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Background
Universally, Value Added Tax (VAT) is designed to be borne by the 
final consumers. This implies that businesses are generally expected 
to recover all input VAT incurred on their costs. This position is 
reflected in section 16 of the Nigerian VAT Act. However, Nigeria 
deviates from this general principle through section 17 of the same 
Act which imposes a restriction on the input VAT that businesses can 
recover. Section 17(1) says:

… the input tax to be allowed as a deduction from output tax shall be 
limited to the tax on goods purchased or imported directly for resale 
and goods which form the stock-in-trade used for the direct 
production of any new product on which the output tax is charged.

Section 17(2)(a) of the Act qualifies subsection (1). It provides that:

Input tax on any overhead, service, and general administration of any 
business which otherwise can be expended through the income 
statement (profit and loss accounts) shall not be allowed as a 
deduction from output tax.

The Act, however, does not define “stock-in-trade” and as a result, 
there has been a long running dispute on what constitutes stock-in-
trade for the purpose of determining the extent of a company’s right 
to recover input VAT.

Facts
Chi Limited (‘CHI’ or the ‘Company’) is a FMCG company which 
produces fruit juices, dairy and other products in the beverage and 
snack categories. As part of its production activities, CHI incurred 
VAT on natural gas/diesel used to power both its production plant 
and administrative offices. The company also incurred VAT on short 
term spares and other consumables used in its production process. 

The Company wrote to the Federal Inland Revenue Service (FIRS) 
requesting FIRS’ confirmation that the natural gas, spares and 
consumables used in its production process were its stock-in-trade 
and for this reason, it should be allowed to recover the input VAT 
incurred in procuring these SIT. FIRS refused, ruling that the items 
were overheads on which input VAT were not recoverable but should 
be expensed. In its ruling, FIRS defined stock-in-trade to mean raw 
materials – in effect stating that natural gas, spares and consumables 
did not form part of the Company’s raw materials. The Company 
appealed.

Arguments
On behalf of CHI, PwC argued that:

1. The universal principles of VAT requires that it should be borne 
by final consumers and for this reason businesses could recover 
all input VAT provided they were used directly in the production 
process. This position was supported by section 16 of the Act. 
Section 17, a later addition to the Act, was introduced to prevent 
companies from recovering input VAT unrelated to their outputs.
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2. The Company met all the conditions for recovery of input VAT in 
section 17, that is, the stock-in-trade was used for direct production 
for goods on which output VAT is charged.

3. The definition of stock-in-trade was consistent across 11 dictionaries 
to mean – tools, equipment, materials, merchandise used to run a 
business. Similarly, the definition of “raw materials” in the same 
dictionaries showed a marked difference in the meaning of both 
terms.

4. The Presumption of Consistent Usage applies to the words “directly” 
and “direct” in section 17(1). This means that a word is presumed to 
have the same meaning throughout a text. The definition of “directly” 
means “undeviating”. Therefore, the use of the word “directly” in 
section 17 means there must be an undeviating link between a good 
purchased (including the corresponding input VAT) with the resale of 
the same good (including the corresponding output VAT). The same 
definition should be applied to “direct” in relation to “direct 
production” such that there must be an undeviating link between the 
stock-in-trade (and corresponding input VAT) and the output 
(including the corresponding output VAT). Alternatively, to the extent 
that the natural gas and other items could be traced directly to the 
production process (as opposed to those used for office premises), 
then any input VAT on the items should be recoverable. 

5. Finally, the use of the word “otherwise” in section 17(2)(a) means 
that stock-in-trade not used for direct production were to be 
expended in the profit and loss account. 
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The FIRS on its part, argued that:

1. The legislative intent for section 17 of the VAT Act is to limit 
claims of input VAT to goods used directly for production, that is, 
there must be a direct connection between the finished product 
and the good from which input VAT was sought to be claimed. 

2. To be allowable, the goods on which input VAT is incurred must 
form part of the raw materials used directly to produce a new 
product. Raw materials for the Company would mean fruit 
concentrates and other similar items. 

3. Natural gas, spares and consumables were overheads of the 
Company. So, a manufacturer cannot cherry pick to expense 
overheads to the income statement or deduct input tax from 
output tax since the Act intended to limit stock-in trade to the 
line of business of each manufacturer as listed in its 
Memorandum and Articles of Association.

Decision
The Tribunal agreed with all the Company’s arguments and held that 
FIRS was wrong to equate stock-in-trade with raw materials. 
According to the Tribunal, stock-in-trade was a broader term than raw 
materials. Further, the Tribunal held that the Company is entitled to 
recover input VAT incurred on purchase of its stock-in-trade if they 
have a direct link with the production of any new product.

The Tribunal, agreeing with the Company, held that stock-in-trade 
includes production overheads. However, overheads not used in 
direct production should be expensed in the Company’s income 
statement consistent with section 17(2)(a). 
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Takeaway

This is a landmark decision as the Tribunal has provided clarity on 
the definition of stock-in-trade and the proper construction of 
section 17. The decision is also consistent with established 
universal VAT principles. The decision now represents the position 
of the law and taxpayers can rely on it to recover input VAT 
provided they can demonstrate that there is an undeviating link or 
correlation between such items and their vatable products/output. 

This would be a welcome development for manufacturers since 
the VAT Modification Order 2021 controversially re-introduced 
VAT on gas used to power manufacturing plants despite Nigeria’s 
industrialisation objectives and the National gas policy.

In 2020, Nigeria increased its VAT rate from 5% to 7.5%. It is 
recommended that any future increase in VAT rate (to align with 
rates in similar countries) should incorporate the expansion of the 
scope of claiming input VAT to all costs (including fixed assets
and services) incurred in producing taxable outputs. This will 
ensure that VAT is levied on the final consumer instead of 
constituting a cost to businesses, which is currently the case.
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