in structuring capital and debt 

 

 

Feature Debt Financing (Loan Capital) Equity Financing (Share Capital) 

Primary Tax 

Benefit 

Interest Deductibility: Interest 

payments are generally deductible as 

business expenses. 

No Direct Deduction: Dividends 

are paid out of after-tax profits (no 

tax shield). 

Cost of Capital 
Lower (due to the tax shield reducing 

the effective interest rate). 

Higher (investors require higher 

returns; no tax relief on 

distributions). 

Stamp Duty 

(NTA 2025) 

Lower: Generally 0.125% ad valorem 

duty on new loan capital. 

Higher: 0.75% ad valorem duty on 

nominal share capital increases. 

Ownership 

Impact 

Retains full control; no dilution of 

voting rights. 

Dilutes ownership; investors 

become part-owners with voting 

rights. 

The "Thin 

Cap" Risk 

High Risk: Subject to 30% EBITDA 

caps; excessive debt may lead to 

disallowed interest. 

No Risk: Businesses cannot be 

"too thin" in equity for tax 

purposes. 

Repayment 

Pressure 

Mandatory; failure to pay 

interest/principal leads to default risk. 

Optional; dividends are 

discretionary and depend on profit 

availability. 

Investor 

Perspective 

Interest is usually a final tax (10% 

WHT); safer but fixed return. 

Potential for tax-free capital gains 

(depending on jurisdiction) or 

franked dividends. 

 

3.3.3 Risks and reforms in tax structuring 
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Tax structuring carries risks, particularly when companies adopt aggressive strategies that exploit 

loopholes. Risks include reputational damage, penalties, and disputes with tax authorities. 

International organisations such as the OECD have introduced reforms to address these risks, 

including measures against base erosion and profit shifting (BEPS). 

Reforms aim to promote transparency, ensure fair taxation, and prevent companies from shifting 

profits to low-tax jurisdictions. Companies must adapt their tax structures to comply with these 

reforms while maintaining efficiency in their global operations. 

Fill in the blank: International organisations such as the OECD have introduced reforms to 

address risks, including measures against ______. 

Box 3.3 Risks and reforms in tax structuring 

 

 

BEPS 

Action 
Reform Focus MNE Risk in 2026 

Pillar Two 
15% Global Minimum 

Tax. 

Elimination of tax-haven benefits; mandatory top-up 

taxes. 

Action 5 Harmful Tax Practices. 
Spontaneous exchange of information on "secret" tax 

rulings. 

Action 6 
Prevention of Treaty 

Abuse. 

Disallowance of treaty benefits for entities lacking 

"substance." 

Action 13 CbC Reporting. 
High visibility of profit-vs-headcount mismatches to all 

tax offices. 

 

Pilot questions 3.3 

Tax structures in multinational enterprises are designed to: 

Optimise tax efficiency 

Reduce exposure to double taxation 

Facilitate cross-border investments 

All of the above 
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A holding company is often established in jurisdictions with: 

High corporate tax rates 

Low corporate tax rates 

No subsidiaries 

None of the above 

Tax planning involves: 

Organising financial activities to minimise tax liabilities 

Avoiding compliance with legal requirements 

Increasing tax burdens 

None of the above 

Risks of aggressive tax structuring include: 

Reputational damage 

Penalties 

Disputes with tax authorities 

All of the above 

OECD reforms aim to: 

Promote transparency 

Ensure fair taxation 

Prevent profit shifting 

All of the above 

 

Series Summary 

This Series has focused on capitalisation, debt conversion, and tax structures, all of which are 

fundamental to understanding how multinational enterprises organise their finances and manage 

taxation. We began by examining capitalisation, distinguishing between equity and debt 

financing, and considering the tax implications of each choice, including thin capitalisation rules. 

We then explored debt conversion mechanisms, looking at debt-to-equity swaps, restructuring, 

and their tax consequences. Finally, we studied tax structures and planning, highlighting 

common frameworks used by multinational enterprises, the role of tax planning in structuring 

capital and debt, and the risks and reforms introduced to ensure fairness and transparency. 

By completing this Series, you should now be able to define capitalisation and its types, analyse 

the tax implications of capitalisation decisions, explain debt conversion and its purpose, evaluate 

methods of debt conversion and their tax consequences, describe common tax structures, and 

assess the role of tax planning, including associated risks and reforms. These outcomes align 
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directly with the Series Learning Outcomes and provide you with practical insights into how 

financial structuring interacts with taxation in global business. 

Glossary of Terms 

Capitalisation: The way a business finances its operations through a mix of equity and debt. 

Debt capitalisation: Financing a business by borrowing funds, which creates repayment 

obligations but allows interest deductions. 

Debt conversion: The process of transforming debt obligations into another form of 

financing, most commonly equity. 

Debt restructuring: Altering repayment terms, reducing interest rates, or extending 

repayment periods to ease financial burdens. 

Debt-to-equity swap: A method of debt conversion where creditors exchange outstanding 

debt for shares in the company. 

Equity capitalisation: Financing a business by issuing shares to investors, which does not 

create repayment obligations but does not allow tax deductions for dividends. 

Special purpose vehicle (SPV): A legal entity created to isolate financial risk and often used 

in tax structuring. 

Tax planning: The process of organising financial activities to minimise tax liabilities while 

remaining compliant with legal requirements. 

Tax structures: Frameworks and arrangements used by multinational enterprises to organise 

financial and operational activities for tax efficiency. 

Thin capitalisation: A situation where a company is financed with disproportionately high 

levels of debt compared to equity, often restricted by tax rules. 

Concept Check Questions 3 

Objective questions 

Capitalisation refers to the way a business finances its operations through equity and debt. 

(Linked to SLO 3.1) 

A debt-to-equity swap occurs when creditors exchange outstanding debt for shares in the 

company. (Linked to SLO 3.3) 

Thin capitalisation rules limit the deductibility of interest when debt levels are 

disproportionately high. (Linked to SLO 3.2) 

Short-answer questions 

4. Define equity capitalisation and explain its tax implications. (Linked to SLO 3.1) 

5. Explain the purpose of debt conversion in multinational enterprises. (Linked to SLO 3.3) 

Long-answer questions 

6. Analyse the methods of debt conversion and evaluate their tax consequences. (Linked to SLO 

3.4) 

Basic response: Describe debt-to-equity swaps, debt restructuring, and debt relief 

programmes. 
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Value-added response: Discuss how these methods affect taxation, including elimination of 

interest deductions and future dividend taxation. 

Evaluate the role of tax planning in structuring capital and debt, highlighting risks and 

reforms. (Linked to SLO 3.6) 

Basic response: Explain how tax planning minimises liabilities and ensures compliance. 

Value-added response: Provide examples of OECD reforms addressing BEPS and how 

companies adapt their tax structures to comply. 

Answers to Concept Check Questions 3 

Objective questions 

Equity and debt financing (SLO 3.1) 

Creditors exchange debt for shares (SLO 3.3) 

Interest deductions (SLO 3.2) 

Short-answer questions 

4. Equity capitalisation involves issuing shares to investors. Dividends paid to shareholders are 

not tax-deductible, which may increase taxable profits. (SLO 3.1) 

5. Debt conversion stabilises companies by reducing repayment burdens and improving balance 

sheets. It transforms creditors into shareholders, strengthening financial positions. (SLO 3.3) 

Long-answer questions 

6. 

Basic response: Debt-to-equity swaps exchange debt for shares, restructuring alters 

repayment terms, and debt relief programmes reduce burdens. 

Value-added response: These methods eliminate interest deductions, potentially increase 

taxable profits, and shift taxation to dividends in the future. 

Basic response: Tax planning minimises liabilities by structuring equity and debt efficiently 

while ensuring compliance. 

Value-added response: OECD reforms against BEPS promote transparency and fair 

taxation. Companies adapt by documenting transactions and restructuring to align with 

international standards. 

Answers to Pilot Questions 3 

Part 3.1: 1-a, 2-b, 3-a, 4-a, 5-b 

Part 3.2: 1-a, 2-d, 3-a, 4-d, 5-a 

Part 3.3: 1-d, 2-b, 3-a, 4-d, 5-d 

References and Attributions 3 
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Suggested illustration sources: 

Figure 3.1 Capitalisation in international taxation: AI-generated prompt “Create a 

diagram showing capitalisation through equity and debt financing, highlighting 

thin capitalisation risks.” 

Table 3.1 Comparison of equity and debt capitalisation: AI-generated prompt 

“Generate a table comparing equity and debt capitalisation, including ownership, 

repayment obligations, and tax implications.” 

Box 3.1 Tax implications of capitalisation decisions: AI-generated prompt “Create 

a text box case study showing how thin capitalisation rules affect interest 

deductions in multinational enterprises.” 

Figure 3.2 Debt conversion process: AI-generated prompt “Create a diagram 

showing debt conversion, where loans are transformed into equity shares for 

creditors.” 

Table 3.2 Methods of debt conversion: AI-generated prompt “Generate a table 

comparing methods of debt conversion, including debt-to-equity swaps, debt 

restructuring, and debt relief programmes.” 

Box 3.2 Tax consequences of debt conversion: AI-generated prompt “Create a text 

box case study showing tax consequences of debt-to-equity swaps, including 

elimination of interest deductions.” 

Figure 3.3 Common tax structures in multinational enterprises: AI-generated 

prompt “Create a diagram showing common tax structures in multinational 

enterprises, including holding companies and subsidiaries.” 

Table 3.3 Role of tax planning in structuring capital and debt: AI-generated 

prompt “Generate a table showing the role of tax planning in structuring capital 

and debt, including equity financing and debt financing.” 

Box 3.3 Risks and reforms in tax structuring: AI-generated prompt “Create a text 

box case study showing risks in tax structuring and OECD reforms against 

BEPS.” 

Suggested search strings for OER sourcing: 

“capitalisation equity debt financing diagram OER” 

“equity vs debt capitalisation table OER” 

“thin capitalisation rules case study OER” 

“debt conversion equity diagram OER” 

“methods of debt conversion table OER” 

“tax consequences debt conversion case study OER” 

“multinational enterprise tax structures diagram OER” 

“tax planning capital debt table OER” 

“OECD reforms tax structuring case study OER” 

 

 

TAX324 Series 4 Double Taxation, Treaties, and Relief Mechanisms 

Part 1: Understanding Double Taxation 
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1.1 Concept and causes of double taxation 

1.2 Types: juridical and economic double taxation 

1.3 Implications for taxpayers 

Part 2: Tax Treaties and International Frameworks 

2.1 Purpose and principles of tax treaties 

2.2 Key provisions in double taxation agreements (DTAs) 

2.3 OECD and UN models of tax conventions 

Part 3: Relief Mechanisms and Contemporary Challenges 

3.1 Unilateral and bilateral relief methods 

3.2 Practical applications and case studies 

3.3 Emerging issues: treaty abuse, BEPS initiatives, and future trends 

 

Introduction 

International business often involves operations across multiple jurisdictions, which can result in 

the same income being taxed twice. This problem of double taxation poses significant challenges 

for taxpayers and can discourage cross-border trade and investment. To address these issues, 

countries have developed treaties and relief mechanisms that aim to ensure fairness and 

efficiency in taxation. 

The aim of this Series is to provide you with a clear understanding of how double taxation arises, 

how treaties are structured to mitigate it, and the relief mechanisms available to taxpayers, while 

also considering contemporary challenges in international taxation. 

We shall commence this Series by examining the concept of double taxation and its implications. 

Next, we will explore the role of tax treaties, focusing on their provisions and the OECD and UN 

models. Finally, we will conclude by studying relief mechanisms in practice and addressing 

emerging issues such as treaty abuse, BEPS initiatives, and the evolving landscape of global 

taxation. 

Series Learning Outcomes 

Upon completing this Series, you should be able to: 

SLO 2.1 define the concept of double taxation and distinguish between its types, 

SLO 2.2 explain the purpose and key provisions of international tax treaties, 

SLO 2.3 demonstrate how unilateral and bilateral relief mechanisms operate in practice, and 

SLO 2.4 evaluate contemporary challenges such as treaty abuse and BEPS initiatives in 

international taxation. 

4.1 Understanding Double Taxation 

4.1.1 Concept and causes of double taxation 
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Double taxation refers to the situation where the same income is taxed in two different 

jurisdictions. This usually happens when a taxpayer earns income in one country but is also 

considered taxable in another due to residence or source rules. The concept of double taxation 

highlights this overlap of tax claims, which can discourage international trade and investment. 

The causes of double taxation include differences in tax laws, conflicting definitions of 

residence, and varying interpretations of where income is sourced. For example, a company 

registered in Country A but earning profits in Country B may face taxation in both countries. 

Fill in the blank: Double taxation occurs when the same ______ is taxed in two different 

jurisdictions. 

Figure 4.1 Double taxation scenario 

 



 

 LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS 

4.1.2 Types: juridical and economic double taxation 

There are two main types of double taxation. Juridical double taxation occurs when the same 

taxpayer is taxed twice on the same income by two different jurisdictions. Economic double 

taxation arises when the same income is taxed in the hands of two different taxpayers. 

For instance, juridical double taxation might affect an individual who is considered a resident in 

two countries simultaneously. Economic double taxation often occurs in corporate structures, 

where profits are taxed at the company level and again when distributed as dividends to 

shareholders. 

Fill in the blank: When the same taxpayer is taxed twice on the same income, this is called 

______ double taxation. 

Table 4.1 Comparison of juridical and economic double taxation 

 

 

Feature Juridical Double Taxation Economic Double Taxation 

Core 

Definition 

The same person is taxed on the 

same income by two or more 

different countries. 

The same income is taxed in the hands 

of two different persons. 

Primary Cause 

Overlapping jurisdictions (e.g., a 

company is a "resident" in one 

country but earns "source" income in 

another). 

Corporate structure (e.g., a company 

pays tax on its profits, and then 

shareholders pay tax on dividends from 

those same profits). 

Example 

(Corporate) 

CloudStream Nigeria pays 30% tax 

on its Lagos profits to the NRS, and 

its Irish parent is also taxed on those 

same profits in Ireland. 

TechLogistics Ltd pays corporate tax 

on its 2026 earnings, and its owner 

pays personal income tax on the 

dividend paid from those earnings. 

Example 

(Transfer 

Pricing) 

A tax authority disallows an expense 

paid to a foreign parent, effectively 

taxing that "income" twice in the 

same MNE group. 

A subsidiary earns profit and pays tax; 

the parent then pays tax on the 

"management fee" income received 

from that subsidiary. 
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Feature Juridical Double Taxation Economic Double Taxation 

Primary Relief 

Method 

Double Tax Agreements (DTAs): 

Using the Credit Method (offsetting 

foreign tax) or Exemption Method. 

Integration Systems: Using Franking 

Credits (imputation), participation 

exemptions, or lower dividend tax 

rates. 

 

4.1.3 Implications for taxpayers 

The implications of double taxation are significant. It can reduce the attractiveness of cross-

border investments, increase the cost of doing business internationally, and discourage 

individuals from working abroad. For companies, double taxation may erode profits and limit 

competitiveness in global markets. 

Governments recognise these challenges and often seek to mitigate them through treaties and 

relief mechanisms. Understanding these implications is crucial for taxpayers and policymakers 

alike. 

Fill in the blank: Double taxation can discourage ______ investments and reduce global 

competitiveness. 

Box 4.1 Key implications of double taxation 

 

 

Category Primary Implications 

Financial 

Burden 

Reduced Profitability: Direct erosion of net income and cash flow, as the 

combined effective tax rate (ETR) can exceed 50% without relief. 

Investment 

Risk 

Barriers to FDI: High tax costs act as a deterrent to Foreign Direct 

Investment, making domestic projects more attractive than international ones. 

Market 

Competition 

Reduced Competitiveness: MNEs facing double taxation may be forced to 

raise prices, losing market share to local competitors or peers with better 

treaty protection. 
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Category Primary Implications 

Compliance 

Cost 

Administrative Complexity: Taxpayers must invest heavily in specialized 

software and consultants to track "Foreign Tax Credits" and navigate treaty 

documentation. 

Dispute Risk 
Legal Exposure: Increased likelihood of audits and litigation between tax 

authorities (NRS vs. foreign counterparts) over who has the "Right to Tax." 

 

Pilot Questions 4.1 

Double taxation occurs when: 

The same income is taxed in two jurisdictions 

Only domestic income is taxed 

Income is exempt from taxation 

Tax treaties are applied 

Juridical double taxation refers to: 

The same taxpayer taxed twice on the same income 

Two taxpayers taxed on different incomes 

Taxation of indirect goods only 

Taxation limited to residents 

Economic double taxation occurs when: 

The same income is taxed in the hands of two different taxpayers 

A resident pays tax in one country only 

Tax treaties eliminate all taxes 

Governments agree not to tax dividends 

One implication of double taxation is: 

Increased attractiveness of cross-border investments 

Reduced competitiveness in global markets 

Elimination of corporate income tax 

Simplification of tax laws 

Governments address double taxation through: 

Ignoring international tax conflicts 
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Developing treaties and relief mechanisms 

Increasing tax rates on foreign income 

Eliminating all indirect taxes 

 

4.2 Tax Treaties and International Frameworks 

4.2.1 Purpose and principles of tax treaties 

Tax treaties are formal agreements between two or more countries designed to prevent double 

taxation and promote international trade and investment. The purpose of tax treaties is to 

provide clarity on how income will be taxed when it crosses borders, ensuring that taxpayers are 

not unfairly burdened. 

The principles of tax treaties include fairness, avoidance of double taxation, prevention of tax 

evasion, and promotion of economic cooperation. These treaties also establish rules for resolving 

disputes and exchanging information between tax authorities. 

Fill in the blank: Tax treaties are agreements between countries designed to prevent ______ 

taxation and promote international trade. 
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Figure 4.2 Purpose of tax treaties 

 

4.2.2 Key provisions in double taxation agreements (DTAs) 

Double taxation agreements (DTAs) typically contain several important provisions. These 

include definitions of residency, rules for determining the source of income, and methods for 

eliminating double taxation. DTAs also specify how different types of income such as dividends, 

interest, and royalties are taxed. 

Another key provision is the mutual agreement procedure (MAP), which allows tax 

authorities from different countries to resolve disputes. DTAs often include clauses on 

information exchange to combat tax evasion and avoidance. 
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Fill in the blank: A DTA provision that allows tax authorities to resolve disputes is known as the 

______ agreement procedure. 

Table 4.2 Key provisions in double taxation agreements 

 

 

Provision 

Category 
Key Article/Provision Description and 2026 Context 

Residency Article 4 (Resident) 

Defines which country a person or entity "belongs" 

to. Includes Tie-breaker Rules (Permanent home, 

Center of vital interests, Habitual abode) to resolve 

cases where both countries claim the taxpayer as a 

resident. 

Business 

Nexus 

Article 5 (Permanent 

Establishment) 

Sets the threshold for taxing business profits. A 

Source State can only tax a foreign company if it has 

a PE (e.g., a fixed office, factory, or a construction 

site exceeding 6–12 months). 

Income 

Source 

Articles 6–21 

(Taxation of Income) 

Allocates rights based on income type:  

 

 

 

• Active Income: Business profits are generally taxed 

in the Residence State unless there's a PE.  

 

 

 

• Passive Income: Dividends, Interest, and Royalties 

(Articles 10-12) often have capped withholding tax 

rates (e.g., 5%–10%). 
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Provision 

Category 
Key Article/Provision Description and 2026 Context 

Relief 

Mechanisms 

Article 23 

(Elimination of 

Double Taxation) 

Mandatory rules to remove the "double" burden:  

 

 

 

• Credit Method: Residence State taxes global 

income but subtracts tax paid to the Source State.  

 

 

 

• Exemption Method: Residence State ignores 

income taxed in the Source State. 

Anti-Abuse 
Principal Purpose 

Test (PPT) 

Prevents "Treaty Shopping" (setting up shell 

companies just to get treaty benefits). If the main 

purpose of a structure is to get a tax benefit, the 

benefit is denied. 

Dispute 

Resolution 

Mutual Agreement 

Procedure (MAP) 

A mechanism for the tax authorities of both countries 

to talk and resolve disputes if a taxpayer is being 

taxed in a way not intended by the treaty. 

 

4.2.3 OECD and UN models of tax conventions 

The OECD Model Tax Convention is widely used as a basis for negotiating tax treaties. It 

reflects the interests of developed economies and provides detailed guidance on allocating taxing 

rights. The UN Model Tax Convention, on the other hand, is tailored to the needs of developing 

countries, giving more taxing rights to source countries where income is generated. 

Both models aim to reduce double taxation and prevent tax avoidance, but they differ in 

emphasis. The OECD model prioritises residence-based taxation, while the UN model places 

greater weight on source-based taxation. 
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Fill in the blank: The OECD model prioritises ______-based taxation, while the UN model gives 

more rights to source countries. 

Box 4.2 Comparison of OECD and UN tax conventions 

 

 

Feature 
OECD Model (Residence-

Based) 
UN Model (Source-Based) 

Primary Philosophy 

Favors the country where the 

investor lives (Capital Exporting 

countries). 

Favors the country where the 

income is earned (Capital 

Importing countries). 

Permanent 

Establishment (PE) 

Threshold 

Strict: Generally requires a fixed 

place of business for at least 12 

months (Construction sites). 

Lower: Reduces the threshold to 6 

months for construction sites and 

assembly projects. 

Service PE 
Often not recognized unless there 

is a fixed physical base. 

Included: Allows source taxation 

of services if performed for more 

than 183 days in any 12-month 

period. 

Withholding Taxes 

(WHT) 

Encourages lower or zero rates 

on dividends, interest, and 

royalties to facilitate investment. 

Allows higher rates to ensure the 

host country collects its fair share of 

revenue. 

Technical Service 

Fees 

Generally treats these as 

"Business Profits" (taxable only if 

there is a PE). 

Article 12A: Explicitly allows 

source taxation of fees for technical, 

managerial, or consultancy services. 

Digital Services 

(Pillar 1) 

Prefers multilateral consensus 

through the OECD "Unified 

Approach." 

Article 12B: Provides a specific 

treaty-based right to tax income 

from Automated Digital Services 

(ADS). 

 

Pilot Questions 4.2 
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Tax treaties are designed to: 

Increase double taxation 

Prevent double taxation 

Eliminate corporate income tax 

Reduce domestic tax rates 

Which of the following is a key provision in DTAs? 

Residency rules 

Mutual agreement procedure 

Information exchange clauses 

All of the above 

The OECD Model Tax Convention primarily reflects the interests of: 

Developing countries 

Developed economies 

Tax evaders 

Local governments 

The UN Model Tax Convention gives more taxing rights to: 

Residence countries 

Source countries 

Offshore tax havens 

International organisations 

A clause in DTAs that allows tax authorities to resolve disputes is called: 

Tax arbitration procedure 

Mutual agreement procedure 

Double taxation clause 

Treaty resolution mechanism 

 

4.3 Relief Mechanisms and Contemporary Challenges 

4.3.1 Unilateral and bilateral relief methods 

Relief mechanisms are designed to reduce or eliminate the burden of double taxation. Unilateral 

relief refers to measures taken by a single country to grant tax credits or exemptions to its 

residents for taxes paid abroad. This approach ensures that taxpayers are not penalised for 

earning income outside their home country. 
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Bilateral relief, on the other hand, is achieved through tax treaties between two countries. These 

treaties establish clear rules for allocating taxing rights and often provide credits or exemptions 

to avoid double taxation. Bilateral relief is generally more effective because it involves 

cooperation between jurisdictions. 

Fill in the blank: Relief granted by a single country to its residents for taxes paid abroad is called 

______ relief. 

Table 4.3 Comparison of unilateral and bilateral relief methods 

 

 

Feature Unilateral Relief Bilateral Relief (DTA) 

Legal Basis 

Domestic Law: Provided by a 

country's own statutes (e.g., Section 

45 of the NTA 2025). 

International Treaty: An agreement 

signed between two sovereign nations. 

Availability 

Available to all residents, regardless 

of whether a treaty exists with the 

source country. 

Only available if a formal Double 

Taxation Agreement (DTA) is in 

place. 

Relief 

Method 

Usually limited to the Credit Method 

(offsetting tax paid abroad). 

Can offer the Exemption Method, 

Credit Method, or reduced 

withholding rates. 

WHT 

Reductions 

Not Available: You pay the full 

statutory withholding tax in the 

foreign country. 

Available: Treaties often cap 

withholding taxes on dividends, 

interest, and royalties (e.g., 7.5% or 

10%). 

Dispute 

Resolution 

None; the taxpayer must follow the 

local laws and appeal processes of 

each country. 

Includes the Mutual Agreement 

Procedure (MAP) for tax authorities 

to resolve conflicts. 

Example 

A Nigerian company pays tax in a 

non-treaty country (like Brazil) and 

claims a credit in Nigeria for that 

amount. 

A Nigerian company pays only 7.5% 

WHT on dividends from its UK 

subsidiary due to the Nigeria-UK DTA. 
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4.3.2 Practical applications and case studies 

Relief mechanisms are applied in real-world scenarios to ensure fairness in taxation. For 

example, a resident of Country A who earns income in Country B may receive a tax credit in 

Country A for taxes already paid in Country B. This prevents the same income from being taxed 

twice. 

Case studies often highlight how multinational corporations use treaties to structure their 

operations efficiently. They may rely on bilateral agreements to determine where profits are 

taxed, thereby reducing their overall tax burden. 

Fill in the blank: A resident of Country A earning income in Country B may receive a ______ in 

Country A for taxes paid in Country B. 

Box 4.3 Case study on relief mechanisms 

 

 

Feature Direct Expenses (Traceable) Indirect Expenses (Shared/Overhead) 

Tax 

Definition 

Costs exclusively incurred for a 

specific product, project, or 

subsidiary. 

Costs supporting the organization as a 

whole; not easily traceable to one unit. 

Common 

Examples 

Raw materials, direct factory 

labor, sales commissions, 

packaging. 

Rent, utilities, global IT support, 

administrative salaries, management fees. 

Allocation 

Method 

Specific Identification: Charged 

directly to the relevant profit 

center. 

Apportionment: Allocated via "keys" 

(e.g., % of revenue, headcount, or square 

footage). 

Transfer 

Pricing (TP) 

Usually handled via the 

Comparable Uncontrolled Price 

(CUP) method. 

Often requires the Cost Plus Method or 

TNMM with a standard mark-up (usually 

5%). 
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Feature Direct Expenses (Traceable) Indirect Expenses (Shared/Overhead) 

2026 Tax 

Shield 

Fully deductible against the 

revenue of the specific 

product/unit. 

Often capped by the 30% EBITDA 

interest rule or "Benefit Test" 

requirements. 

Risk of Audit 

Low: Traceability makes these 

hard for tax authorities to 

challenge. 

High: "Management fees" are a top target 

for being flagged as "profit shifting." 

 

4.3.3 Emerging issues: treaty abuse, BEPS initiatives, and future trends 

Despite the existence of treaties and relief mechanisms, challenges remain. Treaty abuse occurs 

when taxpayers exploit loopholes in agreements to avoid paying taxes. This undermines the 

fairness of the system and reduces government revenue. 

The BEPS (Base Erosion and Profit Shifting) initiative, led by the OECD, seeks to address 

these issues by closing gaps in international tax rules. It aims to ensure that profits are taxed 

where economic activities take place and value is created. 

Looking ahead, future trends in international taxation include greater transparency, digital 

taxation frameworks, and stronger cooperation among countries to combat tax avoidance. 

Fill in the blank: The OECD-led initiative designed to address gaps in international tax rules is 

known as ______. 
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Figure 4.3 BEPS initiative overview 

 

Pilot Questions 4.3 

Unilateral relief refers to: 

Relief granted by one country to its residents for taxes paid abroad 

Relief granted jointly by two countries 

Elimination of all taxes on foreign income 

Tax exemption for domestic-only income 

Bilateral relief is usually achieved through: 
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Domestic tax laws only 

Tax treaties between countries 

Tax avoidance schemes 

Indirect taxation 

A resident of Country A earning income in Country B may receive: 

A tax credit in Country A 

A tax exemption in Country B only 

No relief at all 

A refund from both countries 

Treaty abuse occurs when: 

Taxpayers exploit loopholes in agreements to avoid taxes 

Countries cooperate to prevent double taxation 

Governments increase tax rates 

Tax treaties are applied fairly 

The OECD-led initiative addressing international tax challenges is called: 

MAP 

BEPS 

DTA 

UN Convention 

 

Series Summary 

This Series has focused on the critical issue of double taxation, its causes, and the mechanisms 

developed to address it. We began by examining the concept of double taxation, distinguishing 

between juridical and economic forms, and considering the implications for taxpayers. We then 

explored tax treaties and international frameworks, looking at their purpose, key provisions, and 

the differences between the OECD and UN models. Finally, we studied relief mechanisms, both 

unilateral and bilateral, and considered contemporary challenges such as treaty abuse, BEPS 

initiatives, and future trends in international taxation. 

By engaging with these topics, you should now be able to define and distinguish types of double 

taxation, explain the role and provisions of tax treaties, demonstrate how relief mechanisms 

operate in practice, and evaluate emerging challenges in global taxation. These outcomes align 

directly with the Series Learning Outcomes (SLOs), equipping you with both conceptual 

understanding and practical insight into international tax systems. 

Series Glossary 
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Base Erosion and Profit Shifting (BEPS): An OECD-led initiative aimed at preventing tax 

avoidance strategies that exploit gaps in international tax rules. 

Bilateral relief: Tax relief provided through agreements between two countries to avoid 

double taxation. 

Double taxation: The situation where the same income is taxed in two different 

jurisdictions. 

Double taxation agreement (DTA): A treaty between countries that sets rules to prevent 

double taxation and allocate taxing rights. 

Economic double taxation: When the same income is taxed in the hands of two different 

taxpayers. 

Juridical double taxation: When the same taxpayer is taxed twice on the same income by 

two different jurisdictions. 

Mutual agreement procedure (MAP): A mechanism in DTAs that allows tax authorities to 

resolve disputes. 

OECD Model Tax Convention: A framework used by developed countries to negotiate tax 

treaties, emphasising residence-based taxation. 

Source-based taxation: Taxation based on where income is generated. 

Tax treaty: An agreement between countries to prevent double taxation and promote 

international cooperation. 

Unilateral relief: Tax relief granted by a single country to its residents for taxes paid abroad. 

UN Model Tax Convention: A framework used by developing countries to negotiate tax 

treaties, emphasising source-based taxation. 

Concept Check Questions [Series 4] 

Objective Questions 

Define double taxation and identify its two main types. (Linked to SLO 2.1) 

Which model tax convention gives more taxing rights to source countries? (Linked to SLO 

2.3) 

What is the purpose of the mutual agreement procedure in DTAs? (Linked to SLO 2.2) 

Short-Answer Questions 

4. Explain the difference between unilateral and bilateral relief methods. (Linked to SLO 2.3) 

5. Describe one implication of double taxation for international businesses. (Linked to SLO 2.1) 

Long-Answer Questions 

6. Analyse the role of tax treaties in preventing double taxation, highlighting key provisions and 

their importance. (Linked to SLO 2.2) 

7. Evaluate the challenges posed by treaty abuse and discuss how the BEPS initiative seeks to 

address them. (Linked to SLO 2.4) 

Answers to Concept Check Questions [Series 4] 

Objective Questions 
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Double taxation occurs when the same income is taxed in two jurisdictions; the two types are 

juridical and economic. 

The UN Model Tax Convention. 

To resolve disputes between tax authorities of different countries. 

Short-Answer Questions 

4. Unilateral relief is granted by one country to its residents for taxes paid abroad, while bilateral 

relief is achieved through treaties between two countries. 

5. Double taxation can reduce the attractiveness of cross-border investments and erode profits. 

Long-Answer Questions 

6. Basic response: Tax treaties prevent double taxation by defining residency, source rules, and 

relief mechanisms. They also include provisions for dividends, interest, and royalties. 

Value-added response: Beyond preventing double taxation, treaties foster international 

cooperation, provide dispute resolution through MAP, and enhance transparency through 

information exchange. 

Basic response: Treaty abuse occurs when taxpayers exploit loopholes, and BEPS addresses 

this by ensuring profits are taxed where value is created. 

Value-added response: BEPS introduces measures such as country-by-country 

reporting, limits on interest deductions, and anti-abuse clauses, strengthening global tax 

fairness and reducing opportunities for avoidance. 

Answers to Pilot Questions [Series 4] 

Part 4.1 

a 

a 

a 

b 

b 

Part 4.2 

b 

d 

b 

b 

b 

Part 4.3 

a 

b 

a 
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a 

b 
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[Illustrations] 

Figure 4.1 Double taxation scenario – AI-generated using prompt: “Generate a simple 

diagram showing overlapping taxation by two countries on the same income.” 

Table 4.1 Comparison of juridical and economic double taxation – AI-generated using 

prompt: “Create a table comparing juridical vs economic double taxation with examples.” 

Box 4.1 Key implications of double taxation – AI-generated using prompt: “Create a text box 

summarising the key implications of double taxation for taxpayers.” 

Figure 4.2 Purpose of tax treaties – AI-generated using prompt: “Create a diagram showing 

two countries with arrows indicating allocation of taxing rights under a tax treaty.” 

Table 4.2 Key provisions in double taxation agreements – AI-generated using prompt: 

“Generate a table listing key provisions of double taxation agreements including 

residency, income source, and relief mechanisms.” 

Box 4.2 Comparison of OECD and UN tax conventions – AI-generated using prompt: 

“Create a text box comparing OECD and UN model tax conventions with focus on 

residence vs source taxation.” 

Table 4.3 Comparison of unilateral and bilateral relief methods – AI-generated using prompt: 

“Generate a table comparing unilateral vs bilateral relief methods with definitions and 

examples.” 

Box 4.3 Case study on relief mechanisms – AI-generated using prompt: “Create a text box 

case study showing how a multinational company applies bilateral relief to avoid double 

taxation.” 

Figure 4.3 BEPS initiative overview – AI-generated using prompt: “Generate a diagram 

showing BEPS framework with arrows linking profit shifting, tax avoidance, and 

corrective measures.” 

 

TAX324 Series 5 Comparative Perspectives on Nigeria’s Tax System 

Part 1: Historical and Structural Foundations of Nigeria’s Tax System 

1.1 Evolution of taxation in Nigeria 

1.2 Key institutions and administrative structures 

1.3 Major tax categories and their roles 

Part 2: Comparative Analysis with Other Jurisdictions 

2.1 Comparison with developed economies 



 

 LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS 

2.2 Comparison with developing economies 

2.3 Lessons and best practices for Nigeria 

Part 3: Contemporary Challenges and Reform Prospects 

3.1 Tax compliance and enforcement issues 

3.2 Informal sector and revenue mobilisation 

3.3 Ongoing reforms and future directions 

 

Introduction 

Tax systems are central to national development, providing governments with the revenue 

needed to fund infrastructure, social services, and economic growth. Nigeria’s tax system has 

evolved over time, shaped by historical influences, administrative structures, and the realities of 

a diverse economy. Understanding how Nigeria’s system compares with those of other countries 

offers valuable insights into its strengths, weaknesses, and opportunities for reform. 

The aim of this Series is to equip you with a comparative perspective on Nigeria’s tax system, 

enabling you to identify its historical foundations, evaluate its performance against international 

benchmarks, and assess current challenges and reform prospects. 

We shall commence this Series by exploring the historical evolution of Nigeria’s tax system, its 

institutions, and major tax categories. Next, we will undertake a comparative analysis with both 

developed and developing economies, highlighting lessons and best practices. Finally, we will 

conclude by examining contemporary challenges such as compliance, informal sector taxation, 

and ongoing reforms that shape the future of Nigeria’s fiscal landscape. 

Series Learning Outcomes 

Upon completing this Series, you should be able to: 

SLO 5.1 describe the historical evolution and structural foundations of Nigeria’s tax system, 

SLO 5.2 explain the roles of key institutions and major tax categories in Nigeria, 

SLO 5.3 analyse Nigeria’s tax system in comparison with developed and developing 

economies, 

SLO 5.4 evaluate contemporary challenges such as compliance, informal sector taxation, and 

reform prospects. 

 

5.1 Historical and Structural Foundations of Nigeria’s Tax System 

5.1.1 Evolution of taxation in Nigeria 
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Taxation in Nigeria has a long history, beginning with traditional levies imposed by local rulers 

and evolving into modern statutory systems under colonial administration. The evolution of 

taxation refers to the gradual development of tax laws, institutions, and practices that shape how 

revenue is collected. During the colonial era, taxes such as poll tax and income tax were 

introduced, laying the foundation for today’s system. Post-independence reforms expanded the 

scope of taxation to include corporate income tax, petroleum profits tax, and value-added tax. 

Fill in the blank: The evolution of taxation in Nigeria began with traditional levies and was 

formalised during the ______ era. 

Figure 5.1 Evolution of taxation in Nigeria 

 

 

Era Key Instruments Method of Payment 

Pre-Colonial Zakat, Jangali, Ishakole Produce, Livestock, Labor 

Colonial Hut Tax, Poll Tax, Native Revenue Ordinance Cash (Pounds/Shillings) 

Modern CITA, PITA, VAT, Petroleum Tax Cash (Naira), Electronic Filing 

 

5.1.2 Key institutions and administrative structures 

Nigeria’s tax system is administered by several institutions. The Federal Inland Revenue 

Service (FIRS) is responsible for collecting federal taxes such as corporate income tax and 

VAT. At the state level, State Boards of Internal Revenue (SBIRs) manage personal income 

tax and other state taxes. Local governments also play a role in collecting levies and rates. 

The administrative structure is designed to ensure that taxation is decentralised, with 

responsibilities shared across federal, state, and local levels. However, challenges such as 

overlapping jurisdictions and weak enforcement often affect efficiency. 

Fill in the blank: The Federal Inland Revenue Service is responsible for collecting ______ taxes 

in Nigeria. 

Table 5.1 Key institutions in Nigeria’s tax administration 
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Institution Level Primary Responsibilities & Taxes Collected 

Federal Inland 

Revenue Service 

(FIRS) 

Federal 

Administers taxes due to the Federation. Key taxes include 

Companies Income Tax (CIT), Value Added Tax (VAT), 

Petroleum Profits Tax (PPT), and Education Tax. It also 

collects Personal Income Tax for the military, police, and 

residents of Abuja (FCT). 

State Board of 

Internal Revenue 

(SBIR) 

State 

Administers taxes for the 36 states. Its primary revenue source is 

Personal Income Tax (PAYE and Direct Assessment). It also 

collects Withholding Tax (individuals), Capital Gains Tax 

(individuals), Road Taxes, and Business Premises 

Registration fees. 

Local 

Government 

Revenue 

Committee 

Local 

Responsible for micro-levies within the local government area. 

This includes Shops and Kiosks rates, Tenement rates, 

Liquor licenses, Slaughter slab fees, and Motor Park levies. 

They also handle birth, death, and marriage registration fees. 

Joint Tax Board 

(JTB) 
National 

A coordinating body that harmonizes tax administration across 

all levels to prevent multiple taxation. It advises the government 

on tax policy and helps resolve jurisdictional disputes between 

states or between the federal and state governments. 

 

5.1.3 Major tax categories and their roles 

Nigeria’s tax system comprises several major categories. Corporate income tax is levied on 

company profits, while petroleum profits tax applies to oil and gas companies. Value-added 

tax (VAT) is charged on goods and services, and personal income tax applies to individuals 

based on residency and income. 

These taxes play vital roles in revenue mobilisation, funding public services, and promoting 

economic stability. For instance, petroleum profits tax contributes significantly to government 

revenue, reflecting Nigeria’s dependence on oil. VAT, on the other hand, provides a steady 

stream of income from consumption. 

Fill in the blank: Petroleum profits tax contributes significantly to Nigeria’s revenue because of 

the country’s dependence on ______. 
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Box 5.1 Major tax categories in Nigeria 

 

 

Tax Category 
Primary Role in Revenue 

Mobilization 
Key 2026 Provisions 

Personal Income 

Tax (PIT) 

Generates revenue from the labor 

force while ensuring social equity 

through progressive rates. 

Tax-Free Threshold: Individuals 

earning ₦800,000 or less annually are 

100% exempt. Progressive rates now 

peak at 25%. 

Companies 

Income Tax 

(CIT) 

Serves as the primary vehicle for 

capturing corporate profits to fund 

national infrastructure. 

SME Incentive: Small businesses 

(turnover <₦50M) pay 0% CIT. Large 

companies pay a flat 30%. 

Value Added 

Tax (VAT) 

A consumption-based tax 

providing stable, non-oil revenue 

that is shared across all three tiers 

of government. 

Essentials Exemption: 0% VAT on 

food, healthcare, and education. Rate 

remains at 7.5% with mandatory digital 

e-invoicing. 

Development 

Levy 

Consolidated sectoral charges into 

a single fund for specialized 

national development. 

Simplification: Replaces the old 

Tertiary Education Tax (TET), IT 

Levy, and Police Trust Fund with a 

single 4% levy. 

Hydrocarbon 

Tax 

Captures economic rent from the 

extraction of Nigeria's natural oil 

and gas resources. 

Governs the upstream sector; remains a 

critical, though fluctuating, pillar of 

federal foreign exchange earnings. 

Capital Gains 

Tax (CGT) 

Ensures that wealth generated 

from asset disposal (stocks, 

property) is taxed similarly to 

regular income. 

Alignment: CGT rate for companies 

increased from 10% to 30% to match 

the CIT and prevent tax arbitrage. 

 

Pilot Questions 5.1 

The evolution of taxation in Nigeria began with: 
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Modern statutory laws only 

Traditional levies imposed by local rulers 

Petroleum profits tax 

Value-added tax 

The Federal Inland Revenue Service is responsible for: 

State-level taxes 

Local government levies 

Federal taxes such as corporate income tax and VAT 

Informal sector taxation only 

Which of the following is a major tax category in Nigeria? 

Corporate income tax 

Petroleum profits tax 

Value-added tax 

All of the above 

State Boards of Internal Revenue primarily manage: 

Federal corporate income tax 

Personal income tax and state taxes 

Petroleum profits tax 

Customs duties 

Petroleum profits tax is significant in Nigeria because: 

It applies to agricultural companies 

It reflects Nigeria’s dependence on oil revenue 

It is collected by local governments 

It is exempt from enforcement 

 

5.2 Comparative Analysis With Other Jurisdictions 

5.2.1 Comparison with developed economies 

Developed economies such as the United States, the United Kingdom, and Germany typically 

have well-structured tax systems characterised by strong enforcement, advanced digital 

infrastructure, and broad tax bases. These systems rely on progressive taxation, where higher 

earners pay proportionally more, and they often integrate indirect taxes such as VAT or sales tax. 
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Nigeria’s tax system, by contrast, faces challenges in enforcement and compliance, with a 

narrower tax base and heavy reliance on oil revenue. Studying developed economies helps 

highlight the importance of diversification, transparency, and efficient administration. 

Fill in the blank: Developed economies often rely on ______ taxation, where higher earners pay 

proportionally more. 

Table 5.2 Comparison of Nigeria’s tax system with developed economies 

 

 

Feature Nigeria 
United 

Kingdom (UK) 

United States 

(US) 
Germany 

Personal Income 

Tax (Top Rate) 

25% (on 

₦50M+) 

45% (on 

£125,140+) 

37% (Federal) + 

State (up to 

13.3%) 

45% + 5.5% 

Solidarity 

Surcharge 

Corporate Income 

Tax (CIT) 

30% (0% for 

SMEs <₦50M) 

25% (on profits 

£250k+) 

21% (Federal) + 

State (approx. 4-

9%) 

Approx. 30% 

(Includes Trade 

Tax) 

Consumption Tax 

(VAT/Sales Tax) 
7.5% (VAT) 20% (VAT) 

0% – 10% 

(State/Local Sales 

Tax) 

19% (VAT) 

Tax-Free 

Threshold 

(Individual) 

₦800,000 £12,570 
$15,000 (Standard 

Ded. approx.) 
€12,096 

Global Minimum 

Tax (Pillar 2) 

15% (Applied 

to MNEs) 
15% 

15% (Corporate 

Alternative Min) 
15% 

Digital Services 

Tax 

Applied to non-

resident tech 

2% on 

search/social 

media 

Varies by State 

(Nexus laws) 

Part of EU-wide 

Pillar 1 & 2 
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Feature Nigeria 
United 

Kingdom (UK) 

United States 

(US) 
Germany 

Tax Basis 
Residency-

based 

Residency-

based 

Citizenship-based 

(Worldwide) 

Residency-

based 

 

5.2.2 Comparison with developing economies 

Developing economies often share challenges similar to Nigeria, such as limited administrative 

capacity, high levels of informal economic activity, and low tax compliance. However, some 

countries have made progress by introducing simplified tax regimes for small businesses, 

strengthening enforcement, and leveraging technology for tax collection. 

Nigeria can learn from these experiences, particularly in addressing informal sector taxation and 

improving compliance. For example, Rwanda has successfully implemented digital tax systems 

that enhance transparency and broaden the tax base. 

Fill in the blank: One common challenge in developing economies is high levels of ______ 

economic activity. 

Figure 5.2 Nigeria compared with developing economies 

 

5.2.3 Lessons and best practices for Nigeria 
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By comparing Nigeria’s tax system with both developed and developing economies, several 

lessons emerge. From developed economies, Nigeria can adopt practices such as digitalisation, 

stronger enforcement, and broader tax bases. From developing economies, Nigeria can learn the 

value of simplified regimes for small businesses and innovative approaches to informal sector 

taxation. 

Best practices include enhancing transparency, reducing reliance on oil revenue, and building 

public trust in the tax system. These measures can help Nigeria strengthen revenue mobilisation 

and support sustainable development. 

Fill in the blank: Nigeria can reduce reliance on oil revenue by broadening its ______ base. 

Box 5.2 Lessons and best practices for Nigeria 

 

 

Focus Area 

Lesson from 

Developed 

Economies (UK, US, 

OECD) 

Lesson from Developing 

Economies (Rwanda, 

Vietnam, Ghana) 

Nigeria’s 2026 

Implementation 

Administration 

Unified Collection: 

Centralized agencies 

(like the UK's HMRC) 

reduce overhead and 

data silos. 

Digital Leapfrogging: 

Rwanda’s use of mobile-

first filing and e-billing 

systems to bypass weak 

infrastructure. 

Renaming FIRS to 

Nigeria Revenue 

Service (NRS) to 

centralize federal and 

state coordination. 

Informal 

Sector 

Pre-filled Returns: 

Using high-quality 

third-party data to 

automate filing for 

individuals. 

Presumptive Taxation: 

Using simplified, 

turnover-based taxes for 

small traders to encourage 

formalization. 

Integration of NIN and 

BVN with Tax IDs to 

track economic activity 

and pre-populate returns. 

Compliance 

Cooperative 

Compliance: Large 

taxpayers get 

"advance rulings" to 

prevent disputes 

before they happen. 

Transparency & "Tax 

Morale": Linking tax 

payments to visible public 

projects (roads/hospitals) 

to build trust. 

Mandatory e-invoicing 

for large firms and a 

dedicated Tax Ombuds 

office for dispute 

resolution. 
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Focus Area 

Lesson from 

Developed 

Economies (UK, US, 

OECD) 

Lesson from Developing 

Economies (Rwanda, 

Vietnam, Ghana) 

Nigeria’s 2026 

Implementation 

Incentives 

R&D Credits: 

Moving from tax 

"holidays" to credits 

based on actual 

expenditure and 

innovation. 

Sector-Specific Support: 

Using targeted 

exemptions for basic food 

and agriculture to curb 

inflation. 

Replacing Pioneer Status 

with the Economic 

Development Incentive 

(EDI) linked to capex. 

 

Pilot Questions 5.2 

Developed economies often rely on: 

Regressive taxation 

Progressive taxation 

Informal sector taxation 

No taxation at all 

Nigeria’s tax system differs from developed economies because: 

It has a narrower tax base and weaker enforcement 

It has stronger digital infrastructure 

It relies less on oil revenue 

It has higher compliance rates 

One common challenge in developing economies is: 

High levels of informal economic activity 

Strong enforcement capacity 

Broad tax bases 

Advanced digital systems 

Rwanda’s tax reforms are notable because: 

They eliminated VAT 

They introduced digital tax systems to enhance transparency 

They abolished corporate income tax 

They relied solely on oil revenue 
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Nigeria can strengthen its tax system by: 

Reducing transparency 

Broadening its tax base 

Increasing reliance on oil revenue 

Ignoring informal sector taxation 

 

5.3 Contemporary Challenges And Reform Prospects 

5.3.1 Tax compliance and enforcement issues 

One of the most pressing challenges in Nigeria’s tax system is tax compliance, which refers to 

the extent to which taxpayers meet their obligations by filing returns and paying taxes on time. 

Compliance levels remain low due to factors such as weak enforcement, lack of awareness, and 

mistrust in government institutions. 

Tax enforcement involves measures taken by authorities to ensure compliance, including audits, 

penalties, and legal action. In Nigeria, enforcement is often hindered by limited administrative 

capacity and corruption, which reduce the effectiveness of tax collection. 

Fill in the blank: Tax compliance refers to the extent to which taxpayers meet their obligations 

by filing returns and paying ______ on time. 

Figure 5.3 Tax compliance and enforcement in Nigeria 

 

5.3.2 Informal sector and revenue mobilisation 
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Nigeria has a large informal sector, which includes small businesses and individuals operating 

outside formal regulatory frameworks. The informal sector contributes significantly to economic 

activity but remains largely untaxed, creating a gap in revenue mobilisation. 

Efforts to tax the informal sector face challenges such as lack of records, resistance from 

operators, and administrative difficulties. However, innovative approaches like simplified tax 

regimes and digital platforms can help integrate informal businesses into the tax system. 

Fill in the blank: The informal sector contributes significantly to Nigeria’s economy but remains 

largely ______. 

Box 5.3 Informal sector taxation challenges 

 

 

Key Challenges Modern Strategic Solutions 

Lack of Financial Records: Most small 

traders, artisans, and street vendors 

operate on a cash basis with no audited 

accounts. 

Presumptive Tax Regime: Authorities use "Best of 

Judgment" (BOJ) assessments based on visible 

indicators like shop location, nature of trade, and 

number of employees. 

Data Invisibility: Many operators lack 

fixed addresses or formal business 

registrations, making them hard to track. 

NIN-TIN Integration: Mandatory linkage of the 

National Identification Number (NIN) to financial 

transactions. No NIN/TIN = limited access to 

business bank accounts. 

Multiplicity of Taxes: Informal workers 

are often harassed for "daily levies" by 

non-state actors (unions/touts), leading to 

tax fatigue. 

Harmonization Law: Consolidating nearly 60 

fragmented levies into 9 core collection heads and 

banning unauthorized roadside collections. 

Low Tax Morale: A deep-seated distrust 

of government leads to the belief that 

taxes are "lost" to corruption. 

"Tax-for-Service" Linkage: Publicly branding 

infrastructure projects (e.g., market renovations) as 

"Paid for by your Taxes" to build trust. 

High Compliance Costs: The cost of 

hiring an accountant to file returns often 

exceeds the tax liability for a micro-

entrepreneur. 

Simplified E-Filing: Introduction of mobile-

friendly portals (like the LIRS eTax) where artisans 

can file returns in minutes using their phones. 
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5.3.3 Ongoing reforms and future directions 

Nigeria has embarked on several reforms aimed at strengthening its tax system. These include 

digitalisation of tax processes, harmonisation of tax laws, and initiatives to improve transparency 

and accountability. The ongoing reforms seek to broaden the tax base, reduce reliance on oil 

revenue, and enhance public trust in the system. 

Looking ahead, future directions may involve greater use of technology, stronger international 

cooperation, and policies designed to capture revenue from emerging sectors such as digital 

services. These reforms are critical for ensuring sustainable development and fiscal stability. 

Fill in the blank: Nigeria’s ongoing reforms aim to broaden the ______ base and reduce reliance 

on oil revenue. 

Table 5.3 Key reforms and future directions in Nigeria’s tax system 

 

 

Reform Area Ongoing Status (2026) Future Directions (Beyond 2026) 

Institutional 

Framework 

Transition of FIRS to the Nigeria 

Revenue Service (NRS). Creation of 

the Office of the Tax Ombud for 

dispute resolution. 

Full integration as a "Revenue 

System Integrator," taking over 

royalty collections from agencies 

like NUPRC. 

Corporate 

Taxation 

Small companies (turnover <₦50M) 

pay 0% CIT. Large firms pay 30% 

plus a unified 4% Development 

Levy. 

Shift toward Economic 

Development Incentives (EDI)—

credits based on actual investment 

rather than blanket tax holidays. 

Global 

Alignment 

Implementation of the 15% 

Minimum Effective Tax Rate (ETR) 

for multinationals, aligning with 

OECD Pillar 2. 

Aggressive use of "Force of 

Attraction" rules to tax non-resident 

companies with significant economic 

presence. 

Personal 

Income Tax 

N800,000 annual tax-free threshold. 

Top rate increased to 25% for ultra-

high earners. 

Elimination of the Consolidated 

Relief Allowance (CRA) in favor of 

specific Rent and Pension reliefs. 
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Reform Area Ongoing Status (2026) Future Directions (Beyond 2026) 

Consumption 

(VAT) 

VAT remains at 7.5%, but with 

absolute 0% rating on food, health, 

and education essentials. 

Full rollout of mandatory 

fiscalization and e-invoicing for 

real-time VAT reporting by all large 

retailers. 

Digital 

Economy 

Mandatory registration for remote 

workers and freelancers working for 

foreign firms. 

Use of AI-driven tools to cross-

reference bank data (BVN) with tax 

filings to identify unregistered high-

earners. 

 

Pilot Questions 5.3 

Tax compliance refers to: 

Meeting obligations by filing returns and paying taxes on time 

Avoiding taxes through loopholes 

Enforcement measures only 

Informal sector activity 

One major challenge to enforcement in Nigeria is: 

Strong administrative capacity 

Corruption and limited resources 

High compliance rates 

Simplified tax regimes 

The informal sector in Nigeria is: 

Fully taxed and regulated 

Largely untaxed despite contributing significantly to the economy 

Dominated by multinational corporations 

Exempt from all reforms 

Ongoing reforms in Nigeria’s tax system include: 

Digitalisation of tax processes 

Harmonisation of tax laws 

Transparency initiatives 

All of the above 
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Future directions for Nigeria’s tax system may involve: 

Greater use of technology 

Stronger international cooperation 

Policies targeting digital services 

All of the above 

 

Series Summary 

This Series has provided a comparative perspective on Nigeria’s tax system, highlighting its 

historical foundations, structural features, and the challenges it faces today. We began by tracing 

the evolution of taxation in Nigeria, examining the institutions responsible for administration, 

and identifying the major tax categories that drive revenue mobilisation. We then moved on to 

compare Nigeria’s system with those of developed and developing economies, drawing lessons 

and best practices that can inform reforms. Finally, we explored contemporary challenges such 

as compliance, informal sector taxation, and ongoing reforms aimed at strengthening 

transparency, broadening the tax base, and reducing reliance on oil revenue. 

By engaging with these topics, you should now be able to describe the historical and structural 

foundations of Nigeria’s tax system, explain the roles of its institutions and tax categories, 

analyse its performance in comparison with other jurisdictions, and evaluate the challenges and 

reform prospects. These outcomes align directly with the Series Learning Outcomes (SLOs), 

equipping you with both analytical and practical insights into Nigeria’s fiscal landscape. 

Series Glossary 

Compliance: The extent to which taxpayers meet their obligations by filing returns and 

paying taxes on time. 

Corporate income tax: A tax levied on the profits of companies operating in Nigeria. 

Federal Inland Revenue Service (FIRS): The federal agency responsible for collecting 

taxes such as corporate income tax and VAT. 

Informal sector: Economic activity carried out by individuals or businesses outside formal 

regulatory frameworks, often untaxed. 

Petroleum profits tax: A tax imposed on the profits of oil and gas companies in Nigeria. 

Progressive taxation: A system where higher earners pay proportionally more tax than 

lower earners. 

State Boards of Internal Revenue (SBIRs): State-level agencies responsible for collecting 

personal income tax and other state taxes. 

Tax base: The total amount of income, assets, or transactions subject to taxation. 

Tax enforcement: Measures taken by authorities to ensure compliance, including audits, 

penalties, and legal action. 

Value-added tax (VAT): A consumption tax levied on goods and services at each stage of 

production and distribution. 
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Concept Check Questions [Series 5] 

Objective Questions 

Define tax compliance and explain its importance. (Linked to SLO 5.4) 

Which institution is responsible for collecting federal taxes in Nigeria? (Linked to SLO 5.2) 

Identify one major tax category in Nigeria. (Linked to SLO 5.2) 

Short-Answer Questions 

4. Compare Nigeria’s tax system with that of a developed economy, highlighting one key 

difference. (Linked to SLO 5.3) 

5. Explain why the informal sector poses challenges for revenue mobilisation in Nigeria. (Linked 

to SLO 5.4) 

Long-Answer Questions 

6. Analyse the historical evolution of Nigeria’s tax system and discuss how it has shaped current 

structures. (Linked to SLO 5.1) 

7. Evaluate Nigeria’s ongoing tax reforms and suggest future directions for strengthening its 

fiscal system. (Linked to SLO 5.4) 

Answers to Concept Check Questions [Series 5] 

Objective Questions 

Tax compliance refers to meeting obligations by filing returns and paying taxes on time; it is 

important for effective revenue mobilisation. 

The Federal Inland Revenue Service (FIRS). 

Petroleum profits tax. 

Short-Answer Questions 

4. Developed economies typically have stronger enforcement and broader tax bases, while 

Nigeria relies heavily on oil revenue and faces compliance challenges. 

5. The informal sector is largely untaxed due to lack of records and resistance from operators, 

limiting Nigeria’s revenue mobilisation. 

Long-Answer Questions 

6. Basic response: Nigeria’s tax system evolved from traditional levies to colonial taxes and 

modern statutory systems, shaping today’s institutions and categories. 

Value-added response: This evolution reflects Nigeria’s economic history, with colonial 

influences introducing formal structures and post-independence reforms expanding scope to 

include petroleum profits tax and VAT, highlighting the country’s reliance on oil. 

Basic response: Ongoing reforms include digitalisation, harmonisation of laws, and 

transparency initiatives aimed at broadening the tax base. 

Value-added response: Future directions should involve stronger international 
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cooperation, policies targeting digital services, and innovative approaches to informal 

sector taxation, ensuring fiscal sustainability and reduced dependence on oil. 

Answers to Pilot Questions [Series 5] 

Part 5.1 

b 

c 

d 

b 

b 

Part 5.2 

b 

a 

a 

b 

b 

Part 5.3 

a 

b 

b 

d 

d 
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[Illustrations] 

Figure 5.1 Evolution of taxation in Nigeria – AI-generated using prompt: “Create a timeline 

diagram showing the evolution of taxation in Nigeria from traditional levies, colonial 

taxes, to modern statutory taxes.” 

Table 5.1 Key institutions in Nigeria’s tax administration – AI-generated using prompt: 

“Generate a table listing Nigeria’s tax institutions (FIRS, SBIRs, local governments) and 

their responsibilities.” 

Box 5.1 Major tax categories in Nigeria – AI-generated using prompt: “Create a text box 

summarising Nigeria’s major tax categories and their roles in revenue mobilisation.” 
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Table 5.2 Comparison of Nigeria’s tax system with developed economies – AI-generated 

using prompt: “Generate a table comparing Nigeria’s tax system with developed 

economies such as the US, UK, and Germany.” 

Figure 5.2 Nigeria compared with developing economies – AI-generated using prompt: 

“Create a diagram comparing Nigeria’s tax system with other developing economies, 

highlighting informal sector and compliance issues.” 

Box 5.2 Lessons and best practices for Nigeria – AI-generated using prompt: “Create a text 

box summarising lessons and best practices Nigeria can adopt from developed and 

developing economies.” 

Figure 5.3 Tax compliance and enforcement in Nigeria – AI-generated using prompt: “Create 

a diagram showing the relationship between tax compliance, enforcement measures, and 

revenue mobilisation in Nigeria.” 

Box 5.3 Informal sector taxation challenges – AI-generated using prompt: “Create a text box 

summarising challenges and solutions for taxing Nigeria’s informal sector.” 

Table 5.3 Key reforms and future directions in Nigeria’s tax system – AI-generated using 

prompt: “Generate a table listing Nigeria’s ongoing tax reforms and future directions.” 

 

 

 

 

 

 

 

 


