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Abstract
Formalizing the informal sector is a great task esplly in the ECOWAS
region. All over the world, the informal sector hasen integrated into the
formal sector for higher performance of the economsimarily, this work
seeks to harmoniously solve double taxes issuexaie duties and income
taxes. The key objective of this paper was to ptemanderstanding and clarity
of the research problem using the following issy&$;Who are the drivers of
the formal sector? (2) Why is the population obinfal sector participation
growing? (3) What is the competitiveness of therm#l sector in a cross
border trade? (4) Is the informal sector harmfulleneficial? (5) Will the tax
regime constitute to the growth of informal secttis?theoretical base would
be drawn from both ends, i.e., trade and tax. Tlapep advocated the
formalization of informal businesses within the @stitc market, while regional
member nations are given incentives to encouratggriation. Finally, it re-
emphasized the recommendations of ECOWAS previgteeraents with
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member nations on compulsory tariff and free moverogpersons and other
factors of production.

Keyword: Economic growth driven by tax harmonization, ECOWf@mal business
growth and formalization of informal businesses

A major motivation for countries to integrate theiconomies is to expand
investment areas, markets, and opportunities thiragirove the living standard of their
people. Ordinarily, the integrating parties woulibptize and cooperate in all areas to
bring about the opportunities. This motivation Is@en the Economic Community of
West African States (ECOWAS) which comprises Belarkina Faso, Cape Verde,
Coéte D'lvoire, The Gambia, Ghana, Guinea, Guines&i, Liberia, Mali, Niger,
Nigeria, Senegal, Sierra Leone, and Togo make aento\prioritize harmonisation of
their taxation regimes. If left to be, the existiddgferences in taxation systems of
ECOWAS Partner States could confer unfair tax cditipe and unequal treatment on
tax payers and the goods and services they tradssathe Community. This can
considerably distort the implementation of ECOWASn@non Market arrangement
and, ultimately, the essence of regional integmatibhe Profile of the Economic
Community of West African States (ECOWAS) manuates that;

ECOWAS aims to promote co-operation and integraittoeconomic, social
and cultural activity, ultimately leading to thetaislishment of an economic
and monetary union through the total integratiortlu# national economies of
member states. It also aims to raise the livingndéads of its peoples,
maintain and enhance economic stability, fostematiehs among member
states and contribute to the progress and develaopnodé the African

Continent (ECOWAS, 2010; p.3)

The World Bank report for West Africa regional igtation manual code 95
suggested otherwise, that; “The agenda for taxaktiarmonization is indeed well
advanced for indirect taxes but hardly begun (bdyproposals for harmonizing taxes
on financial income and to harmonize investmentiteentives)’(World Bank, 2001,
p.10).

The above suggest expanding investments and tradigignally but with tax
restrains, and they also wish to do so as formadlypossible and, therefore, reduce
Informal Cross-Border Trade (ICBT). It is the cabat ICBT evades taxation and
custom duties, compete unfairly with formal orgatisns — most of which have often
paid punitive taxes and custom duties, thus disgpog investments in the region. The
informal sector is best described by Ernest Aryeate
... have sometimes been criticized for being vagoause they have not clearly defined
what the "informal sector” was. Conceptually, thefarmal economy focuses on
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activities that are under the form and structurgerating outside the bureaucratic
controls, which are likely to be more insecure &u$ stable(Ernest, 1992: 29)

Small and Medium Enterprises (SMEs) predominantgated within the
informal economy, have been singled out as the m@ajtprits in ICBT practices, tax
evasion and tax avoidance within ECOWAS. Incidéyptdhese SMEs are the major
growth drivers within the community; they createrenpbs compared to the big private
sector and usually provide a landing pad for thiasé off from public and formal
private sector employment. Many SMEs have differergsons why they select to
operate in the informal sector but they seem tovemye on the existence of high tax
rates and compliance costs as well as excessivdame@ucratic custom requirements
and regulations as their main reasons for resottingperate in the informal economy.
Ernest Aryeetey in this quote states further that;

. informal economy has not only persisted but afsweased in many
developing countries, particularly in Africa. Withcreasing globalization and
openness of economies and the current economiesgrisis almost certain
that the informal economy, once again, continuadioas a safety net for many
displaced workers from formal employment. A key pmovant of this
perspective in Africa will be to improve the datallection on informal
economy with the objective to identify the segmefntise informal market that
can be targeted with appropriate polici¢grnest, 2009; p. 12 )

Can ECOWAS achieve a policy balance that suppdwsgrowth of SMEs to
continue playing their productive roles as welliasreasing investments and formal
trading within the region? Harmonisation of ECOWA&X regimes is one way of
encouraging foreign investments and trade and If-taiored to the circumstance of
SMEs, it could attract many informal SMEs into faimation and increase the growth
of local entrepreneurship. Similarly, policy measirmust be taken to encourage
increased cross-border trade in goods producedMigsSand reduce Informal Cross-
Border Trade (ICBT) as far as possible. It takegeelopmental state to spearhead these
twin processes.

Conceptual literature of formal and informal sector in ECOWAS

Formal and Informal Cross-Border Trade (ICBT) in d&Africa has increased
since the 1990s’ as a result of economic liberatimapolicies, population growth and
urbanization. This expansion has been credited d&bpening regional integration,
improving economic growth and benefiting the popatathrough employment, market
and product diversification, increased outlets doods produced and manufactured in
the region and improvements in food availabilital{Sger and Barry, 1996; and Morris
and Saul, 2000). It has been suggested that sedtaitonomic growth in West Africa
will be increasingly driven by trade in non-tradital exports such as agricultural
products, livestock, fish, handicrafts and manufeed goods. This implies the
importance of strong connections between trade athdr sectors of West African
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economies, particularly agricultural production arngrocessing, fisheries a
manufacturing (ECOWASYAEMU, 2006).
Table 1: Informal sector as percentage of GDP
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It is estimated that over 30% of the gross domestaducts of 15 Africal
economies come from the informal economy, aparinfrSouth Africa where
constitutes about 28% of GDP (Schneider, 2007).r&h& nouniversally accepted
definition of the informal sector of the economyt could take any of the:
terminologies: unofficial, underground, hidden, igible, shadow, parallel, secor
unregulated, unrecorded, black, moonlighting, ursuesd and unobserveconomy. In
all ECOWAS countries, this sector constitutes neé&fl% of Nigeria’s GDP, 44% i
Ghana, 63% in Senegal, 48% in Burkina Faso and #49%enin. In all Africar
countries, the informal sector corresponds largéth the Micro, Small and Mediul
Enterprises (MSMES) that are seen as seng@nized and unregulated. (Hategeka, 2010)
Players in the informal sector of the economy ave mecessarily the small inforrr
businesses. Actually, the informal sector in ECOWASomposed of both small a
big players who could both come from formal and inforrfiahs. They range fror
professional consultants (such as lawyers, doctmspuntants and engineers), to f
and vegetable vendors, public transport operafo] kiosks, ha-dressers/barbers,
manufaturers of all sorts of goods including artisarke ltinsmiths, ironmongers al
blacksmiths, shoe shiners, open air photogray
Table 2: Category of firm in theinformal sector

Informal Micro, Small, and Medium Informal Big Businesst Formal Businesses engaging [in
enterprise (SMEs) informal practices

Source: (Ndiaye, 2009)

hawkers of all sorts of wares, painters, engravgraphics and designers, carpent
massage parlours, saloons, sand harvesters, ets, ififiormal sector participation h
not only been linked with junior public and private sgcemployees—seeking for
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additional income to their salaries, but also withrporate executives. Hence, it has
developed as a means of extension of formal busiises(Crocker, 2005)

In addition to the above features, the informakaeof the economy may also
be characterised by simple labour intensive tedgywlmay or may not have licenses
from authorities and are not registered with thgistear of companies, have ease of
entry and exit, small-scale nature of the actigjtiself-employment with a high
proportion of family workers and apprentices, dititapital and equipment, labour
intensive technology, low skills, low level of orgaation with little access to organized
markets, unregulated and competitive markets, fleseal credit, low education and
training, cheap provision of goods and services, pooductivity and low incomes, and
lastly, most of the transactions are conducted ash dasis, with very little or none
conducted through banks. (Altshuler, 2005)

Benefits and challenges of firms operating infor mally

Formal cross-border trade has been defined asrémsportation of goods through
official checkpoints, while informal cross-bordeade is the transportation of goods
through informal border crossings, using footpatinsstreams known only to local
residents. (Akanksha Marphatia, 2000). This définipresents some challenges, as the
mode of crossing borders cannot be the only fadistinguishing formal and informal
trade. Other conditions, such as the registratiatus of the trader’s business, its scale,
space, facilities, distribution networks, relatibipswith formal economic and regulatory
institutions, labour relations, capital base andrees of finance are important in
determining whether an enterprise is formal or hbtvaniki (2004) defines informal
cross-border trade as “registered or unregistetsinbss activities undertaken across
the borders based mainly on popular economy.” Tiséndtion between formal and
informal business has always been difficult, and ito easier in the case of cross-border
trade businesses. There are strong links betweeraf@nd informal cross-border trade,
and both of these contribute to government reveangk economic growth (Ackello-
Ogutu, 1997; and Randriamaro and Budlender, 2008).

Informal organisations have very loose structuReple can become members
freely and sometimes spontaneously, relationshipsuadefined and the sharing of
responsibility and involvement of members will vaignsiderably. One of the examples
to give is a business firm that has a football téanrecreation. In such a football team
one might find a managing director, a manager anthaual worker, all on the same
organization. Most times the relationship betwdwsée hierarchies of staff differs from
the work place and the social events where theyt.nt&® the football team is an
informal organization; the company as a whole isnf one since it has increasing
levels of power.

The advantages of informal organizations are taterestrong relationships
between their members. There is no theoreticals'barsd this makes all members feel
like a larger part of the organization as a whole.

The disadvantages are;
(1) Lack of work place structure can result in reduciio professionalism.
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(2) The company cannot benefit from different peopl@aging different areas easily.

(3) Finally, the members cannot look to the futurdteraall, with no-one above them,
they cannot look for promotion and therefore fihdrhselves stuck with the same
job.

The category of firms identified in table 1 hasiedmreasons why they choose to
operate informally. Excessively burdensome requamisin registering businesses and
complying with labour and tax regulations as wellaverly burdensome or inefficient
regulation can significantly increase the cost ofhbjoining the formal economy and
operating within it. These are the leading reagmrshing firms to operate informally.
However, the informal economy is not full of betsfit also has several disadvantages.
(Demsetz, 1985)

Table 3: SMEs perceptions of advantages and disadvantages of operating
informally

DOMESTIC AND CROSS-BORDER TRADING

ADVANTAGES

DISADVANTAGES

will not pay income or profit taxes

will not pay social security contributions to worke

able to avoid labour regulations

no problems with licenses

not subjected to products standards

not subjected to health and safety inspections

not subjected to price controls

will avoid overly cumbersome, rigid, time-consumiangd inefficient
bureaucratic export/import procedures and reguiatio

Will avoid payment of border agency fees and ctefgey., administrative and
inspection fees, license fees, consular fees, tedrhiandling charges, etc.)
will avoid compliance with other formalities whidlear additional expenses
such as conformity assessments with technical atiguk, insurance, pre-
shipment inspections, customs brokers, etc.

lack of access to finance;

lack of access to raw materials;

lack of access to broader market;
cannot access government tenders
fear of government retribution;

need to pay bribes to avoid taxes and

sometimes bribes exceed amount of taxes;

provide free products or services to avoid
tax compliance;

temporarily shut down the business to avg
being detected by tax authority; and
relocate the business to avoid being deteg
by tax authority

Source: (Hategeka, 2009)

Some of the perceived advantages and disadvantageth domestic trade and
cross border trade are listed in the table aboyeM®st traders would weigh these
advantages and disadvantages before they decidgetate in the informal economy;
others would find themselves there quite ignordm@ny costs or benefits.

Methodology in informal crossborder trade

As shown in the previous section, participantshi@ informal sector, including
ICBT (Informal Cross-Border Trade), are both fromiormal and formal firms. Those
from the informal firms operate entirely outside tformal economy, and those from
formal firms are fully evading trade related regjolas and duties by avoiding official
border crossing posts and passing their commoditiesugh “unofficial routes”. In
other instances, they may partially evade tradietted regulations and duties even as

Multidisciplinary Journal of Academic Excellence, Volume 20 No 1, July, 2020. I SSN 2141 - 3215

6

id

ted



Tax Harmonisation of ...

they pass their goods through official routes thave border crossing points and
customs offices, yet involve illegal practices sashunder-invoicindi.e., reporting a
lower quantity, weight or value of goods so as tay gdower import tariffs),
misclassificatior(i.e. falsifying the description of products sotttizey are misclassified
as products subject to lower tariffs), mis-declarabf country of origin, and/or bribery
of customs officialgsee table 3).

Table 4: Types of informal cross-border trade

Category A Category B Category C

Informal (unregistered) traders orFormal (registered) firms fully Formal (registered) firms
firms operating entirely outside theevading trade-related regulations angbartially evading trade-related
formal economy. duties (e.g., avoiding official border regulations and duties by
crossing posts). resorting to illegal practices
(e.g., under-invoicing).

Source: (Ndiaye, 2009)

In most cases, the flow of ICBT goods appears tomlsnall quantities. Where
formal firms are involved, goods come in big consignts but these are usually divided
into smaller quantities to avoid attention whenspag across borders. Since the small
guantities are passed repeatedly, they end up k&ndicant, as it is said little drops of
water make a mighty ocean. The small quantitiesqthsacross the border are not
necessarily sold immediately; they are piled imflgiowned stores until a reasonable
volume is reached and the players jointly hire mnseaintransport to haul them to their
final destinations.

Competition of informal and formal firms

These traders deal in nearly all types of good staple food commaodities and
final consumer goodgnostly of low quality such as shoes, clothes,ilexvehicle and
bicycle parts and even fake drugs). What is importa note is that some of the goods
here reflect the same ones that benefit from gowerm export promotion schemes such
as textiles. The latter ones are sneaked intodheedtic market duty free.

The indication at the beginning states that sire informal traders provide unfair
competition to formal firms that have often paichjive taxes and tariffs, now is the
time to explain the extent of such competition.tdsvhether informal firms engage in
Anti-Competitive Practices (ACP) and therefore douaffect ECOWAS law
enforcement in the formal sector, depend partlyvbether informal firms compete (or
could quickly enter the market and compete) withrmia firms. Given their
characteristics, some of their operations providfiu competition to formal firms but
others do not.

On the one hand, many operations of informal fimns in small scale and
labour-intensive industries such as constructiatailing and personal transport —
industries that are often cash-based. They aréy/rimend in industries where scale and
scope economies are important, such as in the, s&detommunication and banking
industries.
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Some markets may be comprised only of informal diramd others may be comprised
almost entirely of formal firms. In some sectonsiadl informal firms may be able to
compete with large formal firms due to the costt they can avoid. In other situations,
economies of scale and scope will enable formahdito price lower than informal
firms. In some markets, informal firms may find yhean compete with formal firms
because they can position their products geogralhicloser to the consumer than
formal firms. For example, produce vendors may lble o drive to the consumer and
thus take away the productivity advantages of |lasgale stationary formal firms or
supermarkets.

It is important to know the extent to which fornzadd informal firms coexist in
the same market and compete for the same customserdcrross sectors and markets.
Policy makers would need to determine the sectonshiich informal firms serve the
same customers as formal firms and determine whethe small informal firms
compete with the large formal firms, the factors/idg this competition, where they
operate in the same sector and serve the samarardbase.

Harmonization of tax policies

Within WAEMU (West African Economic and Monetary idn), and in
addition to the implementation of a Common Exterhatiff (CET), significant efforts
have also focused on harmonizing legislation on \(X&lue Added Tax), excise taxes,
and taxation of oil-products and SMEs. In the mediarm, member states plan to setup
a rigorous reform surveillance mechanism to ensffextive implementation of reform.
Harmonization efforts in the ECOWAS countries do yet feature clearly and formally
on the agenda, although tax ratio target have dyjrbaen defined as part of efforts to
identify convergence criteria. An important studyrrently underway, on indirect
taxation in member states in West African Monetdone (WAMZ) should lead to a
formal process for fiscal harmonization in theseintdes. (ECOWAS & WAEMU,
December, 2006)

To this end, the plan is to strengthen and, abbtivmare efficiently implement common
policies on trade, tariffs, financial market, intagon and other areas; within WAEMU
and the entire ECOWAS region.

As noted elsewhere, there is a worrying gap betwtheneffervescence of
agreement and protocols and the silence or timiditynember states in effective
implementation. Indeed, WAEMU has made commendatii@nces in setting attendant
measures to the community trade liberalization sehéharmonization of customs and
statistics instruments such as certificates ofimrigustoms and statistics nomenclature
and customs declarations). However, outcome ingicgtiow effective implementation
is still well below target. For example, import @aktions indicate that effective tariffs
and protective rates in the region are still highgd are generally closer to 20% than to
the simple mean of 15% targeted by the CET. Furibeg, the considerable efforts by
regional organization indicate that there are stilimerous non-tariff obstacles that
particularly impede cross-border trade, which imeoh large number of small informal
operators, especially women.
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Tax harmonisation measuresfor SME growth

Small Business Enterprises in ECOWAS countriesnofaee difficulties when
dealing with the government in general and theadinistration in particular. Many of
the difficulties with the tax authorities are thensequence of poorly conceived tax
policies and a lack of certainty regarding futuodiqy changes. It would be rare indeed
not to hear complaints about the complexity andfabiguity of the tax laws, high tax
rates, and the lack of an integrated fiscal stsatbgt takes social taxes, local taxes and
fees into account when determining the overall baxden placed on the business
community. In carrying out their responsibiliti€eax Administrations can also create
problems for the business community when they irapbsrdensome reporting and
record keeping requirements, conduct excessiveeatgms and audits, fail to deal with
corrupt Tax Administration employees, and fail tooyde transparency in Tax
Administration Operations. This type of environméarms individual businesses and
the overall economy. As a result, many operatorthébusiness community react by
taking steps which adversely affect the tax bakés fypically includes under- reporting
profits and turnover; over- reporting employee veaged creating “ghost” employees.
A significant number of businesses also fail tasey or file tax declarations. This only
increases the burden on those taxpayers who trgotoply with the tax law, and
discourages their future compliance. The resultiwicious cycle which tends to
preserve the status quo. Only meaningful reforntheéotax system can break the cycle
and result in an improved business climate which stimulate economic growth. A
number of initiatives could be taken by governmiarthe tax field to foster the growth
of small and medium enterprises and/or reduce épemvork burden that SMEs face.
Measures which have the greatest impact are thdsehware established by tax
legislations. Though tax policy is not the majorut of this guide, a brief mention of
some of these measures follows, along with meagheadsthe tax administration can
employ.

There are several tax policy and tax administratimeasures that ECOWAS
countries could employ to support the growth of nfausinesses and reduce
informality. It is not the purpose of this paperetuist those measures. However, a guide
is given on the Small Businesses Tax design (SBT).

Since small businesses will not be the major soafaevenue for the government, the
goals of a tax regime for small businesses mudtlitferent from those standard tax
regime participants; the difference in focus netates a difference in design of the
SBT. The design of the SBT therefore should be $hahit encourages firms to join the
regime; i.e., it should be clear to the small firthat they will receive benefits for

joining the culture of compliance which at leasutnalize the fiscal and time cost of
paying taxes. For example, firms receive trainimghow to set up simple accounting
systems which facilitate compliance requirements,w&ll as build capacity. This

training is also an investment for the tax autlydoicause as the firm grows, it is likely
that it will pay more tax.

The following is a list of suggested best practilssign features of an SBT
designed to foster small business growth:
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» SBTs and Revenue Authorities should focus on capaciilding especially in the
monitoring system.

* Anoptimal SBT would include a graduated systertaghtion and introduction into
a culture of compliance supported by education asich business operations,
accounting, and monitoring (simple turnover, loweyaEmphasis for new taxpayers
should be on learning and monitoring.

» As capacity and output grow, there may be a mophisticated tax system which
may be more advantageous (adding VAT, or someinedaility) as a reward for
better compliance. Emphasis should be on widenmsyuments and movement
toward the standard tax regime.

» Simplified alternative tax regimes should be noaspmptive. Presumptive tax
systems could cause significant cash flow problespecially for new small
businesses and for SMEs in sectors with variabtputufor example, agricultural
producers).

» Efforts should be made to identify taxpayers tha¢ not ready to comply
voluntarily at the points of convergence for seevitelivery and bring them into the
tax net. They should be made to register for taxa aondition for enjoying the
service and given unique Taxpayer Identificationmers.

» Double taxes as noticed in places like Lagos, Nagehould be avoided.

 Tax payers’ money should be properly accounted bgr publishing its total
collection monthly and thereafter.

Conclusions

In conclusion, the focus of taxation should notnberely to raise revenue but
also to support infrastructural development. loidy rational that the cost of raising
revenue falls far below the revenue collected. Herethe taxation of the informal
sector accounting for such a significant percentdd@DP cannot be ignored because of
the cost of administering it. Taxation need notyofdcus on short-term revenue
collection. Bringing the informal sector within taset is critical because of the long-
term revenue increase from wider tax base and grgetential of small firms when
they operate within a formal framework.

In order to solve the problem of informality, whethin cross-border trade or
domestic trade, the measures must go beyond tamoméation to encourage
formalisation. Certainly, governments should apphothe problem of informality by
dealing with the factors that drive its growth amat fighting the traders who are merely
making a living out of the business. The fact tindbrmal economy is still a reality in
developed countries (that has existed for clos80@-400 years) should be a point of
reflection to the ECOWAS region whether it can et in eradicating the practice
altogether. In that case, what would be importait iestablish an enabling environment
for the sector with measures that will reduce egative impact on the economy. By
creating a supportive environment for the infortnatlers, both ECOWAS countries and
informal traders stand to benefit more. To the EGCBAtountries, it could be the start
of a successful process of formalisation of therimfal traders.
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Consequently, this will enable the countries tchgabetter information on the
goods, values and quantities traded amongst thdma. ifformation gathered would
improve the planning and decision-making of the BCAS countries. Similarly, to the
ICBT players, creating conducive environment foeithtrade may mean better
knowledge of the trader about their rights as tinegtle across the region, hence cases of
paying bribes to border officials and smuggling @®across borders would be reduced.
The trader would also benefit from payment of theect amount of taxes (where taxes
still apply) as opposed to the current case whaeg are sometimes charged duties on
goods that are not supposed to attract any dligssly, the cost and time of clearing the
goods would be reduced resulting in lower pricegadds and higher earnings for the
trader.

Recommendations

Whether there is a common currency or not, the baization of tax policies
could only enhance convergence and macroecononaicilist, and promote the
homogeneity and competitiveness of the economicmuanity as a whole. Boosting the
competitiveness of the community requires “reastaialevels of taxation and above
all, greater policy “predictability” for operatorAs such, harmonizing tax policies at the
regional level could help provide investors with@mogenous and attractive market and
also facilitate the emergence of a common monedaeg that would ultimately lend
greater credibility to the community. In this amawell, WAEMU's experience holds
important lessons for ECOWAS.
Therefore, the following will suffice as efforts &mtualize the tax policies; (1) establish
a trade surveillance mechanism based on implememntabutcome, and impact of
monitoring indicators; (2) accelerate work to hanie legislation on customs codes
and customs exemptions; and (3) accelerate thetwi#eimplementation of laws on
competition in all countries in the union.
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