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Introduction
This paper is a contribution to the ongoing debate over the appropriate mechanisms for taxing the informal sector in developing countries. It explains the difficulties faced in constructing a culture of compliance among informal or partially formal enterprises – beyond the technical issues of simplification and administration, drawing experiences from the Ghanaian context. Some of the key questions to be addressed are as follows:

i. What makes people willing to pay tax?

ii. How is taxing the informal sector different from taxing other enterprises?

iii. What institutional mechanisms might be useful beyond the usual government apparatus – business associations, trade unions?

To address these questions the paper is divided into six sections. Section 1 identifies the reasons for the growing interest in taxing the informal sector. Section 2 is devoted to the scope of the informal sector in Ghana and some of the difficulties faced in taxing it. Section 3 examines the incentives for people to pay tax. Section 4 discusses the differences, if any, between taxing the informal sector and other enterprises. Section 5 addresses some of the useful institutional mechanisms for taxing the informal sector. Section Six highlights some of the lessons learnt and their implications for taxing the informal sector.
1. Reasons for interest in taxing the informal sector

There has been a growing interest in taxing the informal sector
 in most developing countries for a number of reasons. They include the following:

i. Revenue needs: The introduction of neo-liberal reforms under structural adjustment programmes (SAP) with emphasis on liberalization, downsizing and changing tax policy as well  as tax administration has brought to the fore the urgent practical necessity of increasing revenues, which will enable the state to deliver basic services. In fact, revenue maximization is the primary objective of tax policy. The informal sector therefore becomes the obvious avenue to be drawn into the tax net having been mostly out of it;

ii. The phenomenal size and growth of informal sector: The liberalization of economies as a result of SAP has pushed many formal businesses into the informal sector in most developing countries.  Recent calculations estimate that the size of the informal sector in developing countries varies between about twenty percent in Indonesia to around sixty seven percent of GDP in Bolivia (Schneider 2002). The informal sector is complex and heterogeneous comprising of large enterprises and small; urban firms and rural ones; visible activities as well as invisible ones; owners as well as workers; local activities as well as those that cross jurisdictional boundaries; 
iii. Impact on tax compliance in the formal sector: Legitimate taxpayers in the formal sector perceive the state as being unfair in pursuing them for taxes while the informal sector continues to operate untaxed.  Ignoring informal sector activities will lower compliance morale and increase the risk of generalized non compliance (Terkper 2003).  There is some evidence from Latin America suggesting that tax compliance in the formal sector is higher in countries which have a relatively small informal sector (Torgler 2003).  

iv. State legitimacy: Informalization might be indicative of the fact that operators see no value in engaging with the state in the protection of life and property, and therefore legitimacy becomes a serious concern.  In order to regain legitimacy, governments are looking for ways to incorporate informal activities into formal systems.  Taxation is a good route into the problem, as it enables governments to recognize informal activities without legitimizing the breaking of other rules and regulations.  Broadening the tax base and developing a ‘culture of compliance’ can achieve more than simply increasing revenues; it can be a way of re-engaging citizens with the state. 

v. Demands from the informal sector: Research shows that those within the informal sector are willing to pay taxes, specifically when these are in exchange for some legitimacy, stability and protection from arbitrary harassment from state agents (Dickovick 2003, Baross 1990).  For many within the sector, the tax burden is not onerous, especially as they are paying informally anyway, albeit as bribes to street level bureaucrats, in order to continue operating;

vi. Tax-Accountability link: Governments that are dependent upon earned revenues such as taxes (as opposed to unearned revenues such as aid or mineral wealth) are more likely to be responsive to their citizens for various reasons.  The flip side of the argument suggests that citizens who pay taxes will demand more responsive governments (Gloppen 2002).  By encouraging people within the informal sector to come within the tax net, it is thus assumed that they will start the process of a constructive engagement with the state—of gaining services and rights and becoming full citizens. In short, widening the tax net will spark off a virtuous cycle of taxation and accountability that is at the heart of consolidating democracies (Joshi and Ayee, 2006).
2. The informal sector in Ghana
Ghana has a large and diverse informal sector. It spans activities such as trading, spare parts, transportation, construction, agriculture, livestock, food preparation, credit facilities, refrigeration, electricity, dressmaking, footwear distilleries, gold and silver smithing and traditional healing (see Box 1). Because of its sheer size, it has become difficult for the Ministry of Finance and Economic Planning and the Statistical Service to have a reliable data on their membership and activities. 

The size of the informal sector is also an obstacle to income tax collection. The income tax base in Ghana is very narrow. Only about 20% of the work force is employed for wages and salaries. The rest are in the informal sector. In some cases, it is almost impossible to determine the income of those in the informal sector because they are mainly self-employed and therefore the greater part of the real income cannot be satisfactorily assessed. As a result, majority of the informal sector have been the worst income tax evaders. The evasion takes three forms, namely, non-declaration of income, under-declaration and inflation of deductions from income. 

Some of the Informal Organizations in Ghana

1. Ghana Private Road Transport Union (GPRTU)

2. Ghana Cooperative Transport Society (GCTS)

3. Progressive Transport Owners Association (PROTOA)

4. Ghana National Chemical Sellers Association

5. Ghana National Tailors and Dressmakers Association

6. Musician Union of Ghana

7. Phonogram Producers Association

8. Ghana Tape Recorders Association

9. National Drinking Bar Operators Association

10.National Garage Owners Association

11. Greater Accra Second Hand Spare Parts Dealers Association

12. Refrigeration and Air-Conditioning Workshop Owners Association

13. Chop Bar Keepers and Cooked Food Sellers Association

14. Hair Dressers Association of Ghana

15. Susu Collectors Association

16. Traditional Healers, Fetish Priests, Mallams and Drug Peddlers Association

17. Sandcrete Block Manufacturers Association

18. Ghana Gold and Silver Smiths Association

19. Second Hand Clothes Dealers Association

20. Radio and Television Repairers Association

21. Ghana Cooperative Distillers Association Ltd

22. Cornmill Owners Association

23. Licensed Diamond Winners Association

24. Ghana Association of Private Sports Papers

25. Ashiaman Livestock Breeding and Traders Association

26. Butchers Association

27. Ghana Livestock and Meat Marketing Association

28. Video Operators Association

29. Ghana Private Schools Association

30. Day Care Centres Association

31. Akpeteshie Distillers Association

32. Second Hand Car Dealers Association

33. Ghana Union Traders Association (GUTA)

2.1 Difficulties in taxing the informal sector

Like any developing country, taxing the informal sector in Ghana is a Herculean task. This has been acknowledged by the 2007 Budget Statement:

… one of the major challenges facing Ghana is how to broaden the tax net. Out of a pool of 5 million potential taxpayers, only 1 million are paying income taxes. Apart from employees on the Government payroll, only about 350,000 employees in the private formal sector pay taxes. … the fact that the vast majority of Ghanaians in the informal sector makes revenue generation a daunting task. Experience in other countries indicates that nations making the transition from informal to formal economies have to use innovative methods to mobilize tax resources (Republic of Ghana 2006: 296).

To enhance revenue collection and bring a fairer distribution of the tax burden which is currently borne by those employed in the formal sector, the Budget proposes that during 2007 “the government will develop and implement a system to assess and collect income tax using the value of vehicles registered … because a significant percentage of vehicle registrations are from informal sector operators most of whom are not taxpayers” (Republic of Ghana 2006: 296).

Two general difficulties can be discerned. First, most business transactions are done in cash and even some establishments would not accept bank cheques. The transaction of all business in cash is one of the means by which a businessman can conceal taxable profits. By so doing, he is able not only to manipulate his records and turnover figures for tax reduction purposes but he is also to eliminate all third party information leading to his purchases and sales. Secondly, most self-employed people are indifferent to proper record keeping. However, in tax administration a very important task is the correct determination of the income of the taxpayer so that a meaningful assessment of the tax liability could be made. Without proper record keeping, this cannot be done. The low standard of record keeping is mainly due to illiteracy (Agyeman 1982).  

Some of the specific difficulties are as follows:

2.2 Inappropriateness of tax mechanisms
Ghana has used direct and indirect mechanisms to collect tax from the informal sector. Direct taxing through formal systems of accounting and income calculation and formal payment channels has not worked effectively because collection costs tended to be high in relation to the amounts collected and discretionary. To overcome these problems, the less distortionary VAT was initially withdrawn and later reintroduced (Ayee 1997). In spite of its introduction, the VAT has not been to penetrate informal sector activities.
 To strengthen the capacity of government to mobilize resource, the Ghana Poverty Reduction Strategy I focused on increasing revenues not by increasing taxes but by instituting measures that will widen the tax base and involved minimizing revenue leakages, reducing the incidence of tax avoidance and strengthening the capacity of the revenue collecting institutions (Republic of Ghana 2003).
Taxation based on formal systems of income calculation, accounts and payment options is not appropriate to much of the informal sector. Direct presumptive taxation may be more promising. In presumptive systems, assessments are based not on calculations of actual income, but on broad indicators of the scale of profits likely being made (Bird and Wallace 2003, Chipeta 2002, Sadka and Tanzi 1993).  Depending on the nature of the economic activity, the indicators may be the size and capacity of machinery, the square footage of commercial space, number of employees or the number of customers served.  The introduction of presumptive taxation is usually combined with the simplification of self-assessment systems. It has been initiated widely in the developing world.
 Ghana, has had a form of presumptive tax since the early eighties. While presumptive taxation has met with some success, it too has failed to adequately penetrate the informal sector and the returns to efforts have been low (Terkper 1995; Appiah-Kubi 2003).  

2.3 Capacity constraints
Although the introduction of VAT and presumptive income taxes has eased the assessment and collection processes, there is still a need for effective tax administration for monitoring and enforcement.  The Internal Revenue Service and VAT Service do not have adequate capacity. In the Budget Statement for 2006, for instance, the “Human Resource Department and the Training Division of the IRS will develop a comprehensive training programme that would sharpen the technical and managerial competencies of IRS employees” while “the VAT Service will initiate Customer Care Programmes to ensure that the right approach is adopted by VAT Service personnel in all their undertakings, with regard to both their internal and external stakeholders” (Republic of Ghana, 2005: 255). 
2.4 The incentive problem
Not only are the three revenue agencies over-stretched, but typically their staff try to avoid working on the informal sector.  Compared to virtually all alternatives, including corporate taxation or customs and excise, working on the informal sector is relatively low status, unrewarding, and sometimes even dangerous. Patrolling poorer areas to identify tax evaders and monitor tax payments with nowhere near the required level of resources is a thankless task.  In particular, educated tax officials dislike interacting with illiterate poor, disenchanted and sometimes violent citizens who resent being harassed for taxes when they are attempting to eke out a meagre living.  The scope for corrupt supplementation of earnings is low relative to other types of postings, and corruption typically will imply taking money in small amounts from already poor people.  As our own research in Ghana shows, motivation tends to be low among tax officials assigned to work with the informal sector. Promotion prospects are few, and they are excluded from the more lucrative positions (Ayee, 2007). The Internal Revenue Service (IRS) does not have the capacity to implement, monitor and enforce taxation. It is the only revenue agency which is yet to be computerized
. This coupled with inadequate logistics such as vehicles, office space and inadequate conditions of service to motivate staff
 have made it impossible to make significant inroads into informal sector taxation. Strategies employed by the IRS such as on-the-spot checks, closing down of shops, public education on tax and the demand of tax clearance certificate for appointment to public office to stimulate tax consciousness in the informal sector has achieved marginal success. These are jobs to be avoided, especially by the more senior officials. In such circumstances, it is hard for governments to focus more on taxing the informal sector. 

2.5 The politics of taxing the informal sector
Whether one likes it or not, the informal sector constitutes a substantial vote bank for politicians. Consequently, there has been what Tendler calls the ‘devil’s deal’—an unspoken arrangement between politicians and the informal sector operators:
if you vote for me,… I won't collect taxes from you; I won't make you comply with other tax, environmental or labour regulations; and I will keep the police and inspectors from harassing you (Tendler 2002: 99).  

Public officials and politicians are willing to turn a blind eye to informal activities in order to retain their support base. The corporatist relationship that existed between the Ghana Private Road Transport Union (GPRTU) and Rawlings’ Provisional National Defence Council in the mid 1980s is a case in point
. The process of bargaining with the informal sector over the payment of tax is itself a gesture of concession and accommodative, which is fraught with political overtures and undertones. Even though successive governments made public statements for widening the tax net and taking tough measures to sanction tax defaulters, there was a gap between their intentions and actions, possibly because of the serious consequences, for instance, losing electoral support, in pursuing the actions to the logical conclusion..  There is hard evidence to support this contention because we still know little about the politics of the informal sector in general, let alone the specific issue of taxation.
  However, the notion provides yet another plausible explanation of why governments often are unable or unwilling to directly tax the informal sector.

3. The incentives for people to pay their tax

A number of reasons have been advanced for the willingness of people to pay their tax. First, payment of tax is regarded as a social or collective choice, that is, the relationships between the preferences of the individual members of the state or society and the collective choices made by governments. People are willing to pay tax because of the “social contract” that exists between them and their governments. Citizens expect government to provide goods and services, whether public or private goods and their effective provision enable citizens to pay tax in return for the enjoyment of these goods. In other words, government expenditures require the generation of revenues and people pay tax as a result of a combination of the public interest and self-interest (Bird and Oldman 1975; Brown and Jackson 1978). Secondly, people pay tax because it is linked to governance. People pay because of government’s effective coercion since people will not pay voluntarily. In the words of Friedman (2003:1) “we obey the rules when the government does its job and ensures that the systems are in place to force us to comply”. Thirdly, people pay tax voluntarily because they feel they are contributing to a state with which they identify or a government programme which they support. Fourthly, and more importantly, tax-paying depends on an underpinning culture, which does not necessarily depend on the claim that it stemmed originally from loyalty to a political order. The existence of a tax-paying culture among tax payers through embedding in a set of rules, values and relationships ensures that:

a technically efficient tax authority may be able to use the routines and attitudes which underpin that culture to enhance collections… the use of public embarrassment of individuals by the South African Revenue Authority has been extremely successful because there is a culture which makes exposure of non-payment a source of shame (Friedman, 2003: 8).
Fifthly, people are willing to pay tax depending on the technical efficiency of the revenue authority that includes not only on its administrative and accounting techniques but also “understanding the culture of the informal sector (companies and individuals) from whom compliance is sought and the network of rules and understandings which underpin tax behaviour … through the recruitment of officials with history of working in private accounting firms, who share common understandings with the people from whom they are collecting tax” (Friedman 2003: 10, 14).

4. Differences between taxing the informal sector and other enterprises

In general terms, it is obvious why it is difficult to tax the informal economy. It comprises a large number of small-scale operators, each with low turnover. Many activities are carried out within homes and out of public sight; it may be difficult to identify them for tax purposes. Barriers to entry are low. This leads to fierce competition and a high degree of transience and uncertainty. Businesses in operation today may not exist tomorrow. In activities like transportation or street vending, operators may be very mobile. Low levels of literacy and lack of access to banking services mean that cash transactions dominate. The family-oriented, small-scale nature of most businesses leads to a lack of separate accounting of personal and business transactions. Affordable accountancy services are rare (Joshi and Ayee 2006a).

Taxing the informal sector is different from other enterprises because there seems to be no culture of compliance. Its sets of rules, values, beliefs and institutions are different from those of the formal sector. These have been exacerbated by the following: 

i. Inability of the revenue agencies to develop closer links with the informal sector: This has been recognized by the 2006 Budget Statement. For instance, the VAT Service will “seek to increase contact with the Trade and Business Associations through frequent meetings to identify and address policy, operation and other related issues for improvement of their understanding of tax procedures” (Republic of Ghana, 2006: 255).
ii. Inability of the revenue agencies to gather reliable data and inadequate and time-series studies of the informal sector to track its dynamics: In this regard, the computerization process of the IRS, especially in the Accra-Tema Metropolitan Area which together contribute more than 80% of IRS annual collection is to be initiated to place more tax payers on the “list of self-assessed tax payers and thereby reduce the burden of manual assessment so that more labour and time could be available for widening the tax net” (Republic of Ghana, 2006: 244-5).
iii. Inadequate record-keeping on the part of the informal sector: This difficulty has been recognized by both the IRS and the VAT Service. Accordingly, in appreciation of the difficulties faced by the informal sector operators in complying with the record keeping requirements of the standard VAT, a Flat Rate VAT scheme, easier to operate and more simplified in its record keeping requirements is to be developed in partnership with the Ghana Union Traders Association (GUTA) for the distributive trade sector. This, it is hoped, will not only ease the cost of “VAT compliance for small and medium scale operators in the distribution sector but also provide a platform for bringing in more traders into the VAT net” (Republic of Ghana, 2006: 255).
iv. Large size tax payers, who are spread over a wide geographical area and cannot either therefore be easily reached and or found it difficult to access tax collection points: Decentralization and a focus on taxpayer services can increase information about taxpaying and ease the processes of compliance.  Customer interaction including gaining information, distribution of forms and filing of taxes,  can now all be undertaken at a single, conveniently located tax office.  Decentralization of IRS operations and the devolution of power to regional and district offices appears to have improved efficiency.  The IRS is currently divided into 10 regional offices, 54 district offices, 36 sub-district offices and 26 collection points making a total of 127 tax offices in addition to the Large Taxpayer Unit (LTU) Office located in Accra.  Collection points have also been established at almost all land, sea and air entry points to Ghana.  Also, the IRS is collaborating with the VAT service by allocating space at IRS offices for VAT officials and vice versa to improve the sharing of information regarding potential taxpayers and to coordinate assessments.  To reduce the “inconveniences to tax payers and bring tax payment to the door steps of tax payers”, the IRS intends to acquire new district office buildings and open sub-offices and collection points and improve its overall operational environment (Republic of Ghana, 2006: 255). These moves to ‘thicken’ the presence of IRS on the ground are in keeping with the recent moves towards increasing taxpayer services and improving ease of compliance for taxpayers (Joshi and Ayee, 2006b).
In considering tax compliance, one is concerned with the ability of the system to ensure that the tax payer pays his tax and do other things like filing tax returns and providing necessary information in accordance with the requirements of the law. As a result of the lack of tax-paying culture, compliance is not voluntary but mainly through coercion. The IRS and VAT Service officials literally compel tax payers in the informal sector to fulfill their tax obligations.

5. Some of the useful mechanisms for taxing the informal sector

What then is the best way of taxing the informal sector? How can a culture of taxpaying be created in the informal sector that had avoided taxation for a long time? A number of mechanisms have been used.
5.1 Associational taxation

In 1986 after the creation of the IRS as an autonomous revenue agency (ARA), the Ghanaian tax administration reforms adopted an explicit strategy to broaden the tax base by targeting the informal sector.  Until then, the informal sector was expected to pay taxes through a system of an annual presumptive flat tax.  However the weak administrative capacity of the IRS, the inability of informal operators to pay large lump sum annual payments and the perceived unfairness of the scheme in which high and low income businesses were subject to the same tax liability, led to poor implementation and tax compliance (Joshi and Ayee, 2002).  

In order to bring the informal sector into the tax net, an innovative scheme called Identifiable Grouping Taxation (IGT) (henceforth associational taxation) was initiated that used informal sector associations to collect taxes from their members.
  The transportation sector, whose largest union the Ghana Passenger Road Transport Union (GPRTU) was at the forefront of this movement towards associational taxation, had found that the prevailing system posed many problems for its members.  The standard assessment, payable yearly at first and then quarterly, was not affordable, as drivers were required to pay a lump sum in advance.  Further the tax did not take into account loss of income due to breakdown of vehicles or lost workdays.  Corruption was prevalent in the filing of taxes and when obtaining tax and road worthiness certificates (Joshi and Ayee, 2002b).  

Associational taxation addressed some of these problems by using informal sector associations as agents for income tax collection. The associations had intimate knowledge of the activities of their members and could collect taxes without much additional effort.  The taxes were collected daily at first, and later weekly to reduce the high costs of printing and monitoring daily receipts, making the payments small and affordable to most members.  Moreover, the taxes were only payable when the drivers earned.  If a vehicle was not in use, taxes were not paid.  The associations too had an incentive to collect taxes for the state—they were offered 2.5% of the total revenue collected.  
This initial experimentation in the transportation sector was successful and led to its later extension to 13 other informal activities.
  Such ‘associational taxation’ has been quite successful in raising revenues from an area of the economy which had not been paying taxes (see Table 1).  Although the amounts collected (especially in the early years) are small relative to the total revenue of the IRS—a culture of taxpaying was created in a sector that had until then avoided taxation (Joshi and Ayee 2006b).

Despite its early success, in the late 1990s associational taxation in Ghana was beset with some problems.  Its origins in a corporatist relationship between the Rawlings PNDC and the largest transportation union the GPRTU meant that the arrangement had less appeal for the new party in power—the New Patriotic Party (NPP).  Associational taxation also led to a situation in which associations collected taxes assiduously, but were less forthcoming in handing over the taxes to the government.  Further, they were likely to leave members defaulting on their taxes, rather than their membership dues. The absence of internal democracy in many of the organizations operating in the informal sector meant that compliance was less a matter of willingness to meet tax obligations than coercion.  

In 2003, the IRS abolished the system of associational taxation for the informal transportation sector because of the large gap between revenue expected and collected.  A standard assessment system called the Vehicle Income Tax (VIT) was introduced under which transport owners and drivers pay income tax on a quarterly basis through a sticker system.
  The stickers are sold for cash to the associations to make them easily available to operators.  All signs indicate that the scheme is successful (See Table 1).  In the first two months after its introduction in 2003 the IRS collected 9.2 billion cedis compared with the annual total of 9 billion cedis collected by the transportation unions in the year 2002-2003 (Daily Graphic, March 9, 2004: 20).  Since January 2005, the IRS has also introduced a tax stamp for the self-employed in the sector with a view to widening the tax net. It covers artisans such as carpenters, dressmakers, masons and mechanics as well as petty traders, mobile-to-mobile operators and other businesses in the informal sector, which constitute about 80% of the economic activity in the country. The tax stamp was introduced because of the insignificant contribution made by the informal sector to national tax revenue (Joshi and Ayee 2006b). 

Yet, at the same time that the IRS is moving away from associational taxation, the VAT service is attempting to introduce it for informal sector businesses.  In the 2006 Budget Statement, a Flat Rate Scheme  (FRS) was proposed to be worked out between the VAT Service and the Ghana Union Traders Association (GUTA). In the 2007 Budget, steps will be taken to implement a “FRS at 3% of sales value for the informal sector without recourse to input VAT claims as programmed in the 2006 budget” (Republic of Ghana 2006: 218). This is designed to overcome the difficulties faced by the informal sector in complying with the record keeping requirements of the standard VAT.  

Although associational taxation does not represent a large proportion of IRS revenue, we argue that it is an important factor for two reasons.  First, we know that ignoring informal sector activities lowers morale and increases the risk of low tax compliance elsewhere (Terkper 2003).  Evidence from Latin America shows that tax compliance in the formal sector is higher in countries which have a relatively small informal sector (Torgler 2003).  We can speculate that the Ghanaian government’s commitment to taxing the informal sector was a factor in improving tax compliance in other sectors.  

Second, if one views associational taxation as one step in the longer process of moving towards more formalized conventional systems of taxation, then it appears to have been a promising step.  Associational taxation has encouraged a culture of taxpaying among informal sector operators and has led to a steady increase in state revenues.  The recent revenue increases (see Table 1) where informal sector taxation represents up to 5% of IRS revenue illustrates how a culture of taxpaying can be created over time.  It has the potential to increase state legitimacy and encourage those in the informal sector to re-engage constructively with the state.  And in the long run, it has been replaced by more conventional systems of taxation, as the VIT stickers and tax stamps.  From all accounts, it seems that focussing on the informal sector as a separate taxpayer segment with distinct characteristics has paid off.

5.2 Other institutional mechanisms
Given the ineffectiveness of the associational taxation, one must look at other institutional mechanisms. These mechanisms can be subsumed under what has been referred to as the “reciprocity with government” (Kenyon, 2006). In other words, government must perform its responsibility of ensuring tax compliance in addition to relying on associations. Consequently, the “reciprocity with government” means state capacity, that is, the “measure of the ability of a government to implement its policies and accomplish its goals” (Brautigam 1996: 83). More importantly, the “extractive capacity” of the state is the ability of a government to raise the revenues it needs to pay for the expenses of implementing its policies and goals is considered to be the most important element of state capacity (Brautigam 1996). In the words of Theda Skocpol (1985: 17):

A state’s means of raising and deploying financial resources tell us more than could any other single factor about its existing (and immediately potential) capacities to create or strengthen state organizations, to employ personnel, to co-opt political support, to subsidize economic enterprises, and to fund social programmes 
5.3 Enforcement of regulations

The regulatory function of the government must be properly performed. Government through its institutions, the IRS and VAT Service should enforce rules and regulations governing tax compliance. Those found to be have defaulted must face the sanctions. In this connection, the closing down of companies embarked by the IRS and the VAT Service must be intensified. Those individuals in the informal sector who failed to pay their tax must be prosecuted. Special tax courts must be established to deal expeditiously with cases of tax non-compliance. There is frustration on the part of the tax agencies for the inability of the courts to deal expeditiously with tax cases brought before them.
Some scholars have pointed out that the enforcement of regulations will not ensure compliance. Even though the argument is a vexed one, experience has shown that punishing or “public shaming” of either people or companies sends the right signal for tax compliance (Friedman 2003). 

5.4 The nurturing of “fiscal social contract”
It has been pointed out that tax compliance is improved if there is “fiscal social contract” involving, on one hand, the behaviour on the part of political institutions and, on the other, positive attitudes (political culture) on the part citizens. According to Moore and Schneider (2004: 3), fiscal social contract involves two elements: (a) a high level of routinized, institutionalized engagement of citizens in decisions about how public revenues are raised and spent; and (b) that engagement is framed by a broad understanding that both obligations to pay taxes and entitlements to the benefits of public expenditure are an important component of citizenship. 

Even though Ghana has a few active CSOs in the area of fiscal policy and Parliament’s role in promoting accountability, the political and institutional realities in Ghana do not support the nurturing of fiscal social contract.
5.5 Promoting an atmosphere of trust
Trust is a very important component of developing a tax-paying culture. This can be achieved through dialogue between tax payers in the private sector. Government-private sector dialogue has improved over the years through the various consultative mechanisms set up such as the establishment of the Private Enterprise Foundation and the national economic forums. Even though reforms have been initiated to make the private sector an engine of growth, governments’ ambivalence towards the private sector has continued. There have been some inconsistencies and rhetoric towards private sector development since the implementation of market reforms in the mid 1980s. This has created an atmosphere of mistrust between the government and the private sector. This mistrust has been exacerbated by the inability of governments to combat widespread corruption, specifically, the use of government funds to funnel economic resources to political supporters of the governing party (Ayee, 2006).
Corruption has greatly contributed to the all-pervasive atmosphere of political cynicism that makes it difficult for the development of a tax-paying culture. In other words, corruption has undermined the needed trust that needs to be created for the building of a culture of tax compliance.
5.6 Public sector reform

Tax compliance is linked to reforms in the public sector because compliance itself depends on change in attitudes of citizens and the capacity of tax collection institutions to perform. A number of public sector reforms have been undertaken in Ghana over the years. They include the Public Financial Management Reform Programme (PURMARP), (1997-2003), which was aimed at enhancing efficiency, accountability and transparency of public financial management. Government needed to have more up-to-date and more accurate information on how much money it was collecting, how much it was spending, where an for what purpose, and what its future obligations are likely to be. Improvement was to be sought principally by designing and operating an integrated financial management system using information technology, to keep track of various financial flow and transactions for the public sector. It was not therefore specifically geared to promoting tax compliance.

In addition to the PUFMARP, the three tax collecting agencies such as the IRS, VAT Service and Customs, Excise and Preventive Service have undergone reforms such as being placed under one board, the Revenue Agencies Governing Board. This is aimed at a harmonization of their activities that will in the long term ensure tax compliance. However, the intended harmonization has not been achieved given that information sharing among the three institutions has largely remained negligible. Furthermore, the political and managerial autonomy envisaged in creating the institutions have not been realized. Government’s interference in the operations of the three institutions through the Ministry of Finance and Economic Planning is an open secret. The needed cooperation which the three institutions are to receive from other government agencies such as the police and the judiciary to enforce compliance has also not been forthcoming. In short, the enabling environment for the operations of the three institutions has not been fully created.
5.7 Incentives

Apart from incentives such as quality provision of goods and services to motivate people to pay tax, incentives such as national awards for tax compliance to be given to those in the informal sector has not been instituted.  The country has a culture of punishing tax defaulters in the informal sector and not rewarding those who have fulfilled their obligations. The institution of awards will go a long way to stimulate individuals and groups in the informal sector to be alive with their tax obligations.

5.8 Sustained public education

The inculcation of a culture of tax compliance depends on changing attitudes and perceptions. Even though the revenue institutions and the National Commission for Civic Education (NCCE) have embarked on public education programmes either in the media or on posters and billboards the approach is ad hoc and piecemeal. Therefore, a more concerted and sustained approach needs to be put in place for the sensitization of the public.  
6. Conclusion: lessons
The paper has shown that taxing the informal sector is a difficult task and that the prospects for making a significant advance are not so bright, given the various mechanisms used. However, the importance of attempting to do so by the government is undeniable.

It must be pointed out that taxing the informal sector for a long time will depend on a combination of approaches and mechanisms. There is therefore no single mechanism which can provide that “magic wand”. Tax collection is an important governance challenge that depends on a compliance culture, the values and norms of a society, its history and above all the capacity of the government to deliver.

The potential for taxing the informal sector depends upon two key factors:  a) the degree of pressure on governments to increase revenues and b) the existence of collective actors in the informal sector having institutionalized channels for negotiation with the state (Stella 1993). Above all, there must be a different way of thinking politically about taxation of the informal sector that could lead to a substantial new research agenda. In other words, to make inroads into the difficult problem of taxation of the informal sector we need to think differently about the issue.   Maximizing voluntary compliance is therefore a must which must be taken seriously by any reform or new research agenda.

Table 1: Associational Taxation Revenue as a percentage of Total IRS Revenue

	Years
	Total Revenue of Ghana

Cedis

(‘000,000,000)
	Total IRS collection

Cedis 

(‘000,000,000)
	IGT Collection

Cedis 

(‘000,000,000)
	IGT collection as percentage of IRS collection

	1987
	Not available
	24
	Not available
	Not available

	1988
	1538
	41
	.4
	.97

	1989
	2145
	47
	.4
	1.1

	1990
	2673
	53
	.8
	1.5

	1991
	3907
	61
	1.0
	1.6

	1992
	3961
	74
	.9
	1.2

	1993
	6644
	113
	1.2
	1.1

	1994
	12613
	167
	1.9
	1.1

	1995
	17803
	276
	2.2
	.79

	1996
	21018
	425
	2.2
	.51

	1997
	25133
	606
	3.4
	.56

	1998
	33384
	785
	4.7
	.60

	1999
	58455
	902
	5.2
	.58

	2000
	86330
	1410
	5.9
	.42

	2001
	83900
	1969
	7.3
	.37

	2002
	85475
	2843
	11.3
	.39

	2003
	219976
	4082
	217
	5.3

	2004
	189980
	5382
	271
	5.0

	2005
	241162
	6446
	313
	4.9


Sources: Republic of Ghana, Budget Statements, 1990-2005; IRS Division of Statistics and Revenue.
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� Despite the extensive debate about the definition of the term ‘informal sector’ we continue to use it for the purposes of this paper bearing in mind that the informal sector is heterogenous, includes a broad continuum from the ‘less formal’ activities that have only some of the characteristics of informality to the ‘totally informal’ ones that exhibit all the characteristics of informality.  For a recent discussion of the definition of the informal sector see Gerxhani 2003.





� In Chile, evasion averaged above twenty percent of VAT receipts (Lledo et al.  2004). In Tanzania, small firms "are often not fully knowledgeable of the various levies and fees they need to pay.  In the course of business, they fail to comply with tax requirements” (Temu and Due 2000:702).  Although the South African Revenue Service has had considerable success with VAT, it has been unable to reach the informal sector (Smith 2003:19).


� E.g. in Bolivia, Uruguay, Angola Cameroon, Morocco and Uganda (Bird and Wallace 2003).


� This situation is, however, likely to change in the future because an agreement has been signed by the governments of Ghana and Tanzania in Accra in the second week of December 2006 to enable the Tanzanian Revenue Authority assist the IRS in its computerization.


� Despite some improvements in wages and conditions of service, tax officials are still relatively unsatisfied with their jobs (Ayee forthcoming).





� For details of this corporatist relationship see Anu Joshi and Joseph Ayee, “Taxing the Informal Sector: Politics, Revenue and the Informal Sector”, IDS Bulletin, Vo. 33, No. 3, 2002.


� Sanyal’s (1991:39) comment more than a decade ago continues to be relevant: “The voluminous research on the urban informal sector (UIS) has centred on analysing the UIS as an economic entity: of its politics we still know little… Neither do we know about the politics of its external relationships with the government, with established political parties or with organized labour in the formal sector.”





