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Abstract—Public ~ procurementis one of the most
important areasin the public sector that introduces a possibility for a
corruption. Dueto  the  volume ofthe funds thatare
alocated through this institution (in the EU countriesit is between 10
— 15% of GDP), it has very seriousimplications for the efficiency of
public expenditures andthe overal economic efficiency as
well. Indicators that are usually used for the measurement of the
corruption (such as Corruption Perceptions Index - CPI) show that
the worst situation is in the post-communist countries
and Mediterranean countries.

The presented paper uses the Czech Republic as an example of a
post-communist country and analyses thefactorswhich influence
thescopeof corruptionin public procurement. Moreover, the
paper discusses indicators that could point at the public procurement
market inefficiency. The presented results show that post-communist
states use the ingtitute of public contracts significantly morethan the
old member countriesof the continental Europe. It has a very
important implication because it givesmore spacefor corruption.
Furthermore, it appears that theinefficient functioning of public
procurement market is clearly manifested in the low number of bids,
lowlevel of market transparency andan ineffective control
system. Some of the observed indicators are statistically significantly
correlated with the CPI.

Keywords—Czech Republic, Corruption, Public Procurement,
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|. INTRODUCTION

UBLIC procurementis one of theareaswhich are

very susceptible to corruption. Due to the volume of funds
that are allocated through this ingtitution (in EU countriesit
is between 10-15% of GDP), it has very seriousimplications
forthe efficiency of public expenditures andthe overall
economic efficiency as well®. The indicators which are usually
used for the measurement of corruption (such as CPl) show
that the worst situation is in the post-communist countries
and Mediterranean countries. The main aim of this paper isto
analyse on the exampleof the Czech Republic factors
that affect the scope of a corruption in the public procurement,
andto discussindicators that couldindicate the public
procurement market inefficiency.

t Jan Pavel, University of Economics, Prague, Faculty of Finance and
Accounting, Department of Public Finance, e-mail: pavelj@vse.cz.

2 This can be clearly demonstrated on the example of the Czech Republic.
The increase the efficiency of the public procurement by 10% would mean the
reduction of the structural public finance deficit by 50 %.

The article aso partialy responds to the criticisms of the
CPI indicator, which relevanceis very often questioned®.

The paper isdividedinto five sections. The first part
discussesthe relationship between the opportunities for a
corruption and the size and structure of public expendituresin
the EU member states. The following threesub-
chaptersanalyse symptomsof inefficient functioning of the
public procurement market, which arelow competition on the
supply side, lowlevel of market transparency and the
inefficiency of  control mechanisms. The find  chapter
summarizesthe results of the presented research and brings
several economic-policy recommendations.
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Fig. 1 Theleve of corruption in the EU states measured by CPI,
2010

Explanatory notes: AT - Austria, BE —Belgium, BG - Bulgaria, CZ - Czech
Republic, CY — Cyprus, DE - Germany, DK — Denmark, EE - Estonia, ES -
Spain, FI  —Finland, FR- France, GR - Greece, HU —Hungary, |E-
Ireland IT - Italy, LU -Luxembourg, LT - Lithuania, LV -Latvia MT -
Malta, NL —Netherlands, PL — Poland, PT — Portugal, RO - Romania, SE -
Sweden, SK — Slovakia, SL - Slovenia, UK — United Kingdom
Note: The black-marked are post-communist states.
Source: Transparency International.

I1.PuBLIC EXPENDITURE AND PUBLIC PROCUREMENT

From the corruption point of view, the money expended
through public procurement market are one of the most
endangered parts of public expenditures, about which speak
number of studies and analyses (see eg. [2] -[4]). The
probability that there will be a corruption is in this case
significantly higher than in the case of wages for public
servants and socia transfers. The scope for a corruption is

3 Seefor example [1].
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strongly influenced by the setting of public budgets by 1
parameters. The first onés the total value of publi
expendituresneasured by % of GDP and the secone is the
public sector willingness to prefer tegternal productioover
the internal production (so-called use), thus the mix ¢
the productionThe following graph shows the situation in
EU from the perspective of the relationship betwéen size
of the public procurement market atite mix of internal and
external production in the public sectliris expressed as a
proportion of expenditures on thgublic procurement an
public sector wagéslt turns out that the pccommunist
states except Slovenia choose a slightly differeixtthan the
old continental EU countries and are ratherser to the
Anglo-Saxon countries, namelythe Great Britain and
Ireland. The share of public expendituia % of GDP with
the exception of the Czech Republic and Hungariovger
than the EU average, which is the resulta lower level of
social expenditure©n the other hand, the importance
external production (public procurement) is subtsdy
higher than in the continental EU countr In many countries
the funds allocated throughhe institute of a public
procurement are greater thdwe tvolume of wage cos

A considerable amount of funds spent @ public
procurement is also supported by a high range dflip
investments, which posemmunist countries expend in
effort to close the infrastructure gap (especillthe highway
network, railroads, and modern wastewater treatm
plants).These investments are mainly realised through p
procurementsA typical case in this area is currently -
Czech Republic, where the volume of public investis in
the last five years reaches average 4.6% of GDP, while tl
average for old EU member countries is only 2°. Positive
correlation between theorruption and the size of pub
investments has beafready demonstraten[4].
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Fig. 2 The size of public expenditures and the propontibpublic

procurement expenditures on public sector waggserditures ir

EU countries

Note: The presented values are averégeshe year 2000-2008; dashed
lines indicate the EU average.
Source: Eurostat, own calculations.

4 The calculation of the siz#f public procurement market is basec the
OECD methodology, [5]. It has not been workeith the data for sub-sector
Social security funds, sindke allocation of this money in the case of exte
production is different fsim public procurement procedur

°Eurostat.

The presentedata sugge that the mix of internal
and externaproduction, which po-communist countries have
chosen, generatgsobably greater opportunities a
corruption than ithe continental old member sta The
reason for the preference of external productian, have
already beementioned, is the need for closthe
infrastructure gapnd a gener distrust of the efficiency
of public sector institutiohh The second reason is the re
of the historical experienceith the central planning that
contributes to relatively high level the external production
in normal activities,[6].

[ll. THEINTENSITY OFCOMPETITION ON THESUPPLY SIDE

The basic prerequisitdor the effective use of publ
procurement is a sufficient intensity of competition the
supply side. The rate of ihay be measured by the number of
bids. Justification of this assumption is giventbg existenc
of a soealled "competitive effect”,which is inversely
proportional relationship between the number ofsbahd
tendered pricdis existence has been demonstrated |
number of empirical studies in developed countfees. [7]-
[9]). A growing number of bids brirs two positive effects.
The first one is an increagethe likelihood of identifying the
most efficient company on the supply side (i.e. ¢benpany
that is able to carry out the contract at the lowestsjibs
price). The scond one is the reduction of the likelihood
establising the collusive cartel (If there are more actore
the supplyside, it is more difficult to agree. In additiore!
cartels with ahigh number of participants are generally |
stable).

In the Czech Republicthe competitive effect has be
confirmed h many cases. For exam, [10]presented the
results of analysis of the contracts in the pubtenspor
infrastructure sectotJsing regression analy, he shows the
influence of the number of bids to the final prioé the
contractEach additional bi brought in the analysed period
price fall by an average of 3.27 Other statistically
significant factor, which was identified, is theeusf restrictec
procedure (price growth of 11.56¢ Moreover, the number of
bids is greatly affected by the struci of the evaluation
criteria, respectively by theeight ofthe price in it. With the
reduction of its weightthe number of bidders decrea The
explanation of this relationship can be that thedbrs are
afraid of fairness of the competitic If the price has a weight
of 100%, the possible manipulation with the resfitthe
tender is very complicated. However, if the weighthe price
is reducedbecause of other (often subjectively asses
criteria, the manipulation is simpler. The companiestrct
the participation in these tenders because theyaiyg doiot
want waste their resources in preparing bids withuacertair
outcome.

The existence of a competitive effect was confirrbgdhe
study prepared by EC [1lin almost all EU countries. A
specific feature of postemmunist countries in comparis
with old member states is a very low average nunuje
bids.This is clearly demonstrated by the following gri The
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average number of bids in the EU countries is around 5.4,
while in the Czech Republic it is only 3.7. The higher level of
competition can be found in the works (national average is
5.2), while in the case of supply and services is the situation
worse (average of 2.7 respectively4).
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Fig. 3 Number of Bids per Country (median/mean)
Source: [11]

It is clearly evident from the presented graphthat the
low level of competitionis characteristic to thenew EU
member states. The worst Situation isinthe Sovak
Republic, where the averagenumber of bids is only 2.1
and the median value isevenonly 1. Itis necessary to point
out that the average number of bidsis not adversely affected
by the size of the national market. This may be demonstrated
on the examples of Portugal or Ireland. These two states
arerepresentatives of the smaller European countries and at
the same time they have higher number of bids than the EU
average.

Low average number of bids ispartly associated
with overuse of negotiated procedures without publication.

Comparison among countries provides the following graph,
whichclearly showsa  considerable gap between  the
old member states (EU15) and post-communist states. While
in thecase of EU15 the negotiated procedures without
publication create on averageonly 4.5 % of procurement
procedures, in the Czech Republicit is 18 %.

The regulatory framework® and thus the scope for using this
type of procedureis the same for al member countries.

5 The regulatory frameworkin al Member Statesis based ontwo
directives: Directive 2004/17/EC of the European Parliament and of the
Council of 31 March 2004 coordinating the procurement procedures of
entities operating in the water, energy, transport and postal services sectors;
Directive 2004/18/EC of the European Parliament and of the Council of 31
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Fig. 4 Share of the public procurement market awarded in negotiated
procedures without publication in the EU

Source: [11], own calculation

In the case of both presented indicators it ispossible to
identify statistically significant ~ correlation between  their
values and CPI. In the first case (number of bids) the valueof
the  correlation coefficient is0.42; in the  second
case(percentage of negotiated procedure without publication)
itiseven-0.59.

IV. TRANSPARENCY OF THE MARKET

The intensity of a competition i< greatly influenced by the
overall transparency of the market. From this perspective, it
would be most optimal to use the open procedures and seek
to minimizethe number of exemptions and other barriers to
the competition (which has been also confirmed by results of
theregression analyses in [10]). But the question iswhat
percentage of the total market is actually allocated by the most
efficient way. The author have developed in cooperation with
the Czech branch of Transparency International
two indicators of transparency of public procurement market
for this purpose”

The first is the "Index of public procurement market's
transparency” (11). Its value indicates the percentage of funds
expended through the institute of the public procurement in
the calendar year allocated through an open procedure. This
procedure is the most transparent from the existing
procurement methods. Index can be expressed as:

OPT

11= * 100, where ()
TPP

March 2004 on the coordination of procedures for the award of public works
contracts, public supply contracts and public service contracts.
" See morein [12].
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OPT is the volume of public contracts awarded inogen
procedure and TPP is the total volume of publicquement
market.

The second index is the "Index of
transparent procurement” (12). Its value indicdhes
percentage of the total public procurement markecated
through non-transparent
scalecontracts, negotiated procedures

without gaiixbin,

andother exemptions from the Public Procurement.l\ct and services
the minimalvorks CZK 374 thousand). Taking into account pusaig

these methodsit is possible toidentify
transparency and the absence of a free entry ®ptssible
bidders. The mentioned exemptions from
Procurement Act are mostly military
that cannot be award publicly for security reasdine
index can be expressed as:

CPT
TPP

12 =

* 100, where 2

CPT is the total volume of public procurement markérocurementis

reduced by the amount of public contracts awardgdal
types of procurement procedures defined in the éatept for
contracts awarded under the negotiated procedurthowit
publication, TPP is the total volume of public puoement
market.

The following graph shows the values of these
indicators for the Czech Republic in the years 2@010. The
results show that in the year 2006 we can see atamitial
improvement. However, after this improvement, tbetipn of
open procedures did not exceed 50 % of the totgkeha
(except in 2008). Moreover, in the recent yearsetiraay be
seen adecline, which is probably partly influenceg the
reduction of public expenditures, implemented with goal to
reduce the public finance deficit. In contrast, ithéex of non-
transparent public procurements, dominantly createdmall
scale contracts, is increasing and now stands et 5% % of
the total market.
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Fig. 5 Development of transparency in the publiacprement market
in years 2001-2010
Source: ISVZ, CZSO, own calculation

non-follow

methods,i.e. smallmillion for

the Publi@fter the UK and
contractdargelyexplainswhy such a high portion of

High values of the index of non-transparent public
procurements are largely due to very high limitssofall-
scale contracts. These are contracts for which dae
administrative reasons the contracting authoritgdsenot to
the procedures specifiedin the Act on Pabli
Procurement. Currently, the limit of these confaist set at
CZK 2 million for supplies and services and at C&K
construction works. These values
areabnormallyhigh in the EU context (an averagestguplies
is CZK 394 thousand and for constmncti

power parity, the Czech Republic has the third éggtevel
the Netherlands) in the EU. This
the pabli
procurement marketdoes not go through market mésman

V. Low EFFECTIVENESS OFCONTROL MECHANISMS

Another symptom ofa low gfflz(%ency of the public
the limited effectiveness of
control mechanisms.The Office for the Protection of
Competition isresponsible forthe public procuretmen
supervision in the Czech Republic. If this Offidemtifies a
mistake before the award of a public contract, @ynstop
it. However, in most cases, the collision with thkev is
identified only after the signing of the contrdctthis case the

twOffice can impose a fine. Consequently, it is assdinnat the

penalty will be recovered from the employee respmador
the mistake.

How does this system work in the reality show resof
two surveys carried out in 2008 and 2010. The pheus
subjects were asked, if they identified personaasible for
the breaking of the law, if the sanction was transd to
itand iftherewereimplementedcorrectivemeasuresiiesf
the queries summarizethe following table.

TABLE |
SUMMARY RESULTS OF THEQUERIES—ORGANISATIONS THAT VIOLATED
THE PUBLIC PROCUREMENTLAW IN THE CZECHREPUBLIC IN 2006-2010

Number of
organisation 2008-2010

Number of
organisation 2006-2008

Number
of information
obtained 21 33

Designated respon

sible person 8 11
% 38.1 33.3
Corrective measu
es 9 6
% 429 18.2

Penalty enforced ¢
r applied to any
other penalty 7 9

% 33-3 27.3
Source: [13],[14]", own calculation
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Results of the surveys show that the control sysigemot
working effectively and we cannot see the tendefaryan 2]
improvement. Only about one third of subjectspueishy the
Office for the Protection of Competition identifiethe [3]
responsible person and enforced the penalty. Thmesa
situation is in the implementation of the correetiv [
measurement. More than one half of organizatiomk rdit
react on the results of the control. In this casiee [5]
control mechanism is largely losing its functiomplosing of
penalties is than just a transfer of public monsyrf one
public organization to another, without significampact on
the functioning of the public procurement system. [7]

A similarresult may be also observed inan
analogous survey, prepared in the Slovak Repufdicniore, (8]
see [15]). Some post-communist ~ states, e.g. Hungagy
Romania, Lithuania andEstonia, tried to solve fhiture of
the control system in a way that the control offte® punish
directly the responsible person. However, it sed@rasthis
solution has not brought significant changes toftimetioning

[10]
of the public procurement system.

VI. CONCLUSION [11]

One of the impacts of a corruption is inefficienh€tioning
of the public procurement market. This paper showedhe
example of the Czech Republic that this problem cdh?l
be fairly accurately demonstrated on a few simpdicators.

The most important of them are average numberds, bhe
proportion of the public procurement marketallodatierough
non-competition procedures, and the intensity céaction of
purchasers on the results of the control procedures

If the post-communist countries want to improveiringblic
procurement market, it is necessary to focus omeasing
thedegree of the competition on the supply sidecaBse
of the competitive effect, this will lead to a retion of final
prices and thus the efficiency of the public secteil
increase. The way to achieve this is to reduceatheunt of
funds allocated through a negotiated procedureoatth
publication, as well as to increasethe involvenwént
electronic auctions. It is also necessary to redimeels of
small-scale contracts in the Czech Republic. Igthanest also
not be the reform of control mechanisms.

The results of reform efforts in post-communist
countrieswillbepossible to simple monitor by the@lepment
of the indicator measuring the average number dag.bihe
increase will be a signal that more companies agnming
to believe in transparency and fairness of pubtiotacts and
are willing to expend their money for preparatitre bids. If
the average number of bids will remain low, it willean that
the fight against the corruption is not successful.

[13]

[14]

[15]
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