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I. introduction


The challenge of improving governance – particularly with respect to the operation of markets - is increasingly recognized as being central to promoting development and ensuring the welfare of citizens in a globalizing market economy (Lamy 2005; Anderson and Wager 2006).  Privatization and other "market-oriented" reforms in developing and transition economies - sometimes associated with the so-called "Washington Consensus" – have, in many cases, not lived up to expectations.  There is a growing recognition that this is due, at least in part, to the failure to introduce appropriate rules and institutions to change the incentives facing privatized entities and ensure healthy competition in the interests of consumers.  Recognizing this failure, recent developmental literature emphasizes the importance of effective laws and institutions for the governance of markets as distinct from market opening or privatization per se (Sen 1999; Laffont 2005; Sachs 2005; and World Bank 2000).

Markets for the procurement of goods and services by public entities are a natural focus for efforts to improve governance.  Public procurement accounts for a substantial proportion of gross domestic product  – 10-15 % or more in many economies.
  Moreover, procurement often involves goods and services having particular economic, social and/or developmental significance – e.g., transportation and other physical infrastructure; hospitals and other public health facilities; schools and universities; defence and policing.  The efficacy and transparency of public procurement  processes also impacts directly on the overall credibility of government and, hence, on citizens' level of trust, a factor which has important implications for the propensity to invest and engage in other wealth-creating activities.


Ensuring good governance in relation to public procurement systems (and thereby maximizing value for money for citizens) requires the addressing of two distinct but inter-related challenges:  (i) preventing corruption on the part of public officials administering the procurement processes; and (ii) preventing collusion among alternative suppliers.  These two challenges sometimes merge, for example where: (a) public officials are paid to turn a blind eye to collusive tendering patterns; (b) such officials are paid to release information that actually facilitates collusion (e.g. the universe of potential bidders or the bids themselves); or (c) corrupt procurement officials require that the firm who is to "win" reaches side-agreements with other potential suppliers.  However, analytically, corruption by public officials and collusion or bid rigging are separable:  the former (corruption) is essentially a principal-agent problem in which the official (i.e. the "agent") enriches himself at the expense of the government or the public (i.e. the "principal"); while the latter (collusion) is an effort by potentially competing suppliers to jointly maximize their profits and can occur with or without the presence of corruption on the part of public officials (see, for useful discussion, Jenny 2005).

The issue of corruption in public procurement processes (i.e., the first challenge referred to above) has rightly received extensive attention over the past decade.  It is addressed by various international instruments, including:  (i) the UN Convention Against Bribery and Corruption; (ii) the OECD Convention on Combating Bribery of Foreign Public Officials in International Business Transactions; and (iii) the OECD Revised Recommendation on Combating Bribery in International Business Transactions.  Collusion in procurement processes, while also having been the subject of international deliberations (see, e.g. OECD 1999 and 2006), generally has not received the same level of attention.  This is despite evidence that collusion is a recurring feature of procurement markets even in countries where it legally prohibited (see, e.g. European Commission 1999) and imposes still heavier costs in countries that lack effective laws to suppress it.   Clarke and Evenett (2003) suggest, in this regard, that as much as a quarter of documented competition law-enforcement actions in developing economies involve bid rigging against state purchasers.  In sum, and as will be argued in this paper, collusion, like corruption, directly undermines the objectives of both national procurement reforms and international market liberalization arrangements such as the WTO Agreement on Government Procurement.  As such, procurement officials, trade bodies and competition (antitrust) agencies have a common interest in the taking of appropriate measures to detect and deter it.

The remainder of the paper is organized as follows.  Part II discusses the role of international liberalization (for example, via the WTO Agreement on Government Procurement) in promoting competition in national procurement markets and its relationship to the objectives of national procurement reforms.  Part III discusses the need for rules to prevent collusive tendering, as an adjunct to procurement liberalization, and summarizes a number of insights regarding the detection and deterrence of collusion that flow from the experience of established competition agencies.  Part IV discusses some particular challenges relating to the interface between procurement policies and competition rules.  Part V provides concluding remarks.
II. international liberalization as a tool for enhancing competition


International liberalization – whether with respect to markets for public procurement or other economic sectors – is often conceived principally as a tool for creating access to foreign markets by individual countries' suppliers.
  However, much of the benefit (arguably, the main benefit) of international liberalization actually accrues to the countries undergoing liberalization in their home markets.  A principal aspect of this benefit is the enhanced competition in the home market that external liberalization generates – which in turn generates access to better quality goods and services and/or lower prices.  External liberalization also creates the possibility of specialization and exchange based on the principles of comparative advantage (Krugman and Obstfeld 2005).  This is no less true for the international liberalization of procurement markets than it is for other markets (Arrowsmith 2003 provides a useful discussion).  In addition to enhanced competition, specialization and exchange, international liberalization of procurement markets can provide access to technology that is not available in the home market (i.e. the market in which goods and services are being procured).


The WTO Agreement on Government Procurement promotes effective competition (including international competition), consistent with the principles of comparative advantage, in two distinct ways.  First, the Agreement provides a vehicle for progressive opening of Parties' markets to international competition through market access commitments that are negotiated and embodied in Appendix I of the Agreement.  Second, the various provisions of the text of the Agreement relating to the provision of information to potential suppliers, contract awards, qualification of suppliers and other elements of the procurement process provide a framework that is intended to ensure transparent and non-discriminatory conditions of competition between suppliers.


In promoting these values, the Agreement on Government Procurement shares and reinforces the objectives of national reforms aimed at promoting efficiency and transparency in the procurement process.  In this regard, Choi (1999) makes a compelling case that the process of acceding to the GPA helped Korea to implement procurement reforms that served its own best interests.  Additional examples of the benefits of procurement reforms are discussed in OECD (2003) and in Evenett and Hoekman (2005) (the latter authors also stress that the available knowledge base on such reforms is less comprehensive than is desirable).
III. the need for competition rules as an adjunct to national procurement reforms and international liberalization:  the impact of collusive tendering

Although the opening of national procurement markets either through unilateral action or via negotiations under the WTO Agreement on Government Procurement or other instruments makes possible substantially increased competition in procurement markets, it does not guarantee this result.  The intended result of enhanced competition leading to better value for money can be undercut by collusive agreements between potential suppliers.  This provides the basic rationale for legal rules against collusive tendering or bid rigging (i.e. competition or antitrust rules).

While the WTO Agreement on Government Procurement does not require Parties to adopt measures to prevent collusive tendering, it recognizes the role of such measures, at least in passing.  In particular, Article XV of the Agreement provides for the use of limiting tendering procedures in circumstances where the tenders submitted in an open or selective tendering process have been collusive.
  The experience of countries with active competition regimes that investigate and prosecute bid rigging and related practices further illustrates the nature of such conduct and provides insights into how such practices can be deterred.
 (1)
Varieties of collusive tendering

As pointed out by the U.S. Department of Justice (2005), most forms of collusive tendering or bid-rigging schemes have one element in common, namely an agreement between some or all of the bidders that limits or eliminates competition between them and (normally) predetermines the winning bidder.  Some specific ways in which this may be achieved are shown in Box 1.
Box 1:  Basic Types of Collusive Tendering

Bid Suppression: In bid suppression schemes, one or more competitors who otherwise would be expected to bid, or who have previously bid, agree to refrain from bidding or withdraw a previously submitted bid so that the designated winning competitor's bid will be accepted. 

Complementary Bidding: Complementary bidding (also known as "cover" or "courtesy" bidding) occurs when some competitors agree to submit bids that either are too high to be accepted or contain special terms that will not be acceptable to the buyer. Such bids are not intended to secure the buyer's acceptance, but are merely designed to create a (false) appearance of genuine competitive bidding. 

Bid Rotation: In bid rotation schemes, all conspirators submit bids but take turns being the low bidder. The terms of the rotation may vary; for example, competitors may take turns on contracts according to the size of the contract, allocating equal amounts to each conspirator or allocating volumes that correspond to the size of each conspirator company.
Subcontracting as a compensating mechanism: Competitors who agree not to bid or to submit a losing bid frequently receive subcontracts or supply contracts in exchange from the successful low bidder. In some schemes, a low bidder agrees to withdraw its bid in favour of the next lowest bidder in exchange for a subcontract that divides the illegally-obtained higher price between them. Note, however, that sub-contracting is not necessarily anti-competitive if it is not done in furtherance of efforts to limit competition in the award of the main contract.
Source:  Adapted from US Department of Justice (2005)

It is important to note that collusion in public tendering processes can involve foreign as well as domestic suppliers.  An example of an international scheme to rig bids in relation to a USAID project in Egypt is provided in Box 2.  More generally, a large proportion of cartel agreements that have been uncovered by the competition authorities of major developed jurisdictions in the past decade (including both collusive tendering and price-fixing arrangements not involving government procurement processes) are international in scope (see, e.g. Clarke and Evenett 2003).  Such arrangements are of concern from the standpoint of the international trading system because they directly undercut the gains from trade liberalization (Anderson and Jenny 2005; Anderson and Holmes 2002).

Box 2:  International collusive tendering on a USAID construction project in Egypt

Collusive tendering schemes can involve foreign-based as well as domestic competitors.  For example, the US Department of Justice (2000) reports that:

"Philipp Holzmann AG, a Frankfurt, Germany construction firm, pleaded guilty and was
             sentenced to pay a $30-million fine for its participation in a conspiracy to rig bids on
            construction contracts funded by the United States Agency for International Development
            (USAID) in the Arab Republic of Egypt."
This example illustrates that the mere opening of bidding processes to foreign-based suppliers may not generate effective competition, if rules are not in place to deter collusion.

(2)
The costs of collusion in procurement processes

Collusion adds directly to the price paid by procuring entities for goods and services procured.  An obvious question of interest is the extent of the premium that is paid.  One of the more sophisticated estimates was done by Froeb et al (1993) using data from an investigation of the rigging of bids for the supply of frozen seafood to the US Department of Defense.   With a high degree of statistical confidence, they found that the rigging of bids had raised the price paid by the Defense Department by 23.1 % (this was the smallest point estimate).  Clearly, this is not a trivial concern.
(3)
Conditions that facilitate collusion

While collusion can occur in any industry, economists and antitrust enforcement officials have long sought to identify particular circumstances that facilitate collusion.  A classic contribution by Stigler (1964) posited an inverse relationship between the number of competitors in a market and the possibilities for collusion.  In other words, Stigler argued that the greater the number of competitors, the more difficult the firms will find it to include and, hence, the lower will be the price paid by consumers.  This proposition has been challenged and elaborated in subsequent game-theoretic literature, including the literature on "super-games" (Tirole 1988).  While this literature identifies a range of possibilities and outcomes on the basis of various assumptions regarding the behaviour of market participants, the basic idea that more potential sellers make collusion more difficult continues to command broad support.  This reflects the simple fact that the greater the number of sellers, the more difficult it is for them to get together and agree on prices, bids, customers, or territories.
 In addition to situations involving a small number of potential sellers, experience points to the following additional circumstances as potentially facilitating collusion (these points have been adapted principally from US Department of Justice (2005); similar material is available on the websites of other national competition enforcement authorities):

· The probability of collusion increases where restrictive specifications are used for the product being procured. 
· The more standardized a product is, the easier it is for competing firms to reach agreement on a common price structure. By contrast, it is harder to reach an agreement where other forms of competition, such as with respect to design, features, quality, or service, are important.
· The likelihood of collusion can be enhanced by repeat purchases, since the vendors may become familiar with other bidders and recurring contracts provide the opportunity for competitors to share the work.

· Collusion is more likely if the competitors know each other well through social connections, trade associations, legitimate business contacts, or shifting employment from one company to another.

· Collusion is facilitated if bidders have opportunities to meet together in advance of the submission of bids, for last-minute consultations.
(4)
The prevention of collusive tendering


Competition authorities emphasize the importance of clear legal rules against collusion (i.e. bid rigging) backed up by substantial penalties (heavy fines or, in appropriate cases, incarceration) as being essential to deterring such conduct.  (Reference is made to "deterring" rather than "preventing" collusion since it may well be impossible to eliminate such conduct altogether.)  Enforcement agencies also stress the importance of procurement personnel being alert to various "suspicious signs" that may signal the presence of collusion.  A number of these are set out in Box 3 (next page).  To be sure, the involvement of competition agencies (or, where appropriate, police or other investigatory authorities) is generally necessary to the investigation and prosecution of bid rigging.  However, it is the procurement officials who are most likely to be in a position to observe behaviour that may indicate the presence of collusion.  This points to the need for training of relevant personnel and effective teamwork between procurement and competition officials.
IV. the interaction between procurement policies and competition rules:  some particular challenges for policy-makers

(1)
Promoting contact and communication between the relevant public agencies

As pointed out in the preceding section of this paper, procurement entities and competition agencies share a common interest in detecting and preventing bid rigging.  The prevention of collusion in the procurement process requires effective co-operation between both arms of government.  Yet in many countries, especially in the developing world, institutional contacts and links between procurement and competition agencies are not well developed (Jenny 2005).  Clearly, from an institutional point of view, a key aspect of the challenge in reducing the scope for collusive practices in relation to procurement markets will involve forging such contacts and links.  In particular, competition agency staff can be invited to participate in training seminars for procurement officials that include modules on the detection and prevention of bid rigging.

	Box 3.  Suspicious signs:  behaviour that may signal the presence of collusive tendering

a)  Potentially suspicious bid patterns 
· The same suppliers submit bids and each company seems to take a turn being the successful bidder. 

· Some bids are much higher than published price lists, previous bids by the same firms, or internal agency cost estimates. 

· Fewer than the normal number of competitors submit bids. 

· A company appears to be bidding substantially higher on some bids than on other bids, with no apparent cost differences to account for the disparity. 

· Bid prices drop whenever a new or infrequent bidder submits a bid. 

· A successful bidder routinely subcontracts work to competitors that submitted unsuccessful bids on the same project. 

· A company withdraws its successful bid and subsequently is subcontracted work by the new winning contractor. 

b)  Suspicious Statements and Behaviour 

· Bid proposals or forms submitted by different vendors contain common features or irregularities (e.g. identical calculations, spelling errors, handwriting or typeface that suggest they may have been prepared jointly).

· A company requests a bid package for itself and a competitor or submits both its own and another company's bids. 

· A company submits a bid when it is incapable of successfully performing the contract (this may be a complementary bid). 

· A company brings multiple bids to a bid opening and submits its bid only after determining who else is bidding. 

· A bidder or salesperson makes:  (a) any reference to industry-wide or association price schedules; (b) statements indicating advance knowledge of competitors' pricing; (c) statements to the effect that a particular contract or project "belongs" to a certain vendor; or (d) statements indicating that a particular bid was only submitted as a "courtesy," "complementary," "token," or "cover" bid. 
NB:  It should be emphasized that the foregoing are merely signs that may trigger suspicions; they are not, by themselves, proof of collusion which normally requires evidence or admission of an agreement.
Source:  Adapted from U.S. Department of Justice (2005).


(2)
Issues concerning the availability of certain kinds of information


The importance of transparency - i.e. the systematic sharing of information regarding the conduct and outcome of procurement processes – as a deterrent to corruption is widely recognized.  In general, a high degree of transparency can also help to cultivate an environment of vigilance against collusive practices, by heightening public awareness of procurement activities generally.  Therefore, there is a strong general presumption favouring transparency with respect to most aspects of public procurement processes.


There are, however, limits to the types of information that should be publicly shared.  In fact, the sharing of certain specific types of information may actually facilitate collusion.  Information in this category may include:  (i) detailed information on the universe of potential competitors; (ii) details regarding losing (as opposed to winning) bids, which may facilitate policing of arrangements for cover bidding or bid suppression; and (iii) information normally known only to the procurement authority such as internal estimates of the appropriate price for goods or services to be procured and/or contingency funds allocated for particular contracts (see OECD 1999 and Jenny 2006 for useful discussion and elaboration).

 (3)
Competition and the new procurement methods


Developments such as the increasing use of electronic tools, reverse auctions and framework contracts are transforming the nature of procurement regimes.  While these developments offer significant potential gains in efficiency for both suppliers and procuring entities, they also pose challenges with respect to the maintenance of competition.  For example, electronic procurement tools (e.g. electronic reverse auctions) are capable of being used to facilitate collusion if potentially competing firms gain access to each other's bids.  Again, the key here is to ensure a high degree of confidentiality of individual bids prior to the contract award.  Similarly, framework agreements, while capable of generating significant efficiency gains, also pose challenges with respect to the maintenance of competition and non-discriminatory procurement processes (see, for relevant background, Schooner and Yukins 2005).
V. concluding remarks


The challenge of improving governance – particularly with respect to the operation of markets - is increasingly recognized as being central to promoting development and ensuring the welfare of citizens in a globalizing market economy.  Markets for the procurement of goods and services by public entities are a natural focus for efforts to improve governance.  The efficacy and transparency of public procurement  processes impacts on the overall credibility of government and, hence, on citizens' level of trust, a factor which has important implications for the propensity of citizens to invest and engage in other wealth-creating activities.


Ensuring good governance in relation to public procurement systems (and thereby maximizing value for money for taxpayers) requires the addressing of two distinct but inter-related challenges:  (i) preventing corruption on the part of public officials administering the procurement processes; and (ii) preventing collusion among alternative suppliers.  Although both corruption and collusion undermine the intended benefits of procurement reforms and international liberalization and they may often occur together, they are also analytically distinct problems that each merit attention in their own right.


The issue of corruption has rightly received extensive attention over the past decade.  In contrast, the harm caused by collusion in procurement processes has not, generally, received the same level of attention.  This is despite evidence that it is a recurring feature of procurement markets and that many countries lack effective laws to suppress it.  Yet the experience of countries with active competition (antitrust) agencies offers valuable insights into the ways in which the feasibility and frequency of collusive tendering can be minimized, some of which have been summarized in this paper.  Procurement authorities, competition agencies and trade officials have a common interest in promoting awareness of these tools, and the underlying challenge of deterring collusion in public procurement processes.
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� OECD (2001).  The proportion of gross domestic product accounted for by public procurement may be greater in many developing economies with thinly developed private sectors.


� On the importance of public trust as an enabling condition for development, see Fukuyama (1996).


� This is the all-too-familiar "mercantilist" paradigm for international trade relations.


� See, for related discussion, Davie 1998


� US Department of Justice (2005).  Readers familiar with the writings of Adam Smith (1776) will recall his dictum that "People of the same trade seldom meet together, even for merriment or diversion, but the evening ends in a conspiracy against the public, or in some contrivance to raise prices".


� Training seminars and workshops on government procurement presented by the WTO Secretariat pursuant to the Secretariat's annual technical assistance plan typically include a module on possible measures to deter collusive tendering.





