4. Taxation and the informal sector in the
global South: strengthening the social
contract without reciprocity?

Michael Rogan

INTRODUCTION

Among both international financial institutions and developing country gov-
ernments, there is an enduring interest in including more informal sector
workers within national and local tax nets. The motivation for taxing the infor-
mal economy is related, in large part, to the need for greater ‘revenue mobili-
sation’ but there is also a claim that taxation can improve or restore the social
contract through greater government accountability and civic engagement
(Prichard 2010, Kundt 2017). Supported by emerging perspectives within the
‘new fiscal sociology’! there is a growing consensus that taxation is the social
contract and that negotiation and collective action around tax obligations are
the key defining relationship between the state and society. However, others,
most notably Kate Meagher (2016), have warned that these perspectives have
a number of ‘blind spots’ in relation to developing countries, more broadly,
and the informal sector? in particular. These include: a ‘Euro-centric’ concep-
tualisation of the social contract, a narrow focus on traditional (northern) forms
of taxation and a tendency to understand the informal economy as a homog-
enous group of workers (Meagher 2016). With 61 per cent of the world’s
workers informally employed, including 67 per cent of those in emerging
economies and 90 per cent in developing countries (ILO 2018), these blind
spots have a particular relevance for the social contract, political participation,
governance and accountability, especially in the countries of the global South.

Moreover, these debates are not purely theoretical. As the impacts of the
COVID-19 pandemic and related restrictions have contributed to one of the
largest global economic downturns in generations, national governments
are likely to search for additional sources of revenue to finance stimulus
and recovery packages (Gallien et al. 2021). For example, the Algerian
government has proposed the Supplementary Finance Law, which aims to
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tax the informal sector as an alternative to borrowing from the International
Monetary Fund (IMF) to fund the recovery (Hamadi 2020, Gallien et al. 2021).
Similarly, in Ghana, a country with very high levels of informal employment
(85 per cent of total employment is in the informal sector — see ILO 2018),
one of the largest recovery and support packages (the Coronavirus Alleviation
Programme Business Support Scheme®) requires tax registration as an eligibil-
ity requirement even for small own-account-operated firms.*

One of the reasons for the longstanding interest in informal sector taxation is
that, in countries with a small tax base, a common feature of many developing
and middle-income countries, levels of personal income tax are particularly
low. Personal income tax, on average, accounts for only about 10 per cent of
total tax revenue in developing countries (compared with an average of 25
per cent in developed countries)® and this is largely through the taxation of
employees from the public sector and large private firms (Keen 2012: 10). In
other words, the bulk of the workforce in most developing countries does not
pay personal income tax to a national revenue authority. The share of workers
not contributing to personal income tax, of course, increases with the size of
a country’s informal economy (Joshi et al. 2014, Akeju 2018, Resnick 2018).
It is to this “untapped’ source of revenue that national tax agencies often turn
in attempts to widen the tax net. A recent and poignant example comes from
Ghana, where the national revenue authority launched its campaign ‘Our
Taxes Our Future’, which aims to address the ‘culture of impunity’ that, it
claims, prevents the informal sector from paying its fair share of taxes.®

The taxation of the informal sector has a number of links, at least tangen-
tially, with a broader global tax justice movement. High-profile discoveries
such as the ‘Panama Papers’, growing levels of inequality and a general desire
for greater accountability have focused attention on issues of fairness and
equity in taxation (Keen 2008, 2012; Sampere 2018). However, for many
informal workers across the global South, concerns with the proliferation of
tax havens, tax breaks or tax rebates granted to large multinational companies
are far removed from the realities of their daily experiences with taxation
(Sampere 2018). Nevertheless, tax is a critical issue for those working in the
informal economy and particularly for those in the informal sector. It is this
particular group of workers, the self-employed in the informal sector (that is,
informal enterprises), that have been the target of new tax policy proposals to
improve revenue collection in a number of countries.

Such efforts have raised questions concerning the effectiveness of increases
in local levels of taxation or attempts to introduce national taxes for informal
workers, but have also drawn attention to broader issues of state—society rela-
tions, accountability and the social contract. In the same way that conceptual-
isations of the social contract have been based on assumptions of full formal
(and male) wage employment, the understanding of taxation as the instrument
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through which the social contract is negotiated is based, at least implicitly, on
the so-called ‘standard’ employment relationship. The fact that this condition
has very little relevance to the dominant forms of employment in the global
South has introduced an obvious source of tension between modes of taxation
and the strengthening of the social contract in developing-country contexts.

This chapter aims to examine the social contract through the lens of informal
sector taxation. In so doing, it sets out to identify some of the systemic failures,
theoretical blind spots and unequal power relationships which limit the possi-
bilities of strengthening the social contract through taxation. The remainder of
the chapter is structured as follows. The first section offers a broad overview of
some of the current models of informal sector taxation and outlines several key
concepts. The next section makes an explicit link between taxing the informal
sector and the social contract by reviewing a number of recent theoretical and
empirical claims. Several critiques of these claims, embodied within the ‘new
fiscal sociology’, are then considered. In support of these critical perspectives,
a number of well-documented challenges to strengthening governance and
accountability through taxation are then discussed in this section. Finally, the
chapter concludes by reflecting on a case study of informal street vendors and
market workers in Accra, Ghana. The ensuing discussion considers how some
of the perspectives of the new fiscal sociology, which theorise the strength-
ening of the social contract through taxation, sit in tension with the realities
experienced by informal workers in the global South.

THE INFORMAL SECTOR: CURRENT MODELS AND
KEY CONCEPTS

Before proceeding to an analysis of the links between taxation and the social
contract, some context is required. On the whole, it is difficult to establish
a clear picture of the scope and scale of informal sector taxation at a global
or even regional and national levels. This challenge stems from the fact that
informal sector taxes and (tax-like) fees are often levied at the local (city)
level, because these taxation regimes are often lacking in transparency, and
because enforcement and implementation are often uneven. Similarly, there
is very little information on how much informal workers contribute to local
finances. At least part of the reason is because the fees and taxes that workers
pay come in many different forms and are not accounted for in a way which is
reflected in municipal budgets or audit reports. Their contributions are likely
to be substantial, however, and as one example from Ghana suggests, ‘market
revenues, in the form of fees and stall rents, are of considerable importance for
local governments — as they have been historically (Clark 2010) — representing
an average of 27 per cent and 24 per cent of local government tax revenue from
2001 to 2011” (Prichard and van den Boogaard 2015: 10).
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The challenges with identifying the scale of informal sector taxation not-
withstanding, it is possible, in broad terms, to outline some of the key concepts
and features. As a starting point, the literature on development and taxation
often refers, somewhat problematically, to the ‘hard to tax’ or the ‘shadow
economy’ to describe components of the labour force that should/could be tar-
geted by tax administrators in developing and transition countries (Schneider
and Enste 2000, Bird and Wallace 2003). While the ‘hard to tax’ and the
shadow economy often overlap in some contexts, there is a clear distinction
between, on the one hand, firms and individuals that earn enough to pay taxes
but do not and, on the other hand, firms and individuals which are often very
small earners and are potentially, but not necessarily, taxable. This latter
category includes most groups of urban informal workers (for example, waste
pickers, street vendors and home-based workers) across the global South. The
reality for these groups is that they may fall between the categories of ‘hard
to tax’ and the untaxable both because the administrative costs of taxing them
are high and because their earnings fall below official tax thresholds (Bird and
Wallace 2003). In many countries across the developing world, such workers
make up the vast majority of the workforce and earn well below their national
income tax thresholds (Pimhidzai and Fox 2013).

There are also some important distinctions within the different segments of
the informal economy. Informal employees (both inside and outside the infor-
mal sector), for example, are liable for income taxes if they earn above their
country’s income tax threshold (although many do not). In the case of informal
employees in informal enterprises, many are among the ‘working poor’ and
earn below the tax threshold The same logic applies to domestic workers in
that, even if registered by their employers for national tax purposes, their earn-
ings are likely to be too low to be taxable. However, employees in the informal
economy (both inside and outside of the informal sector) typically pay indirect
or consumption taxes on the goods that they purchase.

The informal workers with which this chapter is concerned are the
self-employed in the informal sector. This is the group of workers which is
most often targeted for tax contributions by developing-country governments.
The focus of this chapter is, therefore, on tax policies related to the informal
sector and, in particular, those which are relevant to informal employers
and own-account workers. The mechanisms for taxing this specific group
of workers include (Joshi et al. 2014): indirect taxation (examples include
value-added tax — VAT — and import duties) as well as several types of direct
taxation on informal sector incomes. While methods of indirect taxation have,
arguably, the widest reach and are often seen as the most efficient ways to
‘capture’ the informal sector, they are not the focus of this chapter. There
is a separate literature on the effects of indirect taxes such as VAT on tax
efficiency and equity in developing countries, but these debates are often not
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specific to the informal sector (but see Valodia and Francis 2020). Moreover,
the new generation of tax policy proposals in developing-country contexts is
focused on the direct taxation of the self-employed in the informal sector.

There are several forms of direct taxation that are often levied against the
informal self-employed, but perhaps the most common is presumptive taxation.
As suggested by the name, this particular tax system is comprised of setting
uniform fixed amounts of tax based on the ‘presumed’ incomes of different
occupations. In Zimbabwe, for example, presumptive taxation is based largely
on the sector of activity and a tax schedule reflects different tax rates for, inter
alia, informal traders, hairdressers, taxi drivers and small-scale miners. In
Tanzania, taxes are implemented through a ‘block management system’ which
is used to monitor informal activities in areas associated with high levels of
informal trading. Tax officials encourage traders in these areas to keep finan-
cial records, and tax rates are lower for traders that can produce such records.
Otherwise, taxes are levied against ‘presumed’ turnover based on identifiable
characteristics of the enterprise as determined by a tax commissioner (see
Dube and Casale 2016). Such presumptive tax systems are appealing because
they are simple to administer, do not require access to business accounts and
can be publicised to wide segments of the population (see Prichard 2009, Dube
2014, Dube and Casale 2016, Dube and Casale 2017, Mekonnen Workneh et
al. 2019). Proponents of presumptive taxes have argued that ‘[they] may well
be the most appropriate solution for many developing countries with large
informal sectors. A single tax is particularly useful in countries with numerous
small “nuisance” taxes, and if well-administered, is likely to have a strong
signalling effect encouraging informal entrepreneurs to become compliant’
(Loeprick 2009: 6).

Other common forms of direct taxation of the informal sector which have
been implemented in developing countries at the local level include: various
types and methods of taxation on transport operators, tax stamp programmes
for informal traders and a flat rate tax on retail turnover (Prichard 2009).
Market taxes (for example, in Ghana) are another good example of a direct tax,
and have become popular due to their high visibility and associated potential
to promote ‘citizen engagement’ and tax negotiation (Prichard and van den
Boogaard 2015). These taxes are typically levied as fees for operating as
traders or in designated market areas. Market taxes have even prompted some
cities in the global South (see Akeju 2018) to explore the role of using market
associations and informal worker organisations as agents of tax collection.

In short, there has been an enduring interest in increasing informal sector
contributions to national and local coffers through a series of direct taxation
measures. While indirect taxes are increasingly a key feature of tax systems in
the global South and many informal workers do pay these taxes, some of the
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more prominent debates concerning taxation of the informal sector are focused
on methods of direct taxation.

INFORMAL SECTOR TAXATION AND THE SOCIAL
CONTRACT

The motivations for taxing the informal sector can be grouped into a number
of different rationales (see IMF 2011, Joshi et al. 2013). Perhaps first and
foremost, proponents (Schneider and Klinglmair 2004, Schneider et al.
2010) of informal sector taxation often point to the large potential revenues
associated with the informal sector in many developing countries. In contexts
with relatively small tax bases, the need to finance relief packages to address
the economic damage caused by the COVID-19 pandemic is likely to place
increased pressure on national tax agencies to ‘find’ new sources of revenue
(Gallien et al. 2021).

Revenue-based arguments for taxing the informal sector are the most
common in the tax literature and are concerned with the ‘potential income’ that
could be raised by bringing the informal self-employed and their employees (if
any) into the tax net. This argument is typically (either explicitly or implicitly)
applied in relation to the payment of taxes to the national tax authority while
informal sector workers are more likely to being paying local taxes and fees
(Pimhidzai and Fox 2013).

While the main arguments for taxing the informal sector are underpinned by
these fiscal and regulatory considerations (see Rogan 2019), a new perspective
in the development literature has begun to espouse the link between informal
sector taxation and good governance or the so-called ‘governance dividend’
(Moore 2008, 2015; Meagher 2016). Relatedly, one of the most prominent
arguments, particularly outside of the conventional tax and economics lit-
eratures, for taxing the informal sector is to repair or to establish the social
contract (Resnick 2018). This section of the literature (Levi 1988, Tilly 1990,
Brautigam 2002, Moore 2008, Prichard 2015) has argued that bringing more
citizens into the tax net promotes a more inclusive ownership of government
resources and activities — thereby improving the ability of workers to make
claims on the state. Broadly termed ‘the new fiscal sociology’ (Keen 2012),
a number of recent approaches to the informal sector within the development
agenda include attempts to ‘draw the informal economy into the tax net with
a view to rebuilding the social contract that was demolished under structural
adjustment’ (Meagher and Lindell 2013: 59). Crucially, these new approaches
have moved beyond ‘taxation as formalisation’ where the principal goal was
to bring unregistered enterprises into the tax net (see Dube and Casale 2016).
Instead, the benefits of taxation to both workers and state—society relations
are emphasised. As a parallel process, the formalisation of the informal sector
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(embodied within the International Labour Organization’s Recommendation
204) is framed as a progressive realisation of rights, where formalisation is not
simply a series of registration and tax measures but also includes the benefits
of compliance.

In particular, there are three channels through which informal sector taxa-
tion is hypothesised to strengthen the social contract. First, the state, in aiming
to encourage tax compliance, may actually become more responsive to tax
paying groups. In the most optimistic view, taxation then becomes ‘a catalyst
for the development of responsive and accountable government’ (Prichard
2010: 9). Second, citizens may be more likely to make claims against the state
if they have contributed taxes. Third, tax collection in the informal sector
may encourage informal workers to engage in collective action through their
worker-based organisations — with the knock-on effect of greater bargaining
with the state (Joshi et al. 2014).

The social contract argument for taxing the informal sector also has a
‘reciprocity’ component which, through the ‘fiscal exchange hypothesis’, sug-
gests that citizens are more likely to be tax-compliant when they can observe
tangible benefits (for example, the provision of services) as a result (Bodea
and Lebas 2013, 2014; Resnick 2018). There is some evidence from Zambia
(Resnick 2018) that having greater access to services and infrastructure in
informal markets is correlated with a higher likelihood of paying taxes (see
also Korsun and Meagher 2004, Bodea and Lebas 2014). However, even when
there is evidence of a link between taxation and greater government account-
ability and service delivery, the relationship is mediated by factors such as
the broader state of politics, the role of elites, the mobilising capacity of civil
society and ‘the motives for the tax increase and the type of tax in question’
(Prichard 2009: 1). These are factors which are likely to be particularly rele-
vant when taxing the informal sector.

More broadly, while taxation is clearly a key element of state- and
institution-building, there is an ongoing debate about what this means pre-
cisely for tax policy in a developing-country context (IMF 2011). One of the
key questions, for example, is whether informal sector taxation ‘strengthens
public accountability or [whether it simply] creates new avenues of predation’
(Meagher and Lindell 2013: 67). In answering this question based on research
in Nigeria, Meagher (2016) suggests that taxing the informal sector has tended
to promote social divisions rather than restoring the social contract. One of the
key lessons emerging from this work in Nigeria is that the social contract is
shaped by the historical fiscal relationship between the state and the citizenry.
Thus there is no all-encompassing model of a social contract which can be
enhanced through greater levels of taxation. Another key lesson is that taxation
in and of itself does not necessarily create the political capacity (for example,
among associations of informal workers) that is required to effect engagement
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between the state and society — particularly in contexts where levels of trust
and accountability are low. In such contexts, the building of the social contract
has an obvious relevance, if not urgency, but, on the whole, it appears as
though some of the key issues surrounding informal sector taxation and the
social contract require further interrogation.

CHALLENGING THE NEW FISCAL SOCIOLOGY

One of the assumptions in much of the tax literature (Emran and Stiglitz
2005, Torgler and Schneider 2007, Bird and Zolt 2008) is that informal sector
workers (firms) are tax evaders. The reality, however, is that micro-informal
firms are not tax evaders because they tend to fall below the earnings thresh-
olds set by central or national tax agencies and because they already pay
various types of taxes and operating fees at the local level (Pimhidzai and Fox
2013). Even one of the most important intellectual breakthroughs in relation
to taxation (the ‘new fiscal sociology’) somewhat inadvertently has tended to
downplay these contributions in an effort to focus more attention on the insti-
tution of taxation as a window into the changing social contract (see Martin et
al. 2009a, 2009b). The new fiscal sociology’s assertion that ‘taxpayer consent
is best explained not as coercion, predation or illusion, but as a collective
bargain in which taxpayers give up resources in exchange for collective goods
that amplify the society’s productive capacities’ appears to embrace a some-
what narrow view of the mechanisms of taxation particularly as they relate to
different forms of tax (Martin et al. 2009b: 14). Moreover, the claim that ‘in
the modern world, taxation is the social contract’ (Martin 2009b: 1, emphasis
in the original) or, more specifically, that it is ‘the actually existing social
contract, the renegotiation of which transforms the relationship between state
and society’ (Martin et al. 2009b: 26) suggests a particularly rigid and narrow
understanding of the forms of taxation as they may apply to the informal sector
in developing country contexts.

Accordingly, Meagher (2016: 3) identifies three ‘blindspots’ in the new
fiscal sociology literature as it applies to informal sector taxation and
improved governance, which include: ‘(1) the use of historically inappropriate
(and Euro-centric) models of the social contract, (2) a propensity to “fiscal
essentialism” in the definition of informality, and (3) a monolithic view of
the informal economy’. In challenging some of the claims from the new
fiscal sociology, her work has shown that through payment of a range of fees,
licenses, market levies and registration dues, workers in the informal sector are
far from ‘tax evaders’ (Meagher 2016). In fact, it is the way in which the new
taxation literature tends to ignore the many ways in which informal workers
pay taxes (including bribes) that Meagher refers to as ‘fiscal essentialism’
(Meagher 2016). Moreover, tax collection (including illicit taxation through
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bribes) is generally uneven in the informal sector, and more vulnerable
workers, in particular, have less leverage to negotiate and/or enforce their
rights (Meagher 2016).

In one widely cited example from Uganda, the data suggest that, ‘contrary to
widely held perceptions, microenterprises pay taxes — albeit not to the central
government but to local governments in various fee payments’. In reaching
a similar conclusion to Meagher (2016), Pimhidzai and Fox (2013: 3) also note
that, in the Ugandan case study, ‘the least noticed sector with the softest voice
ends up paying a disproportionate tax burden’ (Pimhidzai and Fox 2013: 3):

[These] taxes paid are in various forms. They include tax payments to the central
government in the form of VAT and income tax, either corporate tax or a presump-
tive/small businesses tax as dictated by their turnover. Tax payments are also made
to the local governments in the form of trading license fees, operating permit fees,
cess on produce (a levy paid by agriculture commodity traders) and user fees like
market dues (Pimhidzai and Fox 2013: 7).

Thus nano-enterprises are not necessarily tax evaders if they do not pay any taxes
at the national level. Rather, they pay taxes and fees elsewhere (Pimhidzai and Fox
2013: 10).

The unacknowledged and unequal power relations that influence compliance
with tax codes and by-laws and the multiple and often regressive sources of
taxation and the burden they place on informal workers all sit in tension with
the key tenets of the new fiscal sociology. Therefore, its limits in examining
the social contract between the state and workers in the informal sector require
a rethink about the modes of exploitation which are experienced in cities
across the global South. In these contexts, multiple forms of taxation place an
unfair burden on the poorest workers in the informal sector and may, in fact,
damage the social contract between the worker and the state.

REGRESSIVE TAXATION AT THE BOTTOM OF THE
ECONOMIC PYRAMID

Even when the taxes that informal workers do pay are recognised, the existing
evidence suggests that they are often highly regressive (that is, they violate the
principle of vertical equity).” In many countries in sub-Saharan Africa (includ-
ing Ethiopia, Kenya, Rwanda, Tanzania and Zimbabwe) and Latin America,
presumptive tax regimes (for a flat rate system, see Meagher 2016) have
become popular methods with which to collect taxes from the self-employed
(Joshi et al. 2014, Dube and Casale 2017, Getachew 2019). Such tax systems,
however, also violate the principle of horizontal equity since there is no
minimum income threshold. As a result, workers in the formal sector who earn
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similar amounts could pay less in taxes than their counterparts in the informal
sector (Dube and Casale 2017; see also Pimhidzai and Fox 2013).

Moreover, compared with corporate income taxes, presumptive tax regimes
do not allow the types of deductions which are available to formal firms (while,
at the same time, informal firms are often exposed to fees and other types of
costs not normally paid by formal operators) (Dube and Casale 2017). In terms
of local government taxation, evidence from Uganda showed that roughly
two-thirds of small informal firms (many of which were single-person opera-
tions or family units) paid at least one type of local fee and, most crucially, the
effective tax rate based on these fees was highly regressive (Pimhidzai and Fox
2013). The analysis suggested further that such regressivity means that a rise in
taxes could ‘threaten the viability of the smallest enterprises and push people
into poverty’ (Pimhidzai and Fox 2013: 1).

Related directly to the social contract is the finding that informal workers
are not necessarily opposed to paying local (or even national) taxes. Far from
being tax evaders, they are often willing to contribute to local revenues if the
taxes are fair and transparent and if they get benefits in return:

[Informal] businesses need the support of local government officials to survive and
be sustainable. For example, within zoning and land use planning exercises, they
need to be assigned workplaces such as markets and areas where small manufactur-
ers can cluster. They need these workplaces to be supplied with basic infrastructure
services such as water supply, drainage, solid waste disposal, road maintenance,
streetlights as well as security. While no business wants to pay taxes, some would
be ready to pay taxes to support such development if the system was perceived as
fair, and benefitting them (Pimhidzai and Fox 2013: 21).

In addition to multiple and regressive over-taxation in the informal sector,
there is a risk, as Meagher (2016) has suggested, that efforts to tax informal
workers tend to open up ‘new avenues of predation’. Harassment is more
likely to happen in the informal sector because informal operators are more
likely to have their fees and taxes collected in person and/or at their place of
work (Resnick 2018). At times, the collection of taxes is overtly political and
features

unofficial tax exemptions [that] have been used as a means of political or social
inclusion or exclusion, for example by discriminating against “out-groups” such
as foreigners or migrants (e.g. Flynn 1997, Juul 2006, Schomerus and Titeca 2012,
Titeca and Kimanuka 2012, Meagher 2013). More broadly, it is frequently the
weakest actors who are vulnerable to extortion, while more powerful actors are able
to collude with tax collectors to avoid taxes (Prichard and van den Boogaard 2015:
9).
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Even where predation or extortion are not evident, limited capacity at the
local government level often provides a challenge to fair tax practices.
One of the key suggestions in the recent literature is, therefore, that ‘more
effective reform can likely be achieved by “working with the grain” of local
governance realities, by seeking to design reform in a way that is consonant
with inescapable capacity constraints and the broader social reality in which
collection efforts are embedded’ (Prichard and van den Boogaard 2015: 6).
Many efforts at reforming or expanding local government tax collection tend
to simply ignore the complexities of this level of taxation (Prichard and van
den Boogaard 2015). In such cases, the limits to the repair of the social contract
between informal workers and the state are clear.

A CASE STUDY OF INFORMAL WORKERS FROM
A MARKET IN ACCRA: TAXATION WITHOUT
RECIPROCITY

The chapter now reflects on the results of an exploratory research project
which aimed to investigate local taxation in the informal economies of several
cities in the global South.® The project began in Ghana, where Women in
Informal Employment: Globalizing and Organizing (WIEGO) has a number
of partners as well as ongoing collaborations with membership-based organ-
isations of urban informal workers. Ghana has long been a focus for research
on informal employment and, even by regional standards, the country has
a large informal sector and a low tax-to-GDP (gross domestic product) ratio
(Danquah and Osei-Assibey 2016). In terms of tax policy, the Ghana Revenue
Authority has experimented with different ways (for example, through the
introduction of the 2004 stamp tax) of bringing the informal sector into the
tax net (Amponsah and Adu 2017). While the stamp tax has been, arguably,
the most high-profile (and controversial) informal sector tax reform, the large
non-farm informal sector has provided opportunities for many types of fees,
licences and permits to be levied against the informal self-employed (Prichard
and van den Boogaard 2015: 10).

In early 2018, WIEGO researchers undertook a small (n=214) survey of
informal street vendors, market traders and market porters (kayayei) in the
capital city of Accra. The questionnaire was based on a recent module on
tax perceptions designed by the Afrobarometer’ survey project. While the
survey was by no means representative of the workforce, the results serve as
a useful illustration of why it is important to understand the structure of local
tax regimes. As suggested in Figure 4.1 below, most informal workers in the
sample pay some type of fee or tax to the local government authority (the
Accra Metropolitan Assembly; AMA). The two most common are the daily
tax (paid by 43 per cent of respondents) and licence fees (54 per cent). All told,
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and similar to findings from research in Uganda (Pimhidzai and Fox 2013),
the majority of workers (roughly 61 per cent) pay some type of fee or tax to
the AMA in order to carry out their livelihoods. While only a handful reported
paying a tax directly on their income, relatively few workers are exempt from
multiple sources of taxation.

70

50
40
kS
30
20
10
2.8
0

Daily tax Stall fees Smragelees License fees  Income tax  Any fee/tax

Figure 4.1 Types of taxes and fees paid by informal workers in Accra,
Ghana

The main problem arises in relation to the distribution of these local taxes
and fees. In Figure 4.2, the effective tax rates are presented for each worker
income quintile. ‘Effective tax rates’, in the language of taxation, refer to total
taxes paid as a percentage of total gross (monthly) income. The first quintile
represents the lowest earners and the fifth represents the highest earners. When
a tax regime is progressive, the effective tax rate increases (or at least does
not decrease) for each quintile or, in other words, tax rates are highest among
higher earners. As can be seen in Figure 4.2, this is the opposite of what
happens when local tax rates are calculated for this small sample of informal
workers in Accra.

While the median effective tax rate is zero for the lowest earners (most workers
in quintile 1 and quintile 2 do not pay any taxes or fees to the AMA),'° their
average tax rate is about 9 per cent. In other words, the average cost of local
taxes and fees is about 9 per cent of total income for this group of workers. So,
while many of the lowest earning workers do not pay any types of taxes or fees
to the municipality, those that do tend to pay a higher share of their earnings.
However, as income increases (moving towards quintile 5) the median and
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Figure 4.2 Mean and median effective tax rates by income quintile

mean tax rates converge, which suggests that the level and/or rate of tax pay-
ments is less variable. However, the key finding from the graph is that these
local taxes and fees are highly regressive, with the effective tax rate decreasing
steadily for each income quintile. Among the highest earners in the sample
(quintile 5), the average effective tax rate is less than 1 per cent. This is a clear
violation of the principle of vertical equity.

Given this existing structure of regressive local taxes, what would happen
if a presumptive tax or indirect tax (for example, VAT or custom duties) was
introduced to bring more informal workers into the (national) tax net? If the
illustration from Accra represents a typical tax structure, then this means that
even a well-intentioned tax reform would exacerbate the regressive and unfair
system of taxation which exists at the local level for many informal workers.
Efforts to tax the informal economy would be borne by the poorest groups of
informal workers — many of whom are women."

Since taxation is not simply a technical exercise related to revenue mobi-
lisation, the perceptions of informal workers as taxpayers are also important
to understand. Deriving from the exchange hypothesis which holds that
citizens (and workers) are more likely to pay taxes when they receive some-
thing in exchange (for example, services, infrastructure), efforts to measure
attitudes towards taxation are increasingly becoming part of the tax research
agenda. The comparison (Figure 4.3) between responses to the original'?
Afrobarometer survey with those from three types of workers in Accra (market
traders, street vendors and market porters) offers some interesting insights
into taxation in the informal sector. When asked whether it would be better to

Michael Rogan - 9781839108068

Downloaded from https://www.elgaronlir

under the Creative Commons
al-No Derivatives 4.0 1

https://creativecommons.org/licenses/by-nc-nd/4.0

via Open Access. This work

Attribution-Non(



https://creativecommons.org/licenses/by-nc-nd/4.0/

98 Social contracts and informal workers in the global South

pay high taxes in return for more public services or low taxes even if it means
fewer services provided by government, most (63 per cent) of the workers
that were interviewed opted for lower taxes. In contrast, about 60 per cent of
the respondents to the Afrobarometer survey indicated that they would prefer
higher taxes if it meant better public resources.

Afrobarometer/Ghana WIEGO//Accra

m Higher taxes = Lower taxes

Figure 4.3 Reported preference for high vs low taxes

Informal workers’ views on taxes appear to differ substantially from those held
by other citizens. One possible explanation, albeit a speculative one, is that the
benefits of paying taxes are less obvious and less guaranteed relative to the
Afrobarometer sample. On the one hand, informal workers in Accra reported
that it is relatively easy to find out which taxes and fees they are required to
pay to local government (the AMA). Only about 43 per cent reported that it
is difficult or very difficult to find out what taxes and rental fees they are sup-
posed to pay. In comparison, about 70 per cent of Ghanaians who participated
in the Afrobarometer survey reported difficulty in finding out what taxes or
fees they are supposed to pay. The telling finding here is the large difference
in the perceived transparency in how the AMA uses the revenues from these
fees and taxes. Most informal workers (66 per cent) reported that it is difficult
or very difficult to find out how the AMA actually uses the revenues from
their taxes and fees. Compared to other citizens, it seems as though informal
workers overwhelmingly find it difficult to see how their contributions to local
government revenues are used.

Reasons for non-compliance (Figure 4.4) also reveal an important part of
the story. In the Afrobarometer survey, the single largest reason for not paying
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taxes was that they are too high. Among the workers in the WIEGO sample,
the modal response was poor service delivery (29 per cent). A relatively large
percentage (25 per cent) also indicated that they could not afford to pay their
taxes and fees. Combining this finding with the one from the previous graph,
it seems as though informal workers in the sample do not see clear benefits
deriving from their tax contributions. This, in itself, is not altogether surprising
(since attitudes towards taxation can be negative for a number of reasons), but
the fact that attitudes towards taxation seem more negative among informal
workers than among the population as a whole is telling.
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Figure 4.4 Reported reasons for tax non-compliance

THE LIMITS TO STRENGTHENING THE SOCIAL
CONTRACT THROUGH TAXATION IN THE
INFORMAL ECONOMY

Aligning with the objectives of this volume, the analysis in this chapter has
aimed to identify systemic failures as well as a number of theoretical and
empirical blind spots associated with the links between informal sector taxa-
tion and the strengthening of the social contract. Perhaps the two key themes
emerging from the overview of the literature and the findings from a case study
in Ghana are that: (1) the assumptions concerning the channels through which
taxation leads to good governance are not well defined and tend not to align
well with the realities of informal employment, and (2) the lack of recognition
of informal workers and the contributions that they already make to local
governments does not create a fertile environment for a vibrant social contract.

Michae

Downloaded from https://www.elgaronline.con
via Open Access. This work is licensed unde
Attribution-NonCommercial-No [

https://creativecommons.org/lic

)25 01:59:03AM
eative Commons
tives 4.0 License
es/by-nc-nd/4.0/



https://creativecommons.org/licenses/by-nc-nd/4.0/

100 Social contracts and informal workers in the global South

In short, the lack of responsiveness and reciprocity which characterise local
tax regimes in cities across the global South are not currently conducive to
governance, accountability or the strengthening of the social contract.

However, the perspectives put forth in this chapter are not intended to
suggest that there are no circumstances under which (even regressive) taxation
can strengthen the social contract or improve the governance dividend. As
suggested by Moore (2015), it is possible for governments that levy regressive
taxes in lower-income countries to compensate for the uneven tax burden
through (targeted) public spending. Rather, the argument here has been that
the tax and development literature has applied too narrow a lens on the struc-
tures, institutions and practices of taxation as they apply to informal workers
in the global South. Due, in part, to a lack of data (for example, on municipal
finances), this literature tends to ignore the realities of taxation for the infor-
mal sector and, as such, does not meet the preconditions for imagining an
alternative where workers and their organisations are participants in tax design
as well as beneficiaries of taxation. Similarly, the language of taxation as the
basis of the social contract does not appear to offer a comfortable fit with the
institutions of taxation or the ways in which governance through taxation is
realised in many developing-country contexts.

In contrast, and in imagining tax justice for the informal economy, a key
principle is that of exchange or reciprocity. For example, ‘there is evidence
suggesting that informal sector workers are willing to pay taxes when: (a) the
benefits outweigh the costs; (b) when they are sufficiently empowered; and
(c) when there are effective institutional channels for facilitating collective
action and bargaining to ensure they receive the benefits’ (Joshi et al. 2013:
20). There is further evidence that, when investments in local infrastructure
are undertaken in a transparent way which links market taxes with public
expenditure, informal tax compliance increases (sometimes substantially)
(Joshi et al. 2013). Thus, while there is still much to be learned about taxing
the informal sector, an approach which engages directly with informal workers
and their organisations is likely to be the best way to ensure a fair system of
taxation which maximises local revenues while supporting livelihoods in the
informal sector. In this regard, perhaps the notion of ‘associational taxation’
where organisations representing informal workers are involved directly with
the formation of tax policy is the most promising (see Joshi and Ayee 2008).
Some (albeit limited) examples of the way in which reciprocity can lead to
effective negotiation between workers and the state have been reported in
Ghana, Senegal and Peru (Roever 2006, Joshi and Ayee 2008).

However, in order to achieve the aim of developing fair and transparent
tax systems for informal workers, more research is needed. In particular, the
question that drives such a research agenda might best be reframed as, ‘under
what conditions or circumstances could governance gains be achieved in rela-
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tion to informal sector taxation and the social contract?’ (see Joshi et al. 2014).
Underlying this question is, of course, the broader issue of whether it is, in fact,
possible for ‘taxation [to] become a source of healthy conflict between [infor-
mal workers] and the state’ (Moore 2008: 35). Addressing these questions
requires a careful analysis of existing tax systems and an acknowledgment
of the contributions that are made by informal workers in the countries of the
global South (both to revenues and to local economies). While there remain
a number of questions, both empirical and theoretical, at present a focus on
reciprocity as the means to explore the social contract between the state and
the bulk of the workforce in the global South appears to be the most logical
starting point.

NOTES

1. This inter-disciplinary approach attempts, inter alia, to address Schumpeter’s
classic set of questions about tax — namely ‘the social sources of tax systems, the
determinants of taxpayer consent, and the social and cultural consequences of
taxation’ (Martin et al. 2009b: 14).

2. The analysis in this chapter is concerned specifically with the informal sector.
The informal sector is a sub-set of the informal economy and includes all types of
employment (for example, self-employment, employees and unpaid contributing
family workers) in unregistered or unincorporated enterprises.

3. While not explicitly aiming to widen the tax next, the CAPBSS recovery package
is being implemented against the backdrop of the Ghana Beyond Aid strategy
document (see Office of the Presidency 2019, p. 37) which aims to, inter alia,
‘find innovative ways to widen our tax net and to bring in the huge informal
sector’.

4. While official information on this recovery package is difficult to source, it is
managed by the National Board for Small Scale Industries, which is an agency
under the Ministry of Trade and Industry mandated by Act 434 to promote and
develop micro, small and medium-sized enterprises in Ghana.

5. In some respects, however, this is a false equivalence as the structure of the
economy in developing countries is very different to high-income countries.
Most developing countries with low tax-to-GDP (gross domestic product) ratios,
for example, also have low per capita incomes, a low ratio of international trade
to GDP and high levels of agricultural activity (Moore 2015).

6. See:  www.ghana.gov.gh/index.php/media-center/news/5082-only-2-per-cent
-informal-sector-pays-tax-gra-launches-tax-campaign.

7. In the context of taxation, ‘horizontal equity’ refers to the idea that different
types of taxpayers with similar levels of earnings should pay the same amount
in taxes. ‘Vertical equity’ refers to the idea that taxpayers with higher incomes
should pay a higher rate of taxation.

8. The project data have not yet been published.

. www.afrobarometer.org/.

10. In other words, only the higher earners in these quintiles pay any taxes but,

overall, average tax rates are high.
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11.  Women often earn less in the informal economy, a situation that would then be
exacerbated by a flat tax (see, for example, Rogan and Alfers 2019).

12.  The Afrobarometer interviewed a nationally representative sample of 2,400
respondents in Ghana in 2017.
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