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The Tax Ap
deductibility
companies

In brief

The Tax Appeal Tribunal (TAT)
nonresident companies filing income tax returns under the deemed profit regime
before it by Global Marine Baltic I
(FIRS).

The TAT ruled in favour of the FIRS
profits basis, further deductions

In detail

Background

Under certain conditions, the
Companies Income Tax Act
empowers the FIRS to make a
judgment call on what would be
a fair profit of a company to be
assessed to tax.

Section 26 of CITA provides
that:

“Where… it appears to the FIRS
that in any year of assessment,
the trade or business produces
either no assessable profit or
assessable profits which in the
opinion of the FIRS are less
than might be expected to arise
from that trade or business or…
the true amount of the
assessable profits of the
company cannot be readily
ascertained, the FIRS may…
assess and charge that
company for that year of
assessment on such a fair and
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deductibility of recharges by nonresident
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Tax Appeal Tribunal (TAT) on 30 July delivered a judgment on the deductibility of
filing income tax returns under the deemed profit regime

Global Marine Baltic Incorporation (GMBI) against the Federal Inland Revenue Service
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In practice, in assessing non-
resident companies to tax, the
FIRS deems a profit rate of 20%
of turnover derived from
Nigeria (implying a cost ratio of
80%). This is then taxed at the
corporate tax rate of 30%
resulting in an effective tax of
6% of turnover.

This is meant to be an
alternative basis of assessment.
The primary requirement is that
nonresident companies file their
returns based on actual profits.

The deemed profit basis has
evolved in practice to be widely
adopted and generally accepted,
mostly due to its simplicity and
the fact that nonresident
companies filing returns under
the deemed profit basis avoid
disputes with FIRS regarding
tax deductibility of costs.
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deductibility of recharges by
filing income tax returns under the deemed profit regime in a case brought

against the Federal Inland Revenue Service

company is assessed to tax on deemed
subcontractor charges.

Overview of the Tax Appeal
Tribunal judgment

Position of GMBI

GMBI, a drilling company
registered and incorporated in
accordance with the laws of the
state of Delaware (USA),
entered into an agreement to
provide drilling services in
Nigeria. The company
subsequently engaged the
ervices of Global Offshore

Drilling Limited (GODL), a
Nigerian company in the
execution of the contract. For its
services, GODL received a
reimbursement of its operating
costs plus a mark-up of 10%.

The issues for determination

Whether recharges by a
subcontractor should be
included as part of the
turnover of non-resident
companies for the purpose
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of assessment to tax on
deemed profit basis.

GMBI argued that this
would lead to double
taxation as the income will
be taxed in both the hands
of the subcontractor and in
its hands.

 Whether GMBI was justified
to rely on the information
circular issued by the FIRS
in March 1993 which
suggest that only part of the
turnover of a nonresident
company attributable to its
fixed base is taxable in
Nigeria.

Reference was made by
GMBI to the case between
Halliburton West Africa
Limited and the Federal
Board of Inland Revenue
(June 2006).

Position of the FIRS

The FIRS’ position was that
GMBI was wrong to have made
a deduction for the recharges
under the deemed profits basis,
and that such deduction for
expenses are only allowed under
the actual profit basis. Thus, the
major issue for determination
was whether GMBI having filed
its income tax returns on the
deemed profit basis, is entitled
to make any other deductions
apart from the 80% deemed cost
granted by the FIRS.

The Judgment

The TAT dismissed GDML’s suit
and delivered its judgment in
favour of the FIRS.

The TAT’s position was that
“turnover” meant “total
receipts” after deduction of

items such as trade discount
and certain taxes such as VAT.

The implication of this is that
GDMI’s turnover is the total
proceeds of the contract, before
any payments are made to the
subcontractor and hence,
income tax should be assessed
on 20% of turnover under the
deemed profit basis.

The only alternative for
nonresidents to avoid this will
be to compute their tax on
actual profits basis, in which
case, deductions can be taken
for allowable expenses. However
this will pose a different
challenge of documentation and
audit defense.

Contrast with the Halliburton
case

In distinguishing this case from
the Halliburton case, the TAT
took the view that both
Halliburton and the sub-
contractor were parties to a
single contract with the
customer, making it a tripartite
agreement. This means that
payments to the sub-contractor
were not Halliburton’s turnover
or expenses (but a basis to fairly
apportion profits), and as such
Halliburton’s turnover was its
own portion of the agreed fees
with the customer.

The TAT also threw out GMBI’s
assertion that the FIRS’
treatment would amount to
double taxation, stating that
double taxation can only happen
where the same income is taxed
more than once in the hands of
a single taxpayer.

The takeaway

The popular saying “you cannot
have your cake, and eat it”
comes to mind as an aftermath

of the judgment. This is because
CITA provides for companies to
compute income taxes based on
actual profits, derived after
taking deductions for allowable
expenses.

The deemed profits basis is only
a fallback option. Based on the
current FIRS practice, the
maximum expense allowable as
a deduction under the deemed
profits approach is 80% (subject
to any future review by the
FIRS).

Non-resident companies should
therefore consider if it is more
sensible to file their tax returns
based on actual profit especially
in instances where they have
significant subcontracts and the
overall contract margin will be
less than 20%. This must
however be weighed against the
effort that will be required to
convince the FIRS to accept all
costs especially foreign costs.

In addition, affected companies
should consider using tripartite
contracts arrangements in
executing projects locally
instead of subcontracting
arrangements. This increases
the chances that the deemed
profits basis will be applied only
on the turnover attributable to
the non-resident excluding any
portion payable to the local
subcontractor.

Although the Halliburton case is
under appeal, the precedent set
by the High Court will continue
to stand in similar situations
until overturned by a Court of
higher jurisdiction. It is possible
that GMBI would appeal the
TAT judgment and seek to prove
that contrary to the TAT’s view
the two cases are in fact similar
in all material respect.
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