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ABSTRACT

Corruption And Competition In Public Market Auctions*

This Paper investigates the effect of corruption on competition in government
procurement auctions. Our assumption is that the bureaucrat (i.e. the agent
that administers the market), if corrupt, may provide a favour in exchange for a
bribe. The favour we consider in most of our analysis is the opportunity to
readjust a bid. We show that a key effect of corruption is to facilitate collusion
in price between firms. This can result in high public spending and inefficient
allocation. We discuss the effect of other forms of bureaucratic discretion in
the procurement process and analyse conditions under which unilateral anti-
corruption controls may restore price competition.
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NON-TECHNICAL SUMMARY

Is corruption only a transfer between bribers and bribees or does it inhibit
competitive pressures and allocative efficiency? What are the links between
corruption and competition? What are the impacts of controls and public
market procedures on corruption, firms’ profits and government expenditures?
This Paper addresses these important issues in a simple model of public
market auctions. It examines, in a corrupt environment, the performance of
various procurement procedures with respect to the promotion of competition
It shows that a key effect of corruption in the public market is to undermine
competition and to facilitate implicit collusion in price between competing
firms. This may result in high public spending and inefficient allocation. We
also investigate the effects of controls over firms or bureaucrats in this
context.

As a benchmark, we consider the case where a public contract is allocated
through a first price auction. Our aim is to investigate the effect of corruption
on existing public auction procedures and their impact on the outcomes for
government procurement. In particular, we do not attempt to derive optimal
‘collusion proof’ or ‘corruption proof’ incentive mechanisms. The candidate
firms are differentiated in their cost structure. Without corruption, this type of
auction mechanism induces competitive pressures on firms so that the price at
which the contract is allocated tends to reflect the cost structure of the ‘most’
efficient firms (in a sense that we make precise in section 2).

We then introduce corruption in the following simple way. We assume that the
public official (the bureaucrat) is corrupt, which means that i) he may provide a
favour to a firm in exchange for a bribe (the favour we consider will be defined
shortly) and ii) he is only interested in the level of bribes he can extract. We
will also assume that he is limited (by controls) in his capacity to receive illegal
transfers.

The favour we consider throughout most of our analysis is the following one:
after initial bids are made, the bureaucrat may give to a firm the opportunity to
readjust its initial bid e.g. through manipulation of envelopes. Such
readjustments may also arise in complex contracts where ambiguities in the
initial bids open the way to modification of the offers. The official bids in the
auction with corruption are thus identical to the initial bids made by the firms,
except possibly for one firm if it was given an opportunity to readjust its initial
bid, or resubmit. The contract is then allocated to the firm with the lowest
official bid.

Our first contribution is to show that in the corrupt environment described
above, competition loses its force. In particular, the contract may be allocated



at the government’s reservation price with probability 1. In the equilibrium we
consider, all firms bid the government reservation price and then offer the
highest bribe the bureaucrat would accept. The bureaucrat then randomly
picks one of the firms. Intuitively, these strategies are in equilibrium because
when a firm deviates in the initial price auction, other firms may still participate
in the bribing game and the winner of this bribing game then has the
opportunity of slightly undercutting the deviators’ initial price bid, thereby
making the initial price deviation unprofitable. The corrupt bureaucrat’s
discretion thus provides firms with a mechanism to sustain collusion in the
initial price auction.

We next examine the effect of controls and examine whether they can be
used to reduce corruption and restore competition in prices.  A first result
suggests that increasing control on the bureaucrat, i.e. reducing the amount of
illegal transfer he can accept, may not reduce the ability of firms to collude.
The intuition is that corrupt bureaucrats are in a sense in competition with
firms for collusive rents. Increasing controls on civil servants reduces the
‘price’ firms have to pay to sustain collusion, which in turn makes collusion
even more profitable to the firms.

In contrast, corruption controls on efficient firms may restore competition in
prices (to some extent). An efficient firm subject to controls is ready to harden
price competition in the price auction stage: it needs to compensate for its
comparative disadvantage in bribe competition. By proposing a low enough
price, it can make sure that other less efficient firms cannot afford to compete
in bribes. This behaviour kills implicit collusion in the price auction game and,
at the same time, mitigates corruption with the bureaucrat. In such a context,
unilateral controls on a firm that is a potential winner dramatically reduces
public spending. So does also the entry of a sufficiently efficient outsider (that
lacks connections, i.e. has no bribe capacity).

Our next result however mitigates the positive effects of unilateral controls on
firms. We consider a situation where the bureaucrat has some limited
discretion in the allocation of the contract (in addition to being able to offer an
opportunity to resubmit). Limited discretion arises when the bureaucrat may
choose the winner according to criteria that have not been well defined ex
ante or to criteria that are not all objectively measurable. It also arises when
the bureaucrat may readjust the contract in the course of completion, which
may amount to a cost reduction to the winner. We model this additional limited
discretion by departing from our initial assumption that the bureaucrat is
constrained to choosing the lowest official bid. Instead, we assume that the
bureaucrat may choose any firm whose official price does not exceed a pre-
defined mark-up above the lowest official bid. We call this procedure the ‘best
offer’ procedure. Such procedures are often used in practice when offers are
not solely financial: the quality of the offers may differ, leaving a (benevolent)



bureaucrat to choose the project that best suits the interests of the
government seems attractive. We show that under the best offer procedure,
unilateral controls on firms may further deteriorate efficiency. Their sole effect
may be to exclude the controlled firm(s) from the market. The intuition is that
even if they are more efficient, the controlled firm’s (possible) cost advantage
may not be sufficient to compensate for the favour received by the winner of
the bribing game. Corruption then induces a bias in favour of uncontrolled
firms.

Our analysis of the determinants of competition and corruption in public
auctions has interesting policy implications for the fight against corruption in
international public markets. Typically, one of the main issues in that context is
the effectiveness and desirability of unilateral controls, i.e. anti-corruption
regulations enacted by individuals’ countries. One example is the Corrupt Act
of 1977 passed by the US Congress. The point is that countries as a whole
would benefit from fighting corruption and reducing extortion in international
markets. At the same time, they fear that imposing severe legislation on their
national firms, while other countries still adopt a more permissive attitude,
would prevent their firms from competing effectively in corrupt markets. Our
framework sheds some light on this issue. As long as the foreign civil servants
administrating the auction do not have too much discretion (in the sense of
being able to provide additional favours to the auction’s winner for instance),
we show that this fear may not be justified. On the contrary, unilateral controls,
by stimulating price competition, will make domestic efficient firms more likely
to win the market (though possibly with a lower expected profit than in the
case of price collusion).

When foreign civil servants have a high degree of discretion (in evaluation or
in implementation), our analysis explains why individual countries may be
even more reluctant to impose unilateral controls, since the only effect of such
controls would be to exclude their firms from these markets. This discussion
suggests that i) anti-corruption controls on firms should be coordinated across
countries and ii) calls for voluntary unilateral controls on firms will be more
likely to be followed once bureaucratic discretion in the allocation process and
in the course of implementation has been reduced.
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