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Abstract. As the Indonesian socio-political landscape has changed since 1998, budgetary 
institutional reform is necessary to strengthen the link between planning and budgeting. 
This paper aims to answer the question of how the planning and budgeting institution 
should be transformed, based on transaction costs analysis. Soft Systems Methodology-
based Action Research was applied to explore five alternatives for planning and budgeting 
institutions. The integration of planning and financial institution is recommended 
supposing that bounded rationality, opportunism, asymmetric information, and uncertainty 
in planning and budgeting is high. 
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1 Introduction 

Each country has a different planning and budgeting system, mainly depending on ideology, 
political and government system, natural resource availability, and human resource capability 
[1]. In developed countries, the function of preparing long-term, mid-term, or annual plans is 
distributed to several organizations or managed by technical ministries rather than centralized 
in one organization. However, in developing countries, the function is centered on a committee 
or ministries/agencies [1]. In its development, as a result of the economic crisis or the transition 
to a market-oriented country, several countries such as Nigeria, Liberia, South Korea, and India 
changed their planning and budgeting system and institution [2] [3] [4] [5]. Despite their 
importance from the perspective of public administration, the institution and coordination 
system between planning and budgeting functions are under-studied and poorly understood [6]. 
This research objective is to answer the question of how planning and budgeting institution 
should be transformed, from the perspective of transaction cost analysis 

The transformation of a budgetary institution in Indonesia 

Political reform occurring in 1998 has allowed institutional transformation in Indonesia, 
including the planning and budgeting institution, i.e the changes from input-oriented to 
outcome-oriented budgeting, from annual to medium-term expenditure framework, and from 
dual budgeting to unified budgeting. This reform aims to accomplish a Well Performing Public 
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Expenditure Management (PEM) [7] by which the aggregate fiscal discipline, the allocative 
efficiency, and operational efficiency could be attained.  

Based on the 2016 Public Expenditure and Financial Accountability (PEFA) assessment  [8], 
of 31 indicators assessed, Indonesia obtains: (i) 3 indicators (10%) with a score of D/D+, (ii) 11 
indicators (30%) with a score of C/C+, (iii) 8 indicators with a score of B/B+, and (iv) 9 
indicators with a score of A, with D as the lowest score and A as the highest score [9]. In relation 
to expenditure budgeting, the dimension with a score of C is “alignment of strategic plans and 
medium-term budget”. It is because the number of ministries/agencies whose strategic plans are 
integrated with a medium-term budget is limited in Indonesia. Based on the assessment, 
Indonesia needs to continue to adjust its budgetary institutions (values, norms, regulations, 
structures or procedures). In relation to the perspective of transaction cost economics [10] [11], 
Law No 17 of 2003 is the beginning of the transformation of budgetary institutions in Indonesia.  

Hallerberg [12] provides the definition of budgetary institutions as follows: 
“Budgetary institutions are the formal and informal rules governing budgetary decisions of the 

executive and legislative branches of government.”  
Meanwhile, the IMF in [13] defines budget institutions as: 

“the structures, rules, and procedures that govern the formulation, approval, and 

execution of government budgets.”   
Then, how to adjust the structure and process of the planning and budgeting? How the budget 

allocation and performance targets for each ministry/agencies should be decided? To answer 
these questions, this study applied transaction cost economics (TCE) approach [14], [15]  [16] 
referring to Williamson TCE [17], [18]. The TCE approach by Williamson focuses on 
discovering efficient governance (in the broad sense) of transactions/exchanges between the 
parties performing the transactions. The TCE approach is applied in this study since according 
to [19], budgeting is a transaction. It is assumed that a budgeter shall minimize transaction costs, 
namely costs incurred to obtain information regarding the needs and capabilities of 
ministries/agencies in generating outputs/outcomes as well as monitoring and maintaining 
agreements [19]. 

2 Budgetary Institutions  

The existence of the ministry of planning and the ministry of finance as planning and 
budgeting institutions in Indonesia is rather unique [20] [21] [22]. In developed countries, the 
ministry of finance has a strong role, hence a specific institution to manage national planning is 
non-existence. However, the role of planning institutions in Indonesia is not as strong as that of 
other developing countries such as Bangladesh, Myanmar, several countries in Africa, and 
socialist countries [20]. In these countries, the allocation of development budgets is generally 
managed by planning institutions while financial institutions manage financial affairs other than 
budgeting [20]. Meanwhile, several countries previously had separate planning and budgeting 
institutions, eventually merge them into one institution (vertical integration), such as South 
Korea and Brazil [20]. Since 2014, the India Central Planning Commission in India has been 
removed and replaced by the National Institution for Transforming India Aayog (NITI Aayog) 
with a role as a think-tank institution instead of allocating budgets [23].  

One of the factors suspected as the cause of the uniqueness in Indonesia is the absence of a 
"bridge" between Law No 17 of 2003 on State Finance and Law No 25 of 2004 on the National 
Development Planning System. In a bid to connect them, the Government has issued the 
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Government Regulation (PP) No 17 of 2017 on Synchronization of the National Development 
Planning and Budgeting Process. However, the PP has not been able to eliminate the uniqueness 
of planning and budgeting institutions in Indonesia since both institutions have to jointly 
allocate the budget ceiling for ministries/agencies [20]. It has the potential to cause transaction 
cost inefficiencies since a similar function is carried out by more than one institution. 

3 Transaction Cost Analysis in the Planning and Budgeting Institutions 

In the framework of transaction cost economics (TCE) theory by Williamson [24], [25], an 
organization has three options to obtain input in order to produce output, namely to buy from 
input markets (without contracts),  to make (vertical integration/hierarchy), or the combination 
of both (hybrid/bilateral contract agreements). According to the perspective of TCE, two 
separate planning and budgeting institutions equally requiring information regarding budget and 
output have three main options: 
a. To make their own planning and budgeting processes (each choosing hierarchy). The two 

institutions shall compete to produce more or less similar output. It means that there shall be 
duplication and inefficiency in the utilization of public funds. To avoid inefficiency caused 
by the competition, both institutions may be merged (vertical integration) to a new form of 
hierarchy. According to [15] vertical integration is an option to overcome significantly high 
behavioral and environmental uncertainty. According to [14], several forms of the hierarchy 
have the ability to mitigate bounded rationality particularly caused by limited processing 
capacity, cognitive economizing, and cognitive biases. Meanwhile, according to [26], 
several forms of the hierarchy have the potential to mitigate uncertainty due to interpretation. 

b. To exchange information on budget availability, program/activity/output costs, and 
output/outcome targets to jointly allocating a budget of ministries/agencies (hybrid) 
afterward. According to [15], it is an example of a hybrid in the form a formal contractual-
based relationship or informal trust-based coordination. 

c. To buy information and produce a different output (specialization) yet compatible. In this 
option, the planning institution may create a plan that aggregately requires equal funds to 
the resource envelope informed by the budgeting institution. The plan does not violate fiscal 
discipline and sustainability. On the contrary, the budgeting institution may prepare budget 
allocation of ministries to produce output/outcome based on the information about 
prioritized output/outcome delivered by the planning institution. 
Each option has risks and benefits, and the option to be chosen is the one with the best cost-

effective. The option shall be determined by the attributes of a transaction, namely asset 
specificity, uncertainty, and frequency [27]. The existence of uncertainty, along with 
asymmetric information, bounded rationality, and opportunism in planning and budgeting 
process and institution needs to be mitigated to minimize transaction costs. 

As far as the authors know, TCE that has developed so far is utilized to analyze the exchange 
or transaction between one company and another (i.e. contracts and franchises) or between the 
government and the private sector (i.e. public-private partnership or contracting out), all of 
which are hybrid. Further study is necessary to analyze how these attributes play a role in 
exchanges/transactions among fellow public/government agencies, in this regard the planning 
institution, budgeting institution, and technical ministry that in preparing plans and budgets for 
programs/activities/output-outcome have the authority with the potential to be overlapping and 
identical. 
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4 Soft Systems Methodology for Defining Budgeting Institutions 

Checkland and Poulter [28] explain that SSM is significantly proper to be utilized as an 
alternative study model, namely a social study model at the level of a group or organization, or 
action research. SSM-based action research assumes that the problem faced is complex pluralist. 
It is in accordance with the character of research problems in the area of Human Activity 
Systems, where the cognitive process of the actors in the system becomes considerably 
important to discover the findings of the study. Uchiyama (2009) explains that action research 
facilitates an endless cycle of the process of "learning by doing". Checkland [29] emphasizes 
SSM in problematic situations rather than merely theories. However, the framework shall be 
conveyed from the beginning. Checkland and Poulter [28] even highlight the importance of 
"declaring framework in advance". 

Most of the literature on action research defines it in the context of learning by doing 
primarily for problem-solving purposes [30]. According to O'Brien (1998), quoted in 
Hardjosoekarto [30], the problem-solving process with action research is distinguishable from 
the problem-solving process in the daily sense from its emphasis on scientific studies. It means 
that researchers in an action research study the problem to be solved in a systematic way and 
ensure that the intervention carried out is based on certain theoretical considerations.  

According to [29], researchers have to state the theoretical framework (F) and method (M) 
applied to formulate and direct research interventions as well as create the impression of 
accumulated experience in those research interventions. In this study, the orientation is problem-
solving, in which the action research begins with the formulation of theoretical framework (F), 
the methodology for research interest (MR), real-world problematic situations (P) and specific 
areas to be studied (A), as explained in Table 1.  

Table 1. The framework of the Study of the Transformation of Budgetary Institutions 
The Perspective of Transaction Cost Analysis 

Information  

Theoretical Framework (F) Theoretical construction of the characteristics of transaction 

costs  [15] [14] [26] [31] is applied to discover the governance 

structure of budget allocations of ministries/agencies 

streamlining the transaction costs of Williamson's version.  

Methodology for research interest 

(MR) 

Soft Systems Methodology-based Action Research with 

enrichment 

Real-world problematic situations 

(P) 

The implementation of the performance-based budget in 

ministries/agencies is considerably complex and problematic, 

hence the need for a comprehensive by referring to a budget 

allocation by the Ministry of National Development Planning 

(Bappenas) and Directorate General of Budget (DJA) in 

accordance with Presidential Regulation No 17 of 2017. 

Methodology for problem-solving 

(Mps) 

Soft Systems Methodology (SSM)-based action research 

A specific area to be studied (AA) The perspective of transaction costs [15] [14] [26] [31]  

regarding performance-based budget allocation of 

ministries/agencies 
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Checkland and Poulter [32] explain that the basic process of SSM is a learning cycle starting 
from finding problematic situations and determining actions to provide improvements to 
problems. The application of SSM includes 7 (seven) stages known as the SSM standard cycle 
as follows: 1) problem situation considered problematic; 2) problem situation expressed; 3) root 
definitions of relevant purposeful activity systems; 4) conceptual models of the systems (holons) 
named in the root definition; 5) comparison of models and real-world; 6) change: systematically 
desirable and culturally feasible; and 7) action to improve the problem situation.  

In accordance with the Second Stage of SSM by Checkland [33], unstructured problems that 
are difficult to understand are mapped based on the applied theory and presented in a Rich 
Picture (Figure 1), resolving the problems into structured problems that are easily understood 
by observing the problems from various perspectives. This study develops several options of a 
system for allocating budget ceilings of ministries/agencies able to minimize transaction costs. 
Such a system, using the Soft Systems Methodology (SSM) method, shall meet at least three 
criteria (efficacy, efficiency, and effectiveness) as well as be culturally feasible and 
systematically desirable [30]. According to [28], three aspects to be considered in transforming 
or improving a system are structure, processes or procedures, and attitudes. 

 
  

 

 

 
 

Figure 1 
 
The aspect of governance structure focuses on who carries out the tasks and what 

responsibilities, while the aspect of the process focuses on how the implementation of the tasks 
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and responsibilities [34]. Observed from the structure, the system of allocating budget ceiling 
of ministries/agencies is carried out jointly by Bappenas and the Ministry of Finance, as 
stipulated in PP No 17 of 2017 on Synchronization of National Development Budgeting 
Planning (SPPN). However, the definition of "jointly" in allocating the ceiling for certain 
performance achievements needs to be further elaborated [22] and [20].  

In terms of the process, the budget ceiling is obviously allocated through a process 
involving at least Bappenas, the Ministry of Finance, and ministries/agencies. The question is 
how to increase efficiency, effectiveness, and value for money from the budget ceiling 
allocation process. In this study, these two aspects are improved through the approach of 
transaction cost analysis by Williamson [35] [36] [37]. The improvement also requires 
improvement in behavior and culture [11], two aspects undiscussed in this study. In the analysis 
of transaction costs, governance structure and process are the objects of interest. The main 
question of this study is how the structure and process of the exchange between budget 
allocation and performance expected are able to occur with more efficient socio-economic costs. 

In accordance with the problems illustrated in Figure 1 and utilizing the perspective of 
transaction costs, this study selects 5 (five) relevant systems and then develops 5 (five) models 
of allocation of the budget ceiling of ministries/agencies. The five conceptual models are 
inspired by the perspectives of the officials and employees within the Ministry of Finance 
(MOF) and Bappenas obtained from an informal discussion, as allowed by the SSM. The five 
models are also inspired by suggestions from parties other than these two ministries, such as 
observers and researchers from academics, international institutions, as well as from the 
experiences of several other countries.  
 

Comparison of models and real world  
While comparing the conceptual models with the real world, the five models certainly have 

their respective supporters. However, the parties interviewed or involved in the discussion tend 
to focus more on comparing the process of planning and budgeting between the current 
application process and the offered institutions in this study, namely the process considered 
more capable of minimizing transaction costs caused by asymmetric information, bounded 
rationality, opportunism, and uncertainty. The following paragraphs describe briefly the five 
alternatives of budgetary institutions developed further after the comparison of the models and 
the real world. 
The 1st alternative is formed by utilizing the available regulations, i.e PP No 17 of 2017 on 
Synchronizing of National Development Budgeting Planning. As reminded in [20], the term 
"jointly" in several articles requires further study, regarding whether it is compulsory or how it 
is supposed to be implemented. For example, Article 9 paragraph 5 of PP 17/2017 states: 

The Minister of Finance and the Minister of National Development Planning jointly compile 

budget availability by considering the Macro-Economic Framework and the Principles of 

Fiscal Policy, or 
According to several parties in the MOF, this article is not in compliance with Law No 17 of 
2003 on State Finance assigning fiscal authority to the MOF. The PP No 17 of 2017 doesn’t 
explain to what extent ‘jointly’ is carried out and how decisions are taken should there are 
differences in opinion.  
The 2nd alternative is formed based on past experiences when Bappenas had centralized 
authority in planning the development executed by ministries/agencies and local 
governments. As reported in [38], during the New Order, Bappenas was responsible for 
formulating National Development plans, the draft of State Budget (jointly with the Ministry of 
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Finance), credit and investment policies (jointly with the relevant institutions), policies on credit 
acceptance and utilization, and foreign aid. In addition, Bappenas had the functions to observe 
the preparation and development of the implementation of the plans, synchronize programs and 
projects, and evaluate and adjust the implementation of the plans [38]. However, the budgeting 
process in the second alternative has been adjusted to the present context, where political and 
financial decentralization has been strongly applied. The Secretary of the Cabinet, Pramono 
Anung, dismissed the assumption that Bappenas shall regain the authority it once had during 
the New Order. 

"It will not transform into what it was during the New Order. However, since the House of 

Representatives (DPR) currently has no authority to discuss budget to unit three, the 

planning entirely becomes the authority of Bappenas.” [38].  
Observed from the perspective of TCA, the statements above illustrate the differences in 

perceptions regarding the idealized governance structure and budgeting process. The second 
model attempts to obtain a solution by utilizing the perspective of TCA.  
The 3rd is formed based on experience in several years since the 2008/2009 economic crisis, 
when the global economy experienced stagnation or significantly low economic growth, 
negatively causing the uncertainty of state revenues, particularly tax revenues, and the ability to 
finance budget deficits. On the other hand, by having better data on budget realization through 
the State Treasury and Budget System (SPAN), the MOF was able to monitor and evaluate 
budget execution and disbursement better to produce an analysis of the efficiency and 
effectiveness of the programs/activities of ministries/agencies, serving as input for budget 
allocation in the following year. These two issues, namely uncertainty regarding tax revenues 
and the increasing demand for more efficient and effective budget utilization, have encouraged 
the MOF to assume its duties and responsibilities in accordance with Law No 17 of 2017, 
previously executed by Bappenas. The MOF is no longer merely allocate the recurrent 
expenditures such as in the past, but also allocate the overall expenditures of each 
ministry/agency. Similar strengthening of the responsibilities of the MOF has occurred in other 
countries facing uncertainty as new normality [39] [40] [6]. Observed from the perspective of 
TCA, the third alternative attempts to reduce uncertainty while empowering the asset specificity 
already owned by the Ministry of Finance. 
The 4th is inspired by a practice in the United States [41], imitated by several other countries 
including the Philippines [42] [43]. In this model, there is no ministry managing planning 
nationally or centrally, while the MOF focuses more on the management of state fiscal 
sustainability and health. The planning function and the budgeting function carried out by 
Bappenas and the MOF respectively are integrated into one ministry whose main task is to 
ensure that the planning of ministries/agencies is in line with the president’s policy, without 
having to be authoritarian, by providing guidance and counseling to prepare plans and 
implement them efficiently, effectively and optimally [44] [45] [46]. Such planning and 
budgeting agency also assists ministries/agencies in solving problems in the implementation 
phase (debottlenecking) [47]. Observed from the perspective of TCA, this 4th alternative is to 
unify asset specificity from planning institutions and budgeting institutions.  
The 5th is inspired by the experience of South Korea, which eventually (re)uniting planning 
and budgeting units into the Ministry of Strategy and Finance in 2008, previously known as the 
Ministry of Economy and Finance in the period 1994-1998. Prior to 2008, there was a separation 
between the two functions into the Ministry of Finance and the Ministry of Planning and Budget 
[48] [49] [50]. This fifth alternative has the potential to further optimize asset specificity of the 
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two ministries while reducing the uncertainty arising from environmental and macroeconomic 
uncertainty. 

From the perspective of transaction costs, the alternatives constituting the governance 
structure of hierarchy are the second and the third alternatives. The first alternative is a hybrid 
of a coordinating nature, while the fourth and the fifth are hybrid of the organizational mergers.   

5 Conclusion 

This paper illustrates the process of planning and budgeting institutional reform. The sources 
of transaction costs in planning and budgeting, namely uncertainty, opportunism, bounded 
rationality, and asymmetric information [14] [26] [15] [16] are possible to be mitigated by the 
change in the institutional process and structure. SSM can be used to explore various possible 
budgetary institutions and processes minimizing transaction costs. SSM assists stakeholders in 
providing input to each other related to various models, even those they previously dislike due 
to the assumption that a certain model is detrimental to their position.  
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