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Abstract. This study uses a literature review method that aims to developing
voluntary tax compliance for SMEs after Covid-19 era from the social contract’s
perspective. The declining level of tax compliance during the Covid-19 pandemic
is a special concern for the government. The social contract elevates three main
principles, namely freedom, common needs and reciprocity. In the perspective
of taxation means that the taxpayer gives up his freedom in the management of
economic assets to the government for the welfare of the people. On the contrary,
the government provides reciprocity in the form of services to the community and
the provision of good and adequate public facilities. The social contract among the
government and the taxpayer requires mutual trust. The results of this study show
that the social contract between taxpayers and the government can be realized
if there is an element of justice first. A form of justice for taxpayers such as
providing tax incentives in the midst of the Covid-19 pandemic. The justice felt
by taxpayers will foster trust in the government. Trust in the government is a good
thing to encourage voluntary compliance from taxpayers.
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1 Introduction

The Covid-19 pandemic that has hit all countries in the world has had a devastating
impact not only on human health conditions [1], but also on the economic conditions
of a country, including in Indonesia [2–4]. Taxes, which are one of the country’s main
sources of income [5–8], have also been affected by Covid-19 [2]. In Indonesia, the
realization of tax revenue until the first semester of 2020 only reached IDR 513.65
trillion or 44.02% of the initial target of IDR 1,198.8 trillion. This value was reduced
to 12.01% compared to the first semester of 2019, which was Rp604.3 trillion [4]. This
happened due to the weakening of the business sector which resulted in an economic
downturn and had an impact on tax revenues in Indonesia [9].
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The economic downturn during the pandemic also had an impact on the financial
condition of SMEs [9, 10], especially in terms of sales quantity [11]. SMEs are the
backbone of the country’s economy [12–14]. Most of the world economy has achieved
high development due to the contribution of SMEs [12]. SMEs have a large contribu-
tion to GDP and job creation [12]. However, the implementation of social distancing
in various countries, including Indonesia, has limited community mobility during the
pandemic which has an impact on reducing people’s income [1], including for SMEs
business people [15]. Even in the forecast, the Covid-19 pandemic can also kill many
businesses, including SMEs [12, 16]. A decrease in income can degrade the condition
of the financial position. The financial position of the taxpayer reflects the taxpayer’s
ability to meet various types of needs and settle various kinds of financial obligations,
including tax obligations. A person is in a very good financial state if he can meet all
such needs, both primary, secondary and tertiary, and settle his tax obligations on the
basis of income completely without outside assistance [17].

The decline in economic conditions that occur during the pandemic tends to reduce
tax compliance, includingSMEs taxpayers. This confirms the influence of SMEsfinances
on tax compliance in the Covid-19 pandemic. The economic condition of the taxpayer
will have an impact on compliance attitudes and behaviors [18].Walsh, through empirical
research states that, taxpayers with excessive income have the opportunity or motivation
to avoid taxes, but taxpayers with low incomes have determined various ways to reduce
cash outflows and make them reluctant to pay taxes [19]. Therefore, any income both
low and excessive can negatively affect tax compliance.

Research has shown low levels of SMEs tax compliance during the pandemic such as
in Malaysia [20], Vietnam [21], and Greece [22]. Likewise, in Indonesia, the dominance
of SMEs in the industrial sector in Indonesia is inversely proportional to the level of tax
compliance of SMEs [14, 23, 24]. In anticipation of low tax compliance of SMEs, the
government is more focused on using a deterrence approach by providing tax audits,
sanctions, and administrative fines to create a deterrent effect. Based on the Economic
of Crime theory, explains that taxpayers will tend to commit fraud if the utility obtained
to avoid taxes is greater than fines and penalties, so to ensure that taxpayers will be
compliant in paying their taxes is to use a deterrence policy, namely in the form of tax
inspections and sanctions [25].

However, Kaplanoglou and Rapanos [26] showed that the deterrence approach was
ineffective for improving voluntary tax compliance. The deterrence approach will only
be effective on the short-term goal of punishing non-compliant taxpayers, while the
important long-term goal of influencing the behavior of the taxpayer to realize volun-
tary tax compliance behavior has not been achieved. Thus, the compliance that will be
produced by applying the deterrence approach is forced tax compliance, not voluntary
tax compliance.

In addition, the use of a deterrence model with variable tax audits, sanctions, and
administrative fines shows that it seems as if the government is only oriented towards
the material aspect (tax revenue) without trying to form a voluntary tax compliance
behavior in the taxpayer [27]. Kołodziej, explained that audits and fines will be effective
in increasing tax revenues if the taxpayer has a low level of trust in the government and
the tax authority, and such audits and fines also become ineffective when between the
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taxpayer and the tax authorities trust each other, and it is this trust between the taxpayer
and the tax authorities that can trigger a willingness to cooperate with each other and
the voluntary compliance of the taxpayer [28].

Therefore, governments and taxpayers must understand that tax responsibility
requires a good social contract among the government and the taxpayer based on mutual
trust by establishing reciprocal relationships to create common prosperity. The govern-
ment believes that the taxpayer is conduct to paying taxes and the taxpayer also believes
that the government is conduct to using the payment of taxes as a source of funds to cre-
ate prosperity for the whole society. So that this trust will stimulate the tax compliance
behavior of the taxpayer in order to achieve common welfare.

This study is a literature review with the aim to developing voluntary tax compliance
through a social contract perspective. The result of this study is the development of
the concept of voluntary tax compliance as a result of constructive thought based on the
theory of social contracts. This concept of voluntary tax compliance can provide benefits
for the authorities in understanding taxpayer behavior as a step to increase voluntary tax
compliance.

2 Literature Review

2.1 Social Contract Theory

The theory of social contract presents a variety of perspectives on human nature and
the social processes that make up conflict, cooperation, and compliance. Thus, this
theory can be used to assess the obstacles and challenges that professions face when
they seek to create common values and ideals and ensure ethical practice [29]. The
emergence of social contract theory was pioneered by Thomas Hobbes, John Locke, to
Jean Jacques Rousseau [29–32], which was backgrounded by natural human life. They
have no government and no law to govern it [32], thus making human beings a free life to
preserve their own lives, even if it means having to destroy the lives of others [31]. This
raises anxiety in humans in the long run about the possibility of losing their property
that could threatens their long-term life [30].

Hobbes developed the social contract argument with the notion that naturally
mankind tend to think rationally and have the liberty to manage their own lives [30,
31]. Such freedoms include the freedom to control their property (autonomy) in order to
maximize wealth at all costs in an effort to maintain their long-term life [30]. All power
will be exercised by human beings in an effort to preserve life, despite having to commit
acts that violate norms and ethics including fraud, cheating, theft and even murder as a
form of implementation of their freedom and the assumption that every human being is
an equal [30].

While Rousseau argues that ethical behavior is a social product [29], and in the long
run human beings cannot freely preserve their own proprietary. Therefore they requires
other agencies to be able to giving protection and manage their property [32]. Consistent
with Rousseau, Hobbes perceive that humans in the long-term have a fear of losing their
property that could threatens their long-term life [30]. Therefore, Rousseau and Hobbes
apply the brainchild of a social contract to anticipation of those anxieties and worries of
the human being.
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Rousseau’s social contract focus on the three key basic principle namely freedom,
community interest, and mutual (reciprocity). The point of Rousseau’s contribution was
to put forward ethical behavior as a result of social processes to preserve mankind
[29]. The social contract makes people compromising their freedom [31–33]. In the
social contract, Rousseau also emphasized shared worthiness as a force and passion for
realizing the Common good [32, 34]. In addition, Rousseau state that community would
give up their resources to declare on condition that the government also returned the
equal amount [33].

Therefore, in order to be able to realize the common good, Rousseau also emphasized
that the system have to giving a mutual contract for two sides, namely the society and
the government. The government and the people are two elements that have a close
relationship, and the policy faith results from a communicative process between the
two [34]. People unite and promise to obey authority and surrender all or part of their
freedoms and rights to authority. While authority guarantees the protection of the life
and property of each person to a certain extent of freedom [32]. For Hobbes, the social
contract can reflect an ethic of voluntary obedience [29].

Thus, the payment of taxes in the theory of the social contract means that people in
society give up their economic freedom through the paying of taxes in order to embody
community interests for the nation and society. In return, the government uses the taxation
to guarantee life and create prosperity for society. The surrender of people’s economic
freedom to the government to realize common welfare through reciprocal relations is a
form of voluntary compliance behavior.

2.2 Tax Compliance Among SMEs Before the Covid-19 Pandemic

The willingness of taxpayers to report taxes in appropriate with tax law and administra-
tion without the application of tax law enforcement activities is a form of voluntary tax
compliance [35]. Some researchers state that SMEs taxpayers tend to comply with tax
regulations, such as in African countries namely Botswana [36] and in Nigeria [37].

However, in contrast to SMEs in Rwanda who tend not to comply with tax laws
[38]. SMEs in Zimbabwe do not trust with the tax system, and SMEs do not complies
with taxes [39]. Further, it was revealed that most SMEs in Zimbabwe evaded taxes
by temporarily relocating businesses during compliance attacks and paying bribes. In
addition, 67% of respondents in the study admitted to never complying [39] and it was
also revealed that a large number of SMEs in Zimbabwe do not pay their taxes [40]. In
line with research in Zimbabwe, in a Survey conducted in Tanzania it was found that the
majority of 68% of SMEs taxpayers defaulted in the form of inconsistency in conducting
tax reporting in accordance with the required tax regulations [41].

In European countries such as Belgium, Ethiopia, and Greece as well as countries in
Asia such as Malaysia and Vietnam it was revealed that SMEs face a higher tax burden
than large companies. Therefore, SME taxes are harm to the survival of SME business
actors and have an impact on reducing the level of tax compliance [20–22, 42–44].

In Indonesia, research on the understanding of SME taxpayers in Indonesia towards
tax regulations shows that, overall, SME Taxpayers understand and comply with in
carrying out tax obligations [45]. In addition, SME Taxpayers are well aware of the
substance of taxes that include an obligation, are used for public expenditure, and are
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based on laws and regulations [46]. On the other hand, SMEs do not yet understand
which taxes are final and which taxes are not final [47]. In addition, SME taxpayers feel
burdened with taxes and tend to perform the obligation to pay taxes because they feel
that there is no other option but to pay. Therefore, tax payments are made in order to
cancel the obligation to pay taxes. In addition to it, taxes for SMEs are considered unfair
and burdensome, so this unfairness must be reassessed and corrected [48].

The fairness of taxes felt by taxpayers, can encourage them to be willing to cooperate
and more likely to comply with decisions made by tax authorities [49]. On the contrary,
discriminatory tax treatment has resulted in low compliance [50]. Unfair taxation can
affect taxpayers’ perceptions of the government [28]. Taxpayers tend to have low trust
and tend to avoid paying taxes if they consider the tax system unfair [51, 52]. Low
trust in the government can affect low tax compliance [53, 54]. Trust becomes very
important and becomes one of the determinants of tax compliance [54, 55]. The loss
of trust in the government is considered to be the cause of low public compliance with
government authorities in the field of taxation [56]. It is thus seen that the importance of
the dimensions of fairness and trust as variables affecting tax compliance behavior [50,
57], and the government has a fundamental role in ensuring tax compliance behavior
[6].

3 Result and Discussion

3.1 Tax Levy in Social Contract Perspective

A contract is an agreement or promise approved upon by two sides. The social contract
in the context of taxation is the interaction among the government and the taxpayer. The
idea of the social contract of Hobbes and Rousseau provides three basics principle for
the authorities to meet taxpayer compliance. The three basics principle are liberty, com-
munity interests, and reciprocity. Although this social contract among the government
and the taxpayer is figurative because there is no official signature on paper, but the
contractual relationship still implies the duty and right for each contractual partner [58]
to fulfill the principle of reciprocity. Therefore, both the taxpayer and the government
have rights and obligations that must be implemented. Taxpayer in this case is obliged
to hand over the freedom of management of its economic resources to the government
to obtain welfare, while the government manages those economic resources to create
common welfare for the people.

The social contract is motivated by the freedom of human beings to surveillance the
economic resources they have to their long-term life [30]. The social contract perspective
is constructed to restraint the taxpayer’s freedom who tend to be rational and selfish in
the ownership of economic resources [32, 34].With the existence of a social contract, the
freedom of the taxpayer is under the control of the government as an elected bodies to
arrange the welfare of the people [31, 32]. Therefore, the Government as the ruler must
realize and appreciate the sacrifice of the taxpayer, that is, the taxpayer must sacrifice
economic asset to paying the tax that will be delighted by everyone, including people
who have not been obliged to paying the tax.

The perspective of the social contract hasmade taxpayers individuals who arewilling
to sacrifice their individual freedoms to be Common freedoms [31, 32]. Through tax
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payments, taxpayers distribute their economic resources to the government to be further
distributed equally by the government to the entire community.

Taxpayers have applied the principle of common interest to developing voluntary tax
compliance. Tax compliance is no longer driven by rationalism, egoism and economic
interests of the taxpayer, but tax compliance is more driven by aspects of altruism,
morality, social norms and justice [59]. Governments should be aware that there is
already a shift in ways and reasons for understanding taxpayer behavior and how to
improve voluntary tax compliance behavior of taxpayers. Therefore, the authorities have
to prioritize the basic of public interest of the entire community in determining and
creating a tax administration system to sustain the commitment of taxpayer to keep the
voluntary compliance behavior.

The reciprocity that taxpayers are expected to receive for tax payments is good
public services, the availability of adequate and good public facilities, and the absence of
corruption among state officials. The benefits of public services perceived by the taxpayer
are a reflection of the implementation of the government’s obligations in managing
the economic assets of the taxpayer, and it is also the embodiment of the principle of
reciprocity.

In some countries such as Russia, Tanzania andNigeria, taxpayers associate between
the tax payments they make with the benefits they receive in the form of adequate public
services. Taxpayers state that if they get tangible benefits from the government for the
payment of taxes, then they will be willing to pay those taxes [60–62].

The government needs to perceive that voluntary tax compliance by taxpayers can’t
be realized by penalty as a deterrent. But under different conditions, a taxpayers can
become resistant when they begins to doubt the commitment and sincerity of the govern-
ment in providing public services [59]. Taxpayers establish the belief that tax payments
are synonymous with the principle of costs and benefits. The advantages to be received
by the taxpayer in the form of community services must be commensurate with cost of
taxes paid by the taxpayer [63].

In addition to poor public services, another reason for taxpayers to avoid taxes is
corruption and poor bureaucracy [64]. In addition, the survey results show that taxpayers
will have high level of tax compliance if the authorities carries out high level of con-
troling the budget management to minimize the chances of fraud and irregularities in
the bureaucracy [64]. Jordan could be a reference, one of the solving offered to improve
tax compliance and at the same time discourage tax avoidance is by regain the belief of
taxpayers after the negative stigma attached to the government [65].

3.2 The Role of Tax Incentives, Tax Justice, and Trust in a Social Contract
Perspective to Increase Voluntary Tax Compliance

One of the efforts of governments in various countries in the field of taxation in the
recovery of the country’s economic system is the tax incentive policy [66]. Tax incentive
policy efforts are carried out to help move the wheels of the country’s economy which
has experienced a sharp decline since the era of Covid-19 pandemic. In Indonesia, the tax
incentive regulation for taxpayers influenced by the Covid-19 pandemic was first stated
in the Minister of Finance Regulation (PMK) number 86 of 2020 and was last updated
with PMK number 82 of 2021 which is valid until December 2021. Tax incentives in
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accordance with PMK number 82 of 2021 include income tax article 21 covered by the
authorities (DTP), final income tax for SMEs, income tax DTP in certain labor-intensive
sectors, exemption from the collection of final income tax article 22 about imports, and
a decrease in income tax installments article 25.

One of the sectors that received attention by the provision of tax incentives was
SMEs. This is reasonable, considering that SMEs are the most essential milestone in
the country’s economy [12–14, 66], including Indonesia [23]. The number of SMEs
in Indonesia is very large. Data from the Ministry of Cooperatives and SMEs of the
Republic of Indonesia in 2019 shows that the number of units or actors, which reached
99.99% (or around 65,465,497 units) of the total business actors in Indonesia [23].

The tax incentive provided by the government to SMEs is in the form of exemption
from the final income tax obligation of 0.5%, from the gross circulation regulated in
PP 23/2018. PP-23/2018 regulates Income Tax on income from businesses obtained by
taxpayers with a certain Gross income, which is not more than Rp. 4.8 billion in one tax
year (SMEs). So that the final income tax obligation of 0.5% for SMEs actors, becomes
borne by the government (DTP) or exempted by the government. Thus, SMEs taxpayers
are not obliged to pay taxes until December 2021.

The provision of this tax incentive is carried out in order to increase the voluntary tax
compliance of SMEs [5, 42, 58, 67]. In addition, tax incentives for SMEs can also provide
space for SMEs business development during the pandemic and better opportunities to
survive in the mid of competitive market conditions [5, 42].

In addition, the provision of tax incentives during a pandemic is a form of implemen-
tation of tax justice because it considers the ability to pay from taxpayers. Tax fairness
can foster taxpayer confidence in the government [49, 50]. Taxpayer trust in the gov-
ernment is a mandatory condition for a good social contract to be established among
the government and the taxpayer. Taxpayer trust in the government is very important
because it can support voluntary tax compliance [53–57].

Therefore, the government is expected to be able to make tax policies for SMEs after
the Covid-19 pandemic while still paying attention to things that are able to provide a
sense of justice to taxpayers (such as: Incentives, etc.). Tax policymust be able to provide
justice for taxpayers by taking into account the ability to pay taxes from taxpayers, in
the sense that taxpayers with high incomes will pay more taxes than taxpayers with
lower incomes [5]. The fairness felt by taxpayers will have an impact on increasing
taxpayers’ trust in the government [49, 50]. The taxpayer’s trust in the government will
make taxpayers voluntarily compliant and willing to cooperate with the government
by complying with the regulations made by the government, with the aim of realizing
common welfare [56, 57].

4 Conclusion

To be able to improve voluntary tax compliance, it is necessary to have a social contract
among the authorities and the taxpayer. The social contract desperately needs mutual
trust between taxpayers and the government. One of the variables that can foster taxpayer
confidence in the government is tax fairness. Tax fairness can be either tax incentives
provided by the authorities to taxpayers when economic conditions are declining. Tax
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fairness perceived by taxpayers can encourage taxpayer trust in the authorities. The high
confidence of taxpayers in the authorities can make taxpayers voluntarily compliant and
willing to cooperate and comply with the rules made by the government. This is a form
of voluntary compliance behavior of the taxpayer.
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