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Abstract

The term public procurement refers @aocontractbetween public entity and
private companies. The public procurement contracts are regulatéue Bublic
Procurement Acgtwhich specifies theules under which the public procurement
should be performed anskts conditions oAward procedure of public contracts.
The quality of execution ofhe award procedurénfluences the efficiency and the
transparency of the contract. Tlasvard procedurean be executed by internal
employees of the contractor or outsourced.

The main aim of this thesis is to analyze whether the contractors behave
rationally when they outsource theward procedutethis thesis evaluates the
differencesbetweenan in-house admiistration andan outsourced administration
prices, efficiency in terms of number of bidders in the contract and probability of
formal errors in theaward proceduteThe results of the analysis shows that small
contractors behave rationally; when theynamistrate theaward proceduren-house
they tend to make more formal errors thus they outsource the procedure. On the other
hand, the large contractors aot behave rationally, because they outsource the
administration ofaward proceduresven if all thre indicators show that they
administrate the procedure -lmouse more successfullythe behavior of large
contractors is explained witise of theagency theory.

The main contribution of this thesis consists the evaluation ofaward
procedurein terms ofquality and transaction costs as there are only very limited
economic literature to this topicThe thesis further contributes to the existing
literature by ctlecting and sortinghe data about public procurement contracts in the
Czech Republic.

JEL Classification H57,D23,D03
Keywords Public ProcurementAward procedure Transaction

costs Efficiency
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Chapter 1: Introduction

Public procurement is highly monitored area, since through these contracts
flow significant share of public fuds; in the Czech Republic it was about 1% ®f
GDPin 201Q The importance of public procurement lies mainlyts high value in
relation to GDP yet the difference between public procurembh contract and
ordinary contractbetween two private subjechas different rootsin the case of
public procurementemployees of public entities managablic resources wbh
creategisk of seltinterested behavior resulting in agemegfficiencies

Due to this issue and high value of procurement contrdesadministration of
public contractss regulated more than retar contractsin the Czech Republic,
these ruls are set by Public Procurement Asthich defines conditions cdward
procedurs of public procurement contracts which should lead to higher transparency
and efficiency in the discussed area. Thus the rules of public procurement contracts
are significany more complicated than rules concerning genesahtracts;
additionally the transaction costs of public procurement are higher. These transaction

costs can be approximated by the cos@dnfiiniseringaward proceduse

In this thesisthe transaction csts of public contractawardng procedurs are
estimated to be between84% of the contract value. This is significant part of
public spending and thus administrationagiard procedusedeserves attention and

evaluation in terms of efficiency

Recenty, a significant share of public contractere administrated by external
consulting compaas and according to estimates made in this thesisargedat a
higher price than when the administration was psseby public entities. Given the
fact that thedifference between administration costs in case of outsourcing and in

house administration can reach signifitandiffering values, it is important to

! Act (137/2006). Act no. 137/2006 Coll. On Public Contracts.
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evaluate whether outsourcing has reasonable economical justification and what are

theultimateeffectsof outsourcing on theuality of public contracts.

This thesis evaluats the advantages and disadvantages of outsourced
administration ofaward procedusein terms of price and quality The central
hypothesis of the empirical part is based on the thaodyexpresses the idea that the
public entities behave as rational economic agentsthey outsource the procedure
because the price is lower or the quality highkrcomes to the following
conclusions; while small contractors behave rationally andcbimeulting companies
because they alone make more formal errors during the administration of the
procedure, large contractors outsource the procedure even if thalylat® process
it in-house at lower price and higher quality. Tbhehaviorof largecortractorsis in
the thesis explained by a microeconomic mdxdeded on agency theory and behavior
of officials.

The paper is structad as follows; the firsthapterdescribes the theories
concerning the institute of public procurement contracts, with asiplon theaward
procedure in terms of maker-buy approachand asymmetric information causing
the agency problem. This part also includebrief description of the system of
public pracurement in the Czech Republithe second part is devoted to thalgsis
of price and quality of public procedure depending on dbministrator In the
analysis, three indicatoese usedo evaluate the efficiency of this behavior. The first
one is price, second one is quakitydetermined by the number of bidders dhd
third is the quality determined by the number of formal errors inatlvardng
procedurs. To the actual assessment two methods are used; the evaluation of the

costs and the statistical comparison of data files using statistic tools.

This thesis is mique in thatit processes the public procurement topic from a
point of view of transaction costs on the side of the contractor. The analysis, which
provides newand relevant results which can be adaptegudylic entities, is based
on data obtained and pocessed in cooperation with the Centre of Applied

Economics.



Chapter 2: About Public Procurement

The aim of the first part of this thesis is to describe the theoretical overview of

public procurement and the system of public purchases in the Czech Republic.
2.1.Definition of Public Procurement

In the topierelevant literature, therare many definitions of the term public
procurementHowever,the most suitable one from the economic point of view is as
follows: public procuremenis defined as any process by whichvgrnment or its
agencies purchase goods or services from the private sdeawel((2009).
However, some authors prefer more general definition of public procurement as any
purchase of goods or services, which is realized \piiblic sourcesNle d v e N
(2005).

The exact law definition used in the Czech legislative concerning public

procurement is:

fiPublic contractdo shall be a contract fo
the contracting entity and one or more economic operators, havints asibject
matter supply of products or the provision of services or the execution of public
works. The public contract which the contracting entity shall be obligated to award
under this Act shall be carried out on the basis of a contract in wrifing.

2.2 Literature O verview

Despite their importance, institute of public procurement contracts vha
remained exempted fromconomicanalysisand are discussed mainly froma legal
point of viewand from the point of procurement improvements and refofinai
(2001) indicates that the first important publication which significant discourse
was devoted to public procurement homas(1919) Nevertheless we focus on

modern public procurement theories. Public procurement in neoclassical economics

IAct no. 137/2006 Coll. On Public Contracts



can be seen as purtant part of public spending whittas been well documented
e.g. inStiglitz (2000) However, this thesis concentrates also on puyisbcurement
form the point of view of behavioral economicshiah is described byicCue and
Prier (2007)or Laffont and Martimori{2002) The connection of public procurement
with transaction costBas been addressed in the pagf.Bajai and Tadelig2001)
or in the Czech Republiéavel(2009)

Most of the contemporary authors concentrate on comgectublic
procurement withits respectiveefficiency quotient Important papersn which
authors try to find meth@for evaluatng public procurement arglandl, Dierx et al.
(2008) Hong and Shum(2002) Vogel (2009) or G- mé.abo and Szymanski
(2001)

2.3.Basic Terms in Public Procurement

Contracting Entity

From the economic point of viewhe contracting entitys public body which
uses public sources to meet public needs. The contracting entity acts as a
representative or agent tife public. From the legal point of view, the contracting
entity is any subject which is obliged to awardlm procurement according to the

relevant act valid in the particular country.

Supplier and Bidder

Supplier can be anybody who is able to provide goods or services which are
subject of the demand of contracting entity. However, when the supplier siebmits
request to participate in thaward proceduse of the procuremenprocess,he
becomes a bidder. Unlike the supplier, émgity bidding for a particular procurement

contact enters to the regulated relationship and must comply with applicable law.

Award Procedure

Awardingis defined byany activity of contracting entity which should lead to
assigning a public contract. This activity is regulated by the law of particular country.
In general, the contracting entity may award public contract by eitherpypeedure

or closed procedure and has different possibilities how to award the request of



bidders. The choice of the procedure significantly influences the efficiency and

transparency of public procuremeandthus is of greatimportance.

Administratorof Award Frocedure

Theaward procedurean be administrated directly by the contracting entity (in
house administration) or by external company (outsourced administration). In the
second case is admimator any external company providit@the contraiing entity
help with any part of the preparation of public procurement contract or with

implementation of public procurement contracéxchange for financial reward

The process of decisiemaking and award procedure by public contracts is

illustratedby following figure.

Figure 1: The process of public procuremdigginning with assessment of needs
until the fulfillment of the contract

* Assessment of needs of the contracting authority to purchase certain goods or services
* Realized within the organism of the contracting authority (preferentially bottom-up)

+ |n this phase, the contracting authority materializes its identified needs into a
formal PP documentations which sets requirements on what shall be
purchased and who shall delliver it

* The PP is announced in a way required by law
* Bidders may start to prepare their offers and compete

Announce X i » i .
+ Office for the Protection of Competition control (upon bidders’ request), public control

ment (1)

~
* The bids are received by the contracting authority, which evaluates them and selects the

Q
= e winner of the public contract based on criteria stated in the PP documentation
° Evaf‘:)a.;mn * Possible control by the Office for the Protection of Competition
8 of bids )
(o)
-
o N
o * The contracting authority announces the winner and publishes the winning price
© A - * This enables ex post control of the procedure
3 ent (2) * Possible ex post control —both public and by the Office for the Protection of Competition )
~\
* The public contract is awarded to the winner and starts to be fulfilled
* Potential changes solved between the contracting authority and winner
w,

Source: Based on Centre of Applied Economics
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2.4.Specific Features of Public Procurement Contr acts

Public purchases are different from the standard transaction between two private
economeg entities and thus isubject to different laws and economic rulBswel

(2009)defines the difference in following facts

1 The public agency which buys the good or service is not final consumer of it.
By public purchase, there are usually more persons who decide about the
purchase than by private transactions.

1 The value of public purchases is usually higher than the value of private
transactions

1 The process of decision making by public procurement is standardized and
formalized by law in form of theaward proceduref public contracts which

is complicated than ghprocess by general contracts.

2.5.Theoretical Background of Public Procurement

Theories concerning public procurement can be described as a special case of
theories of public sector. The theory of public purchases is a topic which is
discussed across maiyrof economic theories. This thesis is based on the approach
of externalization and internalization thfe costs of public purchases in connection

with transaction costs.

The basic decisionyhether to buy or produce gooalsthe level of public sector
can be described with the make or buy deciditwwever, the poplewho participate
in public purchases usually act in the environment of uncertainty. Thus the make or
buy decision irthe case of public procurement needs to be discussed with regard to
speific features as asymmetric information and agency théldrgse features exist

in case of public procurement at multiple levels as discussed further.

2.5.1.Transaction C osts

The term transaction castwas first mention byCommons (1931) who

described the concept of transactions as follows

9



AéTransactions ar e, not the fAexchange
acquisition, between individuals, of the rights of property abérty created by
society, which must therefore be negotiated between the parties concerned before
labor can produce, or consumers can consume, or commodities be physically
exchanged. Transactions, as derived from a study of economic theories and of the
dedsions of courts, may be reduced to three economic activities, distinguishable as

bargaining transactions, managerial transactiarsd rationing transactions'®

The concept of transaction costs was further developed and extended to public
awareness by Cea, who stresses (l@oase(1998) that thetransaction costs are
influenced by the institutional system of given country (legal system, political
system, culture) and thatelnstitutional environment is one of the most important
aspects which influence the performance of an economy.

These ingtutions are divided to formal and informal institutions (egige
(1990), while to the formals belong the legal system, rights guarantee,

administrative regulations, penalties in case of violation and others.

In general, the transaction costs can be described as anyhaisasise froma
contract other thamactualproduction cots. These costs are not compensated by any
increase in production and their value is determined by the institutional environment

of the country.

2.5.1.1.Transaction Costs and Public Procurement

In this section,the author concentrates mainly on the transactastscon the
side of thepublic contractof.

! Commons, J. R. (1931). "Institutional EconomicArherican Economic Revie1(1931):
648657.

2The aim is to evaluate efficiency of public spending.

10
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For the purposes of this thesishe transaction costs of public procurement
contractcan beapproximated by the costs afvard proceduref the contracts
Y8 0

These costs can be defined as administration costs connected witintraet
awardng proceduré Theaward procedurés regulated by law and must consist of

specified activities

The transaction costsr dhe costs of award procedure consist of ex ante,

continuous and ex post costs. Formally;

Y6 YETYS QEBOEYO QN (1)

Where
YO Q® Transaction costex antei costs ofrecalling the tenderevaluation of
the bids anactontract comp#tion
YO @ Continuousansaction costs costsof monitoring
YO QR Transaction costex post costswhich occur by inaccurately executed
tenderi delay of tender, correction of formal errors, penalizataom

control

As mentioned abovethe tansaction costs in case of public purchases are

usually higher than in case of normal purchase between two private entities.

2.5.2.Neoclassical Approach and Make or Buy Decision

The theory of public purchases was described e.&tiglitz (2000) One of the
central points of neoclassical economicghie competition, whichshouldlead to
efficient resources allocatiomnder the conditions ofuhctioning markes. This
allocation produces an equilibrium whichRareteefficient. Neoclassical economics

! We assume that the transaction castshe side of the seller are reflected in the price.
2The award procedure is regulated by the Czech law are described in the 2téafter

11



classifies goods and services as private and public (under some circumstances goods
and servicesan also be mixed), while the proportion of thehare of private and

public goods should be determined through competition and functioning markets.

Let usassume that the public égtbehaves as hommeconomicus, becausiee
assumption ofrational economicthought enables analysis of certain aspects of

behavior. Homo oeconomicugas definedy Altr (1982)as;

A T he -maximizingtcgnsuer who attempts to allocate his income in such a

way that he obtains the hilghest possible ¢

The foregoing shows that goods and services should be produced when the
public entity is able to produce it with lower costs than the tgivampany.
According to this model thissueof public purchasing is from a certain perspective
of the makeor-buy decision. This decision can be described as a strategic choice
between producing the good internally (make) or buying it externally (bug. T
external purchase is often referred to as outsourcing. This decision can be formalized

with the simplified equation as follows:

~

0 A0 )
Where
0 price of internal production
0 price of external purchase

This equation holds under the condition that the goods and services produced
internally are the same quality than the goods bougietrreadly. However, in most
situationsthis not the case; usually the quality of external purchase and internal
production differ.Thus, we have to compare utility, which is influenced by both,

price and qualityand notonly price. We can expressiit following equation;

L Altr, M. (1982). "Carl Menger and Homo Oeconomicus: Some Thoughts on Austrian Theory
and Methodology.Journal of Economic Issué$(1).

12
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Where

YO utility function which is increasing in P and Q
0 price of internal production

0 quality of internal production

0 price of external purchse

0 guality of external purchase

BecauseY 0D s increasing in Q, we can also compare only;

5

1 A1 4)

If the public contractor behaved as rational economic agents, these two
equationswould be the crucial factor influengnthe decisions concerning public

procurement.

Make-or-Buy Decision and Transactiométs

Let usget back to the general theory of transaction costs. In geherpfice of

the public contractan be divided in two parts;

1 Price of the goods or services
1 Transaction costs, which can be in case of public procurement contracts

described as costs of taevard proceduref the contract

Taking into account the assumptiofiY® 0 from the

previous subchaptewe can rewrite the equation as follows

13



0 A0 Y6 (5)

Where:

YO costs ofaward proceduref public contract
0 price of interral productionof the good

0 price of external productiorof the good

Theissueof transaction costs in public procurement describePaxgel(2009)
However, in his text, as in most of the papers, the division of transaction costs
between the contractor and the suppleeremphasizedin this thesis the author
concentrates mainly on the costs on thetremtor's sidePavel(2009)al so doesnot

discuss the outsourcing of administration of award proceduris work.

2.5.3.Agency Theory and Asymmetric Information

Agencytheory is an economic concept, which orgggdin 1970s, when the
problem of different attitude to risk and risk sharing between two pané¢should
cooperate was first described. With this topic dealt for exafptev (1971)

Later on, the problerof different attitudes to risk was transformed to mare
general problem of different objectives. In the concept were included the: terms
principal agent and asymmetric informatidBisenhardi{1989)defined the concept

as follows;

fAgency theory is directeat the ubiquitous agency relationship, in which one
party (the principal) delegates work to another (the agent), who performs that

work 1o

! Eisenhardt, K. M. (1989). "Agency Theory: An Assessment and ReviEhe"Academy of
Management Review4(1): 57-74.

14



In this relationship can be found two levels of problems;

1 The goals of the principal and agent are often nosainee ones.

1 There is information asymmetry between the agent and the principal, thus for
the principal is difficult to check what is the agent doing and which target he
is following.

Under the condition that the principal knotvsh e  appssibilities saindesult
of the steps takemy the agent, he can force the agent to behave in his favor.
However in real economy there usually exists asymmetric information while the

agenthas theadvantage.

The most common examples of principal agent relationshipsLafeift and
Martimort (2002);

Owner of a company and manager of a company;
Creditor and debtor;

Insurance company and insured person;

Voters ad voted members of parliament;

Firm and salesman;

= =4 A A4 A -

Investor angportfolio manager.

The problemof agency theory is closely connected the concept of adverse
selection, which is described e.g. Bkerlof (1970) Adverse selection refers to
behavior in which lower quality products areselectedbecause of asymmetric

informationflows between seller and buyer.

2.5.3.1. Agency theory and Asymmetry Information in Public Procurement

The above described theories cam ¢onnected with the problewt public
procurement. In this cas¢he belief that the exnée information is of the main
concernprevails First level of agency theory problemn the public procurement
issue can be found in the relationship between the bugeelgment agency) and
the supplier(private company). However, for the purposes a$ thesis is more

15



i mportant the agency pr obrheans the rlationbkhgg A s ec o

between government, its employees and the final consumers of public good.

For exampleMcCue and Prief2007) deal with this phenomenarlhe authors
connect the problenof public purchases with the principle agent theory. The
government, which should be interested in gaining benefits faritikens, is in this
case the agent of the citizens. Moreover, there are other levels of this relationship;
the governmental agencies are agents of the government, and the above mentioned
relationship between the seller and the government agency. Thuosotes$ works in

three stages, as shown in following graghic

Figure 2: Diagram of PrincipatAgent in Public Procurement Contract

A
P
A
A
P
A
AN
P
A

Source: Own Construction

Citizensi_Government Relationship

In this case the citizerstandfor theprincipal and the government for the agent.
The government should follow the wishes of citizens and should enter into public
contracts which are in best interest in the citizens. However the supervision of
government from citizens is rather complicatedl dast and direct enforcement

impossible.

16



Government Governmental Agency Relationship

In this case is government the principal and the governmental agency the agent.
The governmental agency should behave in favor of the government however, as far
as tle governmental agency has better information, it moreover follows the aim of

maximizing its budget.

Governmental Agencly Supplier Relationship

In this case is the governmental agency the principal and the supplier the agent.
The governmental agency whoawmwt s t o buy goods or servic
exact prices, thus the seller has tnfor mai
have. The supplier than mayaximize its profit even if it would lead to higher costs
for the governmental agency. In thidationshipthe adverse selection problem can

thusoccur

2.5.4.Implications for Award Procedure of Public Procurement

Contracts

Let usconnect the above described theories withativard proceduref public
procurement contracts, which is the essentialctag this thesis and with the
possibility of outsourcing of the award proceduwde already approximated the
transaction costs of public contracts by the costs of administratioawafd

procedure Now we can get back to the make or buy decision andacéin costs.

The government entity (e.g. ministry, cit
process, what means to use its current em
the awarding process by an ext er dngl firm.

process would mean emergence of other transaction costs; in this case transaction
costs of entering into contract with the external firmaifhve can rewrite the

equations above described equatsn

0 A0 Y6 (6)

17



0 Price of administration ochward procedurén-house
0 Price of outsourced administration afvard procedure
YO Transaction costs of signing a contract with camp which

administratesaward procedure

For the purpose of this thestbe transaction costs can be neglectedhey are

to low in comparison with the costs of the awarding proceduren we have

~ ~ ~

YO M ATYD ] @)
Where
Y Orp Utility function
0 Quality of administration chward proceduren-house
0

Quality of outsourced administration afvard procedure

These equations suggest that the implaaien of awarding process should be
outsourced only in the case of lower price offered by an external company or in case
of higher quality offered by an external company.

Now let us progressto related behavioral theories. The possibility of
outsourcing award proceduse means another level of relationshipsvolving

asymmetric informatiocan arise and thus agency theory and moral hafaguire2
can be adjusted as follows;
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Figure 3: Diagram of Princi@l-Agent in Public Procurement Contract
Including Employees of Governmental Agency

A
\ 4

Governmental Agency

Source: Own Construction

To the above described string were added two actors; employer of governmental

agency and the external consulting company.

Governmental Agencly External Consulting Company Relationship

In this case the governmental agergthe principal and the external consulting
companyis the agent. As we defined thevard proceduras a good which should be
purchased, the relationship between these tworsadto similar as between the

governmental agency and suppli@he governmental agency who wants to buy

administration of theward procedurel o e s n 6 t

and the quality of the goods offered by the external company, thuexteeal
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company may maximize its profit even if it would lead to higher costs for the

governmental agency.

External Consulting CompanySupplier Relationship

This relationship only replaced the above described relationship between the

governmental agey and supplier.

Employee of Governmental AgentyGovernmental Agency

In this case is the employee of the governmental agency an agent and the
governmental agency the principal. The employee should follow best interests of the
agency however, it usu#y has better information than his employer. The results of
the governmental employee usually aren't connected with the success of the
governmental agency, thus the employee may tend toMdile own interests. This
can reflect in the decision to outsoerthe administration to outsource taeard
procedurethus the employee of governmental entity is the person who makes the
decision whether external company will be hired to administratavitaed procedure

of public contract.

At this place space for dverse selection and moral hazanises while the
employee of governmental agency uses asymmetric information to follow his own

interest rather than interest of the governmental agency.

In the chapter were discussed basic theories which can be conndtiethe
public procurement and transaction costs, or in extension, withwhed procedure
of public procurement contracts and possibility of outsourcing of this activity. In the
analytical part of this thesis would be tested which of these theortes taflects the
behavior of employees of public entities.
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2.6.Public Procurement in the Czech Republic

Public procurement is important area due to the fact that it concern public
spending and creates significant share of GDRe development of public

procuement contracts as a share of GDP in the Czech Republic is shbwguiie4.

Figure 4: Development of Total Value of Public Procurement and Share of Public
Procurement on GDP in the Czech Republic betn2007 and 2010

660 - 18.00%

- 17.50%

I
\l
- 17.00%
- 16.50%
- 16.00%
- 15.50%
- 15.00%
T T - 1450%

2007 2008 2009 2010

640 -

620 -

600 -

Mid CzK

580 -

560 -

540

mmm Total value of public procurement contrac Share of PP on GD

Source:MMR (2011)
The institutional environménof the country mainly influencesffigiency and
transparency of public procurement contratisws concerning public procurement
and the system of public contragtgeld the greatest influence in shaping this aspect
of the institutional environmentA Summary of ths institutional framework is

offeredfollowing subchapter.

2.6.1.Legislative Framework of Public Procurement
The definition of the public procurement contract according to Czech legislation

was stated cited at the page
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The legislative frameworKor public procurement in the Czech Republic is
recently a discussed topic and has undergone many chanbesastfew years.The
first law passed after 1989 concerning public procurement was Act no. 73179/1991
Coll., On wok contracts, which regulated public contracts on works and buildings.
In 1992 the government adopted Resolution no. 458 which obliged the public
contractors to implement public procurement contracts. The Resolution also stated
assumption of simplifiecawad procedursi addressing at least three candidates.
Since 1995 had been valid Act no. 199/1994 Coll., on Procurement. This had to
reflect former membership of Czech Republic in international organization and thus

wasnovelizedtwelve timesuntil 2004

In 2004 Act no. 40/200€oll., on public procuremenpassed It was adopted
mainly because of the need to harmonize national legislation with the European one.
An example of this harmonization can be new definition of public procurement
contract or wider danition of the public contractor. The division of public contracts
according to the type of the contract as we know it today was also created in this act.
This act also determines exceptions when thawatd procedurd o e s n o6t need t
fulfilled. The at from 2004i s consi de+dEdac ad eos shieo naxHP aec t an

times novelized.

However, already in 2004 EU Directives 2004/18/Bnd 2004/17/EGwnere
amended. Thus new act, which is consider e

already two years tar and has been valid until today.

The current situation is that public procurement is regulated by the Act no.
137/2006 Coll. On Public Contracts and Act no. 139/2006 Coll. On Concession
Contracts and Concession Proced(itee Act) however, the new Ibiof Public
Procurement Act is being approvedhe Act on Public Procurement should ensure
higher transparency and the transposition of EU Directives into Czech law, namely
the Directive 2004/17/EC and 2004/18/EThe Act changed some of the basic
prereaiisits of public procurement; it defined the smwsadhle public contracts and
introduced new division of the types of the contracts. The Act is described in detail

in following subchapter.
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The legislation of the public procurement in the Czech Republic is
approximately in70 % harmonized with the EU legislatithns based on th&reaty
establishing the European Community and the European procurement dirddieves.

legislation should be based on principles of

Transparency,
Proportionality,

)l
)l
1 Mutual recogrtion,
)

Equal treatment.

National Leqislation Concerning Public Procurement

As stated above, ¢hpublic procurement in the Czech Repuldiregulated by

1 Act No. 137/2006 Coll., Procurement (The Czech Public Contract Act) and
Act No. 139/2006 Coll., Conssion Contracts and Concession Procedures
(Concessions Act)lhis Act should ensure the principle of transparency and
proportionality in public procurement.

Other Acts and decrees which amend or change the Act no 137/2006 Coll;

1 Explanatory Report to Act nd.37/2006 Coll. This Report completes certain
aspects of the act.

1 Actno. 138/2006 Coll. This Act changes the act on public contracts and other
acts.

1 Act no. 110/2007 Coll. This act amends the values and limits in the act of
public procurement in the EU&urrency.

1 Government Executive Order no 304/2006 Coll. This order concerns
electronic tools of public procurement.

1 Decree no. 326/2006 Coll. This decree notifies the purpose of the act.
Decree no. 339/2010 Coll. This decree describes in detail the aledwols
of public procurement.

1 Decree no. 9/2011 Coll. This decree lists products in the field of defense,
which should be awarded according to the Act on public contracts.

1 Decree no. 274/2006 Coll.

Other acts and decrees which amend or change théNéci39/2006 Coll.,

Concession Contracts and Concession Procedures
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Act no. 140/2006 Coll. This act implements the Act No. 139/2006 Coll.

1 Decree no. 217/2006. This decree deals with Essentials of the Application for

Prior Opinion on conclusion concerning thet No 139/2006 Coll.
71 Decree no. 238/2006 Coll.

Act no. 137/2006 Coll. On Public Contracts

The Act no. 137/2006 Coll, On Public Contract (Act) has been valid since July
2006. It consists of 9 titles;

1 Title onei General Provisions; this part descrilibe contracting body

and contracting entities, which have to award contracts according to this

Act.

1 Title two i Award Procedures; this part describes the process of the

contract from the beginning to the termination as follows;

(0]

(0]

Types of award procedures avell as with the conditions under
which the @rticular procedure can be used,

Initiation and time limits of award proceduyes

Tender documentation and technological specifications of public
contracts

Qualification requirements

Tender specification anthe process of envelopes opening with
tenders

Termination of award procedures.

1 Title threei Special Procedures in Award Procedures; This part describes

other requirements concerning some cases of public contracts, as;

(0]

O O O o
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The requirement of prior informatio notice and periodic
indicative notice by abovighe-threshold contracts,

Obligation of general provisions on framework agreement,
Settings of dynamic purchasing system,

Conditions of use of electronic auctions,

And other.



1 Title fouri Design Contest; tBipart describes the conditions and use of
the design contest.

9 Title five i Protection Against Irregular Practices of Contracting Entity;
this part describes how the bad practice in public procurement can be
challenged (e.g. with help of objections) andwhahe process is
supervised.

1 Title six i List of Approved Economic Operators, System of Certified
Economic Operators, Foreign List of Economic Operators, Black List of
Person Banned to Perform Public Contracts; this part describes these lists
and their use

i Title seveni Common Provisions; this part describes publication of the
contract, communication between contracting authority and economic
agent and the information system of public contracts.

Title eighti Transitional and Final Provisions

Title ninei Entry into Effect

2.6.2.Description of the Public Procurement S ystem in the Czech

Republic

The system of public procurement in the Czech Republic is based on division of
public contracts into different groups according to the different features relating to
the contracting bodies, value of the contract and awarded process of the contract.
These features are important in relation to the obligation of use procedures set by the
Act.

2.6.2.1.Contracting Entity

The entities, which are subjected to awarding public procureawording to
the Act are divided into three parts;
1 Contracting Authorities Czech Republicstateorganizations, territorlaself-
governing units and theiorganizations and of other n@ommercial

organizationsetor financed by the Czech State.

25



1 Subsdized contracting entities Entitieswhich arereimbursed by more than
50 % from financial means provided by the contracting auth@®imnpsidized
contracting entity should award public contract according to the Act
applicable to the contracting authcegi
1 Sector contracting entities pursuing relevant activities in e.g. energy sectors,
public transportation, postal services, etc.
Figure 5 shows that over 90 % of all contracts in 2010 were awarded by the
contracted authority antthe rest by the sector contracting entity. However when we
compare the value of public contracts, we can see that contracts awarded by sector

contracting entity are much more important; they stand for more than 35%.
Figure 5: Distribution of Public Contracts According to Contractor in 2010

Total value of public contrac Number of public contracts

m Contracting Authority

m Contracting Authority

Sector contracting entity Sector contracting entity

Source:Centre for Applied Economics

This means that the sector contracting entities award more expensive contracts

than contracting authorities.

2.6.2.2.Types of Public Procurement Contracts

According to the Act, the public contract is contract between the contracting
entity and one or more economic operators, when the aim of the contract is to supply
products, services or public works. The Act stresses that the contract shall be

awarded under the ipciples of transparency, equal treatment and nondiscrimination.
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Public contracts are classified according to the subject of matters (public supply
contract, public service contract and public works contract) and according to the
estimated value (smadicde public contract, belowthethreshold public contracts

and abovahethreshold public contract).

Public contracts according to the subject of matters

Public supply contradt the subject of the contract is good or product
Public service contraét thesubject of contract shall be provision of services
Public works contradt by this contract should the subject of matter

execution or realization of work

Figure6 shows thatn terms of value of contracts as well as number atrects

most of the contracts are public works contracts.

Figure 6: Distribution of Public Contracts According to the Type of Contracts
in 2010

Total value of public contract Number of public contracts

51%

m Public supply contract m Public supply contrac
Public service contrac Public service contrac
Public works contract Public works contract

Source:Centre for Applied Economics

Public contracts according to their estintatalue

9 Abovethethreshold contract any contract by which the estimated value

exceeds the values setthe Act

1 Below-thethreshold public contragtthe estimated value of tlentract is
greater than CZK 2,00000 (exclusive VAT) in case of public suiy
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contract or publiservice contract an@ZK 6,000000 in casef public
works contract
1 Smallscale public contraétt he esti mated value of the
exceed CZK 200000 (exclusive VAT) in case ouplic supply contract and
CZK 6,000000in case of public work contract

The contracts, by which is the award procedaglated according to the Act

are abovehe-threshold contract and beletve threshold contract.

2.6.2.3.Award Procedure s of Public Procurement Contracts

In the Act, there are sicussed following types of procedures

Open procedure

Restricted procedure

Negotiated procedure with publication
Negotiated procedure without publication

Competitive dialogue

= - -—a - _a _,

Simplified belowthethreshold procedure

The contracting entity may award comtraby open procedure, restricted
procedure, negotiated procedure with publication or by negotiated procedure without
publication. The contracting authority may use also the competitive dialog and

belowthethreshold procedure.

L In the new bill concerning the Act, the value of the smatl al e public contract
exceed CZK 1,000, The contracts exceeding this value should be according to the new bill
considered as the beletive-threshold contracts. Thus by thesrmalt al e publ i ¢ contract i
so strict awarding procedure (discussed in the subchapter 3.2.1) this elmrderobably lead to

increase in overall costs on award procedures in public contracts.
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Figure 7: Distribution of Public Contracts According to tievard Frocedurein
2010

Total value of public contract Number of public contracts

15% 23%
290 |
10% 33%
s o,

m Open procedure

m Open procedure
Restricted procedure )
Restricted procedure

Negotiated procedure with publicatior Negotiated procedure with publicatior

Negotiated procedure without publicatior Negotiated procedure without publicatior

Source:Centre for Applied Economics

As showed inFigure7, mostly used is the open procedure. In terms of number

of the contracts, important &so negotiated procedure with publication.

2.6.2.4. Supervision of Public Procurement Contracts

Supervisionof public procurement, as is required by the act, is practiced by the
Office for the Protection of Competition (UOHS). The office has been in charge of
the supervision since 2005. The main aim of UOHS is the preservation of

environment supportive to competition.

Participants of public procurement may complain to UOHS when they suspect a
breach of the law. When the office detects some errors it may optli@measures

such as;

1 Reinstating the unjustly excluded bidder to the process
1 Canceling the entire tender

1 Penalties

Monitoring of Public ProcurementiSVZUS

All public contracts should meet the conditions set by the Act. One of the

conditions is that alhbovethethreshold contracts and beldghe-threshold contracts
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has to be published in the central publishing subsystEZUS. This subsystem is
operated at z Information published in ISVZUS shalkontain

data about the public contract; the most important are following;

=

Identification number of public procurement contract

Information about the contractor

=

o Identification number of contracting entity

o Contact adress of the contractor (usually emagss)
1 Information about supply side of the contract

o Identification number of supplier

o Number of bidders
1 Information about price of the contract

o Expected value of the contract

0 Real value of the contract
1 Date of dispatch of the contract

Information about ta contract
o CPV number
0 Location of works

=

Awarding criteria

The publication of these data on publicly available and easy reachable web page

should ensure higher transparency of public procurement contract.

2.6.3.Administration of Award Procedure s in the Czech Reublic

As stated above, many contracting entities outsource the work on the awarding
of public contract and hire external companies which administrate the whole project
starting with the invitation to the tender and ending by conclusion of the contract.
The following figure shows that more than half of contracts were administrated in
house. Higher tendency to outsource the procedure can be seen by small contractors,

while large contractors prefer administrating of the proceduh®use.
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Figure 8: Comparison of IrHouse Administrated Contracts and Outsourced
Contract According to the Size of the Contractor between 2006 and 2010
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8 3,000
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= 2,000
0
Total Small contractors (less Large contractors (more
than 20 contracts per than 250 contracts per
observed period) observed period)
H In-house awarded contracts Outsourced contracts

Source:Centre for Applied Economics

There are many companies which are engaged to this aclitgymaket with
consulting in the field ofaward procedureof public contract is wide and not
concentrated. In the data sample (which consists of contracts awmateeen the
years 2006 and 20 1@ut of cca. 2M00 contracts was administration of ovef@0

cot racts fAoutsourcedo.
Out of these D00 contracts 29 % were administrated by 12 biggest consulting

companies in the field of administration of public contract. The concentration in this

market shows following graph.
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Figure 9: Shae of 10 Largest Firms on the Market afrAinistration ofAward
Procedures of Contracts in the Czech Republic According to the Value of the

Contracts (20062011)
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As shown in Figure9, the market distribution in the field of administration of

award proceduse changes veryguickly. Since 2006 the value of contracts

administratedy external companies had increasgphificantly.

There are three types of companies which offer administratiomwaird

procedurs;

1 Consulting firms which usually offers also consulting services in the

field of European funds

Law companies

Construction companies

The consulting companies administrate more than half of the contracts.
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These companies have to execalleactivities as the public entity if it awards
the contract by itself and should fulfill the same conditions of transparency, non
discrimination and equal treatment. The description of the activities is thus the same

as in the previous subchapter.
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Chapter 3: Award Procedure in Public

Procurement z Case of the Czech Republic

The aim of this thesis is to evaluate theard proceduref public procurement
contracts in terms of transaction costs and analyze the reasons why public contractors
and their employees isome cases hire external companies to undertakewhed
procedure. Besides, the author wants to evaluate the consequences of the outsourced

award proceduren the public contract.

In the first part of the thesis three theoretical backgrounds coxngctaublic
purchasesvere defined The transaction cost approach explains the specific position

of theaward proceduri the public procurement contracts.

The makeor-buy decision and agency theory deal with the behavior of the
government, governmertantities and employees of contractors in the course of
public procurement contract. Each theory assumes different behavpersifns in
the process of public procurement which stems from different motives and results in
different results.

This thesis @ss whether the contracting entities and their employees behave as
rational economic agents and follow the makduy decision or rather use the
information asymmetry to their advantaghich would steninto the agency theory
problem.The zero hypothess reflect the rational economic behavior and make

buy decigon represented by the equations (2) and (3)

0 AD
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These equations express that the price and quality chwlaed procedurén
case of iAhouse administration armltsourcing should be evaluated and compared.
Let us assume the price and quality aren di c at or sward fprocédgte o d O
Rational contractar prefer lower price over higher price and higher quatitaer

lower quality.

When theindicator is better in case ofitsourced administrationahin case of
in-house administration, thdmring the external consulting company corresponds to
the rational economic behavidWhen theindicator is worsethe belvior is not
rational andshould be explained with agency thedBy. equaity of the indicatorthe
contractoris indifferent between the possibility to administrate the contrabbirse
or outsource the administration and still behaves rationidibtyvever we compare

three indicators;

Price ational behavior lower price is preferred over higher price)
Quality in terms of efficiency rational behavior- more bidders is
preferred over less biddeéys

1 Quality in terms of formal errorgdtional behavior less formal errors

is preferred over more formal errors)

The evaluation of rationality of the contractor used in this thesis can be formalized as

follows;

1 If the contractor behaves rational concerning all three indicators, than he is
rationally.

1 If the cortractor behaves rational concerning one or two indicators,
irrationally in the rest, he still behaves rationally.

1 If the contractor behaves irrationally concerning all three indicators, his

behavior cancot beconcerned to be rational.

The analysis is divied into three parts A, B and . each part is defined tested

hypothesis, which is based on #ifgove explainetheoretical background

1 Why is number of bidders taken as a proxy of efficiency is explained irhdyzter3.3.1
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Part A: Evaluation of the administrative costs of tlaevard procedure

depending on the operator of the procedure {pwointractor or external company).

To be able to evaluate prices of tlmvard procedureoutsourced and
administrated irhouse, we have to estimate these pridd&e assume that the
transaction costs of hiring external consulting companies to adminigisagésvard
procedureare negligible(especially in comparison with the prices of administration

of award procedudePart A is divided into three parts;

Estimation of administrative costs based on hours worked and average wage.

{1 Estimation of administrativeosts based on contracts of public entities with
external consulting companies.

1 Comparison of the prices

Hypothesis HO: The price of outsourcadard procedurdoy external consulting
company isqual orlower than the price of Hmouse administrated predure.

0 §

Part B: Evaluation of the guality ofward procedurgealized by the public

contractor and external company in terms of efficiency.

The quality ofaward procedura terms of efficiency is measured using numbe
of bidders in public contract.

Hypothesis HO: By outsourceaward procedurs administrated by external
consulting company compete more bidders thamoumse administratecaward

procedure

C-
C

Part C: Evaluation of the qality of award procedureealized by the public

contractor and external company in terms of formal errors in the procedure.

The quality in terms of formal errors in the procedure is measured by the

number of incorrectly listed data ihe ISVZUS.
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Hypothesis HO: By outsource@ward procedurs administrated by external
consulting company can be found less formal errors thamoirse administrated

award procedure

(et}
C

In the end of this chaptehe possibleexplanation othe irrational behavior of
public entitiess also providedwith the help of microeconomic moddlhis model is

based on the concept of homo se asecurans desbyilbétl a v §986)k
3.1.Data

Data about public procurement in the Czech Republic are published in the
ISZVUS. This system is described in chafe8.2 Although the data published in
the ISZVUS are publicly available, they are always given for a single contract and
cankEt be automatically transferred into ¢
useful data is probably one of the r@as why is the topic of this thesis in the Czech
Republic empirically unexplored.

The data used in thesis were automatically selected from the ISVZUS and
formed into a form of database by the Centre of Applied Economics. Author of this
thesis helped withreation of this database especially with data cleahsiie data
are from the period 2008011.

Data used in this thesis are in following format;

! The difficulties with ISZVUS are illusttad in the appendix.
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Tablel: Format of the Data

Administration of theaward
. 0 1
procedureis outsourced
{GnSR26S41
Contractor a={ ¢h . h{] institut Akademie J. A
Y2YSyai1s
MiTTaG spol. s r.o.
. L2T SYYN| 5ht w! £+bN
Supplier LINEY&afi BOHEMIAas.
adl oaiG S
Price 21930683 21426180
Identification number of the | 15300403001 5002391203001
contract
Formal errorin the award
0 0
procedure
Contractor ICO 279978 430790
CPV 701120009 452232008
Date 2009 2011
Type of the contract Open Procedure Open Procedure

Source: Centref Applied Economics

The data doesnEt include all public pr
period, but only those by which can be determined whether the contracts were
administrated irhouse or whether was the administration outsourtkd. data set

contains approximatelly 1@00data rows.
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3.2.Part A: Evaluation of the Administrative Costs of the Award

Procedure

Hypothesis HO: The price of outsourcadard procedurdoy external consulting

company is lower than the price offiouse administrated pcedure.

To be able to test the hypotheses that external companies are hired to process the
award procedurbecause they can offer lower prices, it is necessary to compare the
price of theaward proceduse

Unfortunately, thedata concerning the prices afvard proceduse are not
publicly available, thus it is necessary to estimate the administration costs. As stated
above, in the literature concerning the administration of awarding public

procurement contract is very difficuti find any information about the actual costs.

Very rough estimate could be found Htonomics(2006) According to this
data, one open procedure costs in whole Europe approximately CZ8007This
information is very genela because the conditions in Member states differ
significantly. Thesee st i mat es al so doesnoét i nclude
even thelower boundary of the administration costs can be considered a very high
estimation. Due to these reasons, thth@udecided to estimate the administration

costs.

In this text are used two types of estimations;

1 Estimation of the administration costs based on the estimation of hours
worked onaward procedurand the average wage of officials.

1 Estimation based on plily available data about the contracts between
public contractors and external consulting companies who offer outsourcing

of theaward procedure
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As stated above, the following estimations include also the price of project
documentation. This documetitmn should define the way in which the project will

be managedt should contain following parts;

1 Plan of the project

1 Analysis of requirements of the project and technical specification
o Structure and description of the goals of the project
0 Suggestions adolutions in form of case studies
o Description of integration with possible external applications
o0 Analysis of risks and safety requirements

1 Scheduleof the project

We are well awarded that the project documentation and its price differs significantly
depending on the type of the project; while construction works require detailed
document, purchase of office supplies does not. However, for the purpose of this
thesiswe assume that project documentation is part of each project. This assumption
does not influence the output because this assumption is same fbouse

administrated contracts as well as for outsourced contracts.

3.2.1.Estimation of the Administration Costs Based on Hours Worked
and Average Wage
The administration costs of award procedure of publitreats differ according

to the type of contract and goods or services bought. For the purpose of analysis

made in this thesis is suitable to divide the estimations into two types;

1 Smaltscale public contract

1 Belowthethreshold and abowhe-threshold pulic contracts.

This distribution was chosen because the award procedure of these groups of

contracts differs due to the Czech legislation concerning public contracts.
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To simplify the @lculations, following estimates are made for the open
procedureonly™.

3.2.1.1.Methodology
The estimation is based on time spent on administration of one contract. One
contract is administrated by more than one person, the total activity is recalculated to

headhours. The number of hours is based on following;

1 The actvities which are compulsory wam administratinghe public contract
are primarilylisted in theAct (137/2006) Other description of the activities
offers e.gOchrana2008)

1 The estimation of number of hours spent on particular activity is based on
discussions with the employees of public contractors, publicly available
information published by the public contractors and pricelists of companies

who offer the administration gfublic contracts.

The evaluation of costs of employees of public entities is based on evaluation
according to RIA (Regulatory Impact Assesement), as stated in methodological guide
published by Ministry of the Interior of the Czech Republithe evaluatin of the

headhours wage starts with the determination of the salarg @ad then proceeds

as follows;
DOQQQI ¢ L Wp [ 2z p (8)
Where
[T the multiplier of nortariff costs of government employees
1 T T the multiplier of mandatory contributions to social and

medical insurance

! The negotiated procedure would be more expensive, because there are more requirements in
terms of more rounds of the procedure. The dialog can't be easily evaluated and any procedure
without publication is not a competition thus thés no reason to deal with it in any theoretical work
of this type. This holds for both evaluation methods.

MVLR (2007). "Metodika stanoven?2 pMigsmootanich

the Interior of the Czech Replith
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3.2.1.2. Assumptions

It is assumed that theward procedwe is performed by officials who belong
to 8"-13" salary class. Thiassumption is based on publicly available information
published by government entities that award public contracts as well as on formal

requirements on employees of public entities whould deal with public contracts.

3.2.1.3. Estimation of the Administrative Costs

Small Scale Public @ntract

Award Pocedureof SmaltScalePublic Gntract

Due to the Act the smadicalepublic contract is define as an contract, by which
the estimated valuefo t he contract s h0B000denctutive e x c e e d
VAT) in case of public supply contract and CZK060,000in case of public work
contract. (Paragraph 12, Article 6).

The contracting authority doesndét have |
the Act and practically can choose any procedure he considers appropriate, it only

need to comply with these principles (Paragraph 6);

1 Transparency,
1 Equal treatment,

M Non-discrimination.

But it is rather difficult to define the terms of transparency and- non
discrimination. However, these terms can be explained in connection with the act

follows;

1 Transparency the procedure of the award process should be published

1 Nondiscriminationi more applicants should be approached.

In the Czech Republithe awardprocedureby a smallscalepublic contracis
frequently determined by the contracting authorities throaghannouncement or

internal regulation. In general can be said, that the contracting entities set a lowest
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limit price of the contract, under whighe contract is solved by the direct purchase
from only one addressed supplier. This limit is usually sef0DIICZK.

By more expensive contracts the contracting entity usually requires formal
conditions of the awarding process, which should ensurethiramarket research
was made and the best possible offer was chosen. These formal requirements should

simulate theaward procedurand can be divided in four steps;

Written invitation to submit tenders,

1

1 Evaluation of submitted tenders,
71 Selection of the wining tender,

1

Conclusion of the contract.

Evaluation
To make an analysis of administrative costs of award procedure dtsrake

public contracts, further assumption hadbe set;

1 In following analysis will be taken into account only contracts whose [
higher than 10@00CZK. Cheaper contracts are usually executed as direct

purchases, thus the administrative costs are negligible.
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Table2: Estimation ofCosts of Administration dfward RFrocedureof Small Scale
Contracts Based on Average Wage and Hours Worked

Costs lower estimate Costs higher
(CZK) estimate (CZK)
Tariff (CZK / Tariff (CZK
Activity Hours Hour) 140 Hour) 195
Written invitation
to the submit
tenders 7 980 1,364
Evaluation of
submitted tenders 30 4,200 5,846
Selection of the
winning tender 10 1,400 1,949
Conclusion of the
contract 3 420 585
Total 50 7,000 9,743

Source: Gvn calculations

By the smalscale public contracts in not assumed necessity of project
documentation; this assumption is based or
such values by which would be the project documentation required. However, the
author admits the possibility that even by srsathle public contracts is in particular
cases can be the project documentation compiled, but the price of the documentation

woul dndédt be high enough to influence the ¢

Below-the-Threshold Contracts and Abovethe-Threshold Contracts

Award Rocedure

The award proceduref abovethethreshdd contracts and belothe-threshold
contract differs from thaward proceduref smallscale contract because the process
of award proceduras exactly specified by law. The particular steps differ by
different proceduresQpen proceduterestricted proogure negotiated procedure
with publication negotiated procedure without publicatjooompetitive dialoguge
and simplifiedbelowthethreshold procedujelt also depends on the value of the
contract (belowthethreshold or abovéhethreshold contract)The exact process of
the award procedurea s s et in the Act in Title Two

Procedureso. The process has to follow th
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case of mall-scale contractAl so t he process | hboelthe does n¢

award proceduref smallscalepublic contracts. In general, it has to consist of the

same stepdescribed in previous subchapter.

However, the particular steps of the process are more complex and time
consuming than by the smaitale contrast and are strictly set by the Act. Even if,
as stated above, the awarding process differs by different types of procurement
contract, the differences are not of high importance. For the following analysis will

be used as a proxy the open procedure ofiséhte-threshold public contact.

The activities associated with thasvard procedurean be described in extended
versiors as follows (all the described actioage notnecessarily set by the lawut
the following activities should ensur@award proceduse which would be in
compliance with the Act and simultaneously ensure good praxis in public

procurement);

1 Invitation to submit tenders
o Formulation of the notification
o Formulation of the tender documentation
o Notice about the contract at the official sitgpablic contracts
(http://www.isvzus.cy
{1 Evaluation of submitted tenders
0 Preparation of the method of tender evaluation, structuring of
evaluation criteria and preparation of evaluation manual
o Appointment of evaluation committee
A Three meetings of evaluah committee (familiarization with
the object of the public contract, evaluation of the tenders)
1 Selection of the winning tender
o Selection of the winning tender
0 Report on assessment of the tenders
1 Conclusion of the contract
o Publication of the decision

o0 Corxclusion of the contract
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Evaluation

Table3: Estimation of Costs of Administrati ofAward Rocedureof Abovethe-
Threshold and Bellosthe Threshold Contracts Based on Average Wage and Hours

Worked

Costs lower
estimate (CZK)

Costs higher
estimate (CZK)

Tariff (CZK /, Tariff (CZK
Activity Hours Hour) 140 | /Hour) 195
Invitation to submited
tenders
Formulation of the notification 16 2,240 3,118
Formulation of the tender documentation 20 2,800 3,897
Notice about the contract at the official sitd
of public contracts (http://www.isvzus.cz 10 1,400 1,949
Evaluation of submitted
tenders
Preparation of the method of tender
evaluation, structuring of evaluation criter
and preparation 6evaluation manual 24 3,360 4,677
Appointment of evaluation committee 5 700 974
Three meetings of evaluation committee
(familiarization with the object of the publi
contract, evaluation of the tenders), the
commission has at least threeembers (the
hours spent on the activity is multiplied by
three) 54 7,560 10,523
Selection of the winning
tender
Selection of the winning tender 5 700 974
Report on assessment of the tenders 8 1,120 1,559
Conclusion of te
contract
Publication of the decision 5 700 974
Conclusion of the contract 15 2,100 2,923
Total Total 162 22,679 31,569

Source: Own construction

The above calculated costs include only the administration costs of thairayvar

process. However, in case of public contract, where it is necessary, the whole
administration procedure includes also project documentation. One could argue that
the project documentation is necessary and expensive only by construction public

contract but also by other contracts is by the awarding entities usually required a
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document which sets technical conditions of the purchase. The lower price of
technical documentation by other than construction works is accounted by the lower

boundary of the emhation of the price of the technical documentation.

Price of the documentation differs by different project; howeveaost
estimations set this price to be arour8l % of the price of the project. This estimate
is also supported by the practical expade and pricelists of companies who offer
compilation of project documentation.

Table4: Estimation of Costs of Administrati ofAward proceduref Abovethe-

Threshold and Bellosthe- Threshold Contracts Based on Average Wage amat 41
Worked Including Project Documentation

Lower Estimatq Higher Estimate
- In house - In house Average
administration| administration

Cost of administration by
minimal value of the
contract without 22679 31,569 27124
processing of project
documentation(in CZK)

Cost of processcing of
project documentation as 3% 5% 4%
% of the contract value

Total costs of
administration by contrac
value of CZK,800,000(in

CZK)

Source: Own construction

112679 181569 147124
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3.2.2.Estimation Based on Contracts betwe en Public Contractors and

External Companies

The companies which offer administration of public contracts rarely publicly
indicate the price of their services. Sca
include the compilation of the technical doemtation and is valid only for the
lowest price of the contract which is CZK0R0,000 Many indicators suggest that
the price is in the end quite different and also reflects the final price of the contract.
Due to this fact the author decided to estinthte costs of administration made by

external firms in a different way.

3.2.2.1.Methodology

The estimation is based on publicly available data about public contracts on
administration of theward proceduref public contracts. Into account were taken
only contracs, by which can be determined the price of administration, number of
contracts for which the administration was outsourced or total value of these
contracts.

The information can be slightly distorted due to the fact that nmajority of
these cases theif or mati on about particular admini
in the contract, thus the author uses as a proxy of total value of the contracts all
contracts of public entity in the discussed period of time. In praxis could be the

prices of administrain of the procedure by external companies slightly higher.

The estimation of costs including project documentation is calculated as follows;

01 XIOUIE & 01 GOMOE £ 0 Do ©Y Vi
"B 'QQLINeI DN Q
YE olmoB 90 Of QA6 Ba B omwsi o O
OBMHE & 01 OO MO0 INGI DEENNE Q

0€i bi

The weighted averagwas calculated as follows;

GO QW0 0 QI HQQT 2] (10)
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Where:
i share of iestimation of costs on total costs used in the estimations

1 i-estimation of costs

This estimation should reflect the real prichieh was paid to the consulting

company.

3.2.2.2. Evaluation

Table5: Estimation of Costs of Administran of Award proceduref Abovethe-
Threshold and Bellosthe- Threshold Contracts Based on Contracts Between
Contractors and ConsultinGompanies

Lower Estimate | Higher Estimate | Weighted Average

Cost of administratior
by minimal value of
the contract without
processing of project
documentation(in
CZK)

31,000 52,000 35550

Cost of processcing ¢
project
documentation as % (

the contrect value

4% 14% 8%

Total costs of
administration by
contract value of CZ}
3,000,000with project
documentation(in
CZK)

Source: Own Construction

136,000 472,000 265241

As can be seen in the table, the estimations vary more than the estimations in
previaus subchapter. Especially the estimations based on the processing of the
project documentation vary from the value of 4 % to 14 %. These differences only
reflect the differences in the contracts between public contractors and advisory
companies; the pricemnd terms of the contracts differ. Due to this fact the following
comparison is focused on the weighted average of the estimates, which according to

the author reflects the situation in the best way.
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3.2.3.Results Comparison

The prices of ihouse administrain of public contracts are significantly lower than

the prices of outsourced administration. Exact comparison dfédrie6.

Table6: Comparison of the Prices of Administration of Public Procurement

Contracts

Lower Estimate In-
house administration

Higher Estimate In-
house administration

Average

Cost of administration by
minimal value of the contract
without processing of project

documentation (in CZK)

22,679

31,569

27,124

Cost of processcing of gezt
documentation as % of the
contract value

3%

5%

4%

Total costs of administration
by contract value of CZK
3,000,000

112,679

181,569

147,124

Lower Estimate
Outsourcing

Higher Estimate
Outsourcing

Averageg Outsourcing

Cost of administratin by
minimal value of the contract
without processing of project

documentation (in CZK)

31,000

52,000

35,550

Cost of processcing of projes
documentation as % of the
contract value

4%

14%

8%

Total costs of administration,
by contract value of CZK
3,000,M0

136,000

472,000

265,241

Source: Own Construction
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The average prices by coats worth CZK 3,000,000can differ by more
than CZK 100000 A more accurate picture of the impact on budgets which are
mostly funded by public money cée seen in théollowing graph which shows not
only the price of administration depending on the contract value (right axis) but also
the sum of administration of all contracts awarded in the Czech Republic during the
observed period.

Table7: Comparison of Costs &ward procedurdetween 2006 and 2011 by In
House and Outsourced Administration (Average Estimates)

o 7,000 900 ©
3 2
2 6,000 4 I 800 2
S - 700
£ 5,000 — =
2 - 600 &
3 €
c 4,000 —+ 500 §
.g I
£ 3,000 400 5
= °
£ 2,000 2
© (]
S c
> s
n 1)

0 £
£
%
ol"’@, <l ,}7/0 4 Yy .2
[6&/7 N ¢/)7 . N
2 ()
»,;
‘0
Value of the contract
mmmm Sum of administration costs ¢house ) Sum of administration costs (Outsource
Administration costs of one contract {lrouse) Administration costs of one contract (Outsource

Source: Own construction

The difference between area showing the costs of awardinguse and outsourced
awardingaccounts for onbillion CZK, what means approximately 200 million CZK
per yeat.

! Figures for particular estimates of prices of administration costs of award procedures can be
found in the Appendix.
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3.2.4.Results Interpretation

As showed the analysis in previous subchapter, the price of outsaweed
procedures higher than the price @fward procedurenade by the public contractor
itself. The difference is so high that it
the hypotheses that external consulting companies are able to process #veard
procedure cheaper than the officials of contracting entities and thereforéiire

these companis, is refuted.
But that returns us to the question, why hire the public contractors the external
consulting companies to process #wveard proceduref public procurement contract,

if the costs are significantly higher.

Possible answer can be that eméé companies are hired because they process

theaward procedureore qualitative than the contractor itself.
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3.3.Part B: Evaluation of the Q uality of the Award Procedure in

Terms of Efficiency

Hypothesis HO: By outsourceaward procedurs admhistrated by external

consulting company more biddempetethan inhouse administratecaward

procedure
0 0
0 0
Where:
0 Number of bidders case of ifhouse administrabn
0 Number of bidderg case of outsourced administration

The quality ofaward proceduran terms of efficiency is measured using number
of bidders in public contract. Why is explained in following subchapter.

To indicate any actionsaquality action is tricky. First, the measure of quality
should be specified. In terms &ward procedureof public contract can be
determined two fields which are somehow connected to the quality, each in different
way. The first field is in context witthe formal correctness of tlaavard procedure
itself, and the second field should be associated with quality of results aifvtrd

procedureLet usdiscuss the second isshirst.

3.3.1.Quality of Public Procurement Contracts in C onnection with

Award Procedure

The award procedurean influence the quality of public contracts without any
doubt. But the question is how to define and measure this quality. This brings us to
general terms efficiency and effectiveness in public procurement. Both, efficiency
and dfectiveness connect the inputs, outputs and outcomes of any economic activity.
Mandl, Dierx et al.(2008)define the efficiency of through technical aakbcation

efficiency, while the higher output for a given input or lower input for given output,
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the more efficient production. Effectiveness is according to the authors more difficult
to describe; it is influenced by the objectives, and in case of public spendiryyalso
terms as welfare and political choices. However, they state that effectiveness
indicates how was accomplished the task to achieve the set objectives with the given
resources. While the evaluation of political choices or niveau of welfare is not aim of
this thesis,Let us concentrate on the term efficiencgabiiti, Mjuhumuza et al.
(2007)connect the term efficiency directly with the organizational process of public

procurement system, because it is influehiteough the awarding of the contract.

The second question is how to evaluate or measure the efficiency of public
procurement. The exact calculation concerned with resources, output and inputs
requires quantitative information. But it is not only difficdo define relevant
variables but mainly to collect the data. Due to the lack of these data were created

various methods how to evaluate quality of public procurement.

Majority of the researches define as the efficiency corresponding variable the
difference between the pled price and the final price of the contract. When the pre
bid price is higher than the final price, the procurement contract is efficient, when the
final price is higher than the pted price, the contract is inefficient. This ideas
adopted for example bpomberger, Hall et al(1995) who can b considered as
founder of this approacl - m-é.abo and SzymanskK001) Carr (2005)or in the
Czech RepublicPavel (2008) The number of studiebased on the described
principle where the difference between previously set price and the final price of the
contract stands for efficiency measure of public procurement shows that this concept
is widely used, however, according to the authors of thisightecontains essential

error, which stems from following facts;

1 The previously set price expresses opinion of the contractor how much
should the good or service cost.
cases able to estimate the price, e.g. if urshasing the particular good
for the first time. The contractor doe®t simply always have enough

information to evaluate the value of the contract, what is consequently

Ho we

Aimade by the competit i thenareaswhereiiss happe
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difficult to set the price for people outside the market; e.g. specific services
in telecommunications.

1 The contractor can set the price lower only because he hopes it can have
psychol ogi cal effect on the bidders;
price than theestimated one. The same effect on the analysis would have

any reason of setting different price.

Due to the above stated reasons the author decided not to use this approach to
measure efficiency of public procurement contract, even if it is widely aad ofted
method.

However, we can again recall the idea, on which are the above stated analyses
partly based, that number of bidders promotes the competition. That the number of
bidders increases competition and competition decreases price suggest already

intuition.

Increased number of bidders basically means increased competition. It should
encourage more aggressive behavior in terms of lower price. This process was
described e.g. bfdong and Shunt2002)

Also the empirical findings suppiathis hypothesis. Reports of European Union
(e.g. Economics(2006) suggest that there is a correlation between number of

bidders and savings.

Due to above stated facts, in following analysis is used number of bidders in

contracts as a proxy of efficiency.

3.3.2.Assumptions

Due to above stated facts increased efficiency of public procurement contracts
awarded by external consulting company will be tested with help of number of
bidders. The logic is simple; the more biddérs highercompetition the higher

! And in the Czech Republic as known the only approach how to measure efficiency.
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competition thebetterresults of the award procedufgtraightforward comparison of
number of bidders in two subsamplésin-house administrated contracts and
outsourced contracts for all contractors togetheould produce miskding results.

The reason is following; the contracts differ according to their subjects. Each subject
is exposed to different market conditions and competition. The same situation is by
contractors. They have different conditions due to theisraemberof contract they
award. Due to these facts the author decided to compare number of bidders in

contracts under following changes which should eliminate above stated pitfalls;

1 Subject of the contract

1 Size of the contractor

Subject of the Gntract

As statedabove, different subjects are traded in different markets and under
different conditions. At the market with specialized medical equipment is not as high
competition as at the market with office equipmdret us imagine two public
contracts, in one shalibe bought specialized medical equipment, in the second one
office equipment. Most likely would the second contract lead to higher number of
bidders, not due to bettaward procedurdut due to higher competition in the
market with office equipment. Hower, in the following analyses should be
evaluated quality ofaward procedurand its influence on the possible increased
competition within the defined market. Thus the data should be divided in the way

reflecting the division of the markets.

In 2008 Euopean Union adopted regulatforwhich establishes single
classification of goods and services in public procurement contracts. This
classification is called CPV codes and is created of codes of up to nine digits. Each

digit is associated with the subjedttbe contracts in following way;

1 First two digits identify divisions.

! Regulation, C. (2008). "(EC) No 213/2008 of 28 November 200§ital Journal of European
Junion
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1 The first three digits identify the group.
1 The first four digits identify the classes.

1 The first five digits identify the categories.

The contracting entities in the Czech Republioutt follow the CPV
classification while awarding public contract. Thus, to divide the contracts while
ensuring objectivity in comparing similar products with similar market conditions, in
following analysis are the contracts divided into groups accotdifigst three digits
of CPV.

So that the number of bidders per contract can be compared and tested for the

whole period, the data have to be cleansed. The following procedure was chosen;

1 Calculation of the average number of bidders for-aigsts CP/ groups
1 Subtraction of this average from every single number of bidders by each

contract

This method ensures that the differences in number of bids due to market
specific properties are eliminated. After this cleansing, the data can be compared as a
whole sample.

Size of the @ntractor
The contractors in the Czech Republic are divided as follows;

1 Contracting Authorities- Czech Republic,state allowance organizations,
territorid self-governing units omllowance organizations and of other non
commercidorganizationsetor financed by the Czech State.

1 Subsidized contracting entitiesEntitieswhich arereimbursed by more than
50 % from financial means provided by the contracting authority.

1 Sector contracting entities pursuing relevant activities gn energy sectors,

public transportation, postal services, ®tc.

1137/2006, A. n. Act no. 137/2006 Coll. On Public Contracts.
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It is clear, that these contractors differ in number of employees who are
specialized in public procurement and frequency of awarding public contracts. The
quality of award procedurand ircentives to deal with external company may also
vary among different contractors. The most recognizable and significant character of
contracting entity is the number of contracts during the given period of time. It
concludes not only frequency aivard praedure but also in some way captures the
number of specialized employees; the more contracts, the higher incentive to allocate
certain employees to specializedaward proceduse Thus in the following analysis
are the contractedivided into followinggroups;

1 All data per observed period
1 Up to 20 contracts per observed period

1 Over 250 contracts per observed period

All calculations in following analysis are tested in these subsamples.

3.3.3. Methodology
The data were divided into two main subsampl€ontracts awarded by public
entities Ain homed (Variable 1) and contr
companies (Variable 2By each contract is calculated the cleansed number of
bidders as;
WE OE 6 G OBOUOQAUU QI HHEOQ OB QQQVIRI DI 0 QOO & G
We testsubhypothesis that the cleansed number of bidderby inhouse
administration igower than by outsourced administration
o -
‘P4 ‘

In following analysis, we use Twsample upooled ttest with unequal

variancesn Excel (the onail version of the test)

! For better consenus with the general hypothesis stated in the first chapter of the thesis the zero
hypothezis could be formulated &3t ‘ because we use oiail test However, formally the
hypothesis should be formulated &td; ‘. It doesndt influence the res
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T-Statisticg

€ €
QQ
i i
I3 13
E p € P
Where:
ofé é é sample mean 1
dééé.sample mean 2
Qééé. hypothesized popul ation mean differ
iééée.sample 1 standard deviati on
iééé.sample 2 standard deviati on
Eeéeé sample 1 size
Eééé. .sample 2 size

This test is used for normal population &r ¢ T 1tand independent

observations angd and, unknown.

In the wholeanalysis, we use the significance level of vb .

! Lehmann, E. L. (1997Xesting Statistical HypotheseSpringer.

59



3.3.4.Results

Table8: t-Test Results All data

t-Test: TweSample Assuming Unequal Variances

Variable 1 Variable 2
Mean -0.16921714¢& -1.454595935
Variance 15.1243968 12.9647®47
Observations 7020 4701
Hypothesized Mean Difference 0
Df 10586
t Stat 18.33948771
P(T<=t) onealil 2.78E74
t Critical onetalil 1.644997582
P(T<=t) twetail 557E74
t Critical twotail 1.96018805

Source: Own Calculation

The tstatistc is higher than the one tail quantil eflistribution.We reject
the hypothesisy dH H on the significance level of 5 %Furthermore, data
listed in the table show that the mean of cleaned number of bidders ishbysa

estimations in more than 1 bidder higher.

Table9: t-Test Results Contradors withover 250 Contracts

t-Test: TweSample Assuming Unequal Variances

Variable 1 Variable 2
Mean -0.16238649¢% -2.497886228
Variance 17.87224226 17.82636229
Observations 2576 1242
Hypothesized Mean Difference 0
Df 2454
t Stat 16.0059884
P(T<=t) ondail 3.17E55
t Critical onetail 1.64547479€
P(T<=t) twetail 6.35E55
t Critical twotail 1.96093109¢

Source: Own calculation

The tstatistic is higher than the one tail quantil afisgtribution. We reject

the hypothesisyy dH4  H on the significance level of 5 %Furthermore, data
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listed in the table show that the mean of cleaned number of bidders ishbysa

estimations in more than 2 bidders higher.

Table10: t-Test Results Contractors withup to 20 contracts

t-Test: TweSample Assuming Unequal Variances

Variable 1 Variable 2
Mean -0.460424181 -1.399660344
Variance 12.41201003 10.68174811
Observations 1637 1721
Hypothesized Mean Difference 0
Df 3305
t Stat 7.9985379
P(T<=t) on«all 8.63E16
t Critical onetalil 1.645314807
P(T<=t) twetail 1.73E15
t Critical twotail 1.960681973

Source: Own Construction

The tstatistic is higher than the one tail quantil afigtribution. We reject
the hypothesisyy d4 H on the significance level of 5 %Furthermore, data
listed in the table show that the mean of cleaned number of bidders ishbysa

estimations higher in almost 1 bidder.

3.3.5.Results Interpretation

We rgected the hypothesis thagy dH H in all subsamples. That means
that the quality in terms of efficiency o public contracts awarddubirse is higher
than by outsourced administration. The difference is highest by large contractors

which awarded over 250 contracts in tieserved period.
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3.4.Part C: Evaluation of the Quality of Award Procedure in

Terms of Formal Errors

The quality in terms of formal errors in the procedure is measured by the

number of incorrectly listed data ithe ISVZUS.

Hypothesis HO: By outsourceaward procedurs administrated by external
consulting company can be foutite same amount dess formal errors than in

house administratedward procedure

C
(e}

"00 "00
Where:
"00 Formal errors in case of lmouse administration
"00 Formal errors in case of outsourced administration

Theaward procedureust be dministrated according to the rules which are set
by the Act. These rules include also publication of certain information about the
contract in the ISVZUS In following analysis is analyzed publication of

identification numbers of contractor and supplier.

This information may not seem at the first sight important however it provides a
view about transparency of the public contract. The identification number of
contractor is one of the first indicators when somebody tries to find particular public
contracs. Both numbers also serve as liaison between contractors and bidders. From
these reasons the publication of correct identification numbers can serve as a proxy

of transparency of the public contract and thus is important.

! Described in the subchapt2s6.2.4
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3.4.1. Assumptions

As in part B, alson this case are contractors divided into following groups;

1 All data per observed period
1 Up to 20 contracts per observed period

1 Over 250 contracts per observed period

3.4.2.Methodology

The data were divided into two main subsampl&ontracts awarded by public

entities Ain homeo ( Vsaurcedaand avarded by axtechal cont r

companies (Variable 2By each contractoand consulting companig calculated
probably of error as;

00aaRIDEE O10dAI 1 £ 1
"YE OO ORIBEE 01 OO

We test sudhypothesis that the probability of formal errsthigher by irhouse
administration

‘O -
H1:° ‘

In following analysis, we use Twsample unpooledtest with unequal variances
Excel(the onetail version) We test the opposite hypothesis than in Bathus we

have to comparthe tstatistics with the negative value of the quantile.

T-Statistics

! For better consenus with the general hypothesis stated in the first chapter of théhthesio

hypothezis could be formulated &3t ‘  because we use oiail test. However, formally the
hypothesis should be formulated &td; ‘. It doesndt influence
For
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sampl e mean 1
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hypot hesized popul ati on mean
sample 1 standard deviati on
sample 2 standard deviati on
sample 1 size

sample 2 size

This test is used for normal population &r & T mtand independent

observations angd and,, unknown.

In the whole analysis, we use the significance level of vb .
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3.4.3.Results
Tablel1: t-Test Results All Data

t-Test: TweSample Assuming Unequal Variances

Variable 1 Variable 2
Mean 0.1088629 0.142523581
Variance 0.07686017 0.0880054.4
Observations 1178 494
Hypothesized Mean Difference 0
Df 871
t Stat -2.157579301
P(T<=t) on«all 0.01561668¢€
t Critical onetalil 1.646604949
P(T<=t) twetail 0.031233371
t Critical twotail 1.962691284

Source: Own construction

The tstdistic is lower than the negative value of one tail quantitdistribution.We
reject the hypothesisy dH  H on the significance level of 5 %Furthermore,
we can see that the probability of error is by external companies in 4 % higher.
Table12: t-Test Results Contractors with over 250 Contracts

t-Test: TweSample Asuming Unequal Variances

Variable 1 Variable 2
Mean 0.01283156¢€ 0.08998085%
Variance 0.00045000¢& 0.021287788
Observations 28 4701
Hypothesized Mean Difference 0
Df 44
t Stat -16.99802887
P(T<=t) onealil 2.95242F21
t Critical onetail 1.680229977
P(T<=t) twetail 5.90484E21
t Critical twotail 2.015367547

Source: Own construction

The tstatistic is lower than the negative value of one tail quantidagttibution.We
reject the hypothesisy dH  H on the significance level of 5 %Furthermore,

we can see that the probability of error is by external compan@3 % higher.
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Tablel3: t-Test Regltsi Contractors with up to 2Contracts

t-Test: TweSampé Assuming Unequal Variances

Variable 1 Variable 2
Mean 0.09143433¢€ 0.08998085%
Variance 0.05553580¢ 0.021287788
Observations 888 4701
Hypothesized Mean Difference 0
Df 1019
t Stat 0.177479987
P(T<=t) onealil 0.429583328
t Critical onetail 1.646350353
P(T<=t) twetail 0.85916665E
t Critical twotail 1.96229469¢

Source: Own construction

The tstatistic is not lower than the negative value of one tail quantitisttibution.

Wec a mrégett the hypothesisy g4 H on the significance level of 5 %.

3.4.4.Results Interpretation

We rejected theerohypothesisy dH  H in two cases, by;

1 All data and

1 More than 250 contracts per observed period.

In these two cases is the quality in termsfaral error higher by ihouse

administrated contracts than by outsourced administration.

By smal l contractors (up to 20 <contrac
hypothesis rejected\s se we closer look at the results, in this case the probability of
formal error in case ohthouse administrations is in3% higher than by outsourced

administration.
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3.5.Economic Interpre tation of Results

The aim of this subchapter is to summarize and interpret results of all three parts
together.Table 14 provides overview of the three analysis, tested hypothesis and

results.

Table14: Summary of the Results

HO H1 Result

All data Reject HO

Part A: F_’rlce 3 3 5 ] Up to 20 Reject HO
comparison contracts
Over 250 Reject HO
contracts
Part B: All data RejectHO
Efficiency
L " " " " Up to 20 .
C%Tr%?)g?%r; 0 0 o) o) contracts Reject HO
bidders Over 2501 poiect HO
contracts

All data Reject HO

Part C: T
EfflCle_ncy__ 00 00 "00 "00 Upto20| Ca n dfect
comparisori contracts HO
formal errors Over 250

Reject HO

contracts

Source: Own construction

As we can see, in case of the whole data set, we reject the hypothesis HO in all
three parts. As stated in the beginning Glfiapter 3: when we reject all tiee
hypothesesve reject also the hypothesis that the contracterbehave as rational
economic agerg. The same situation is by the large contractors (over 250 contracts
per observed period).

However, in case of small contractors (up to 20 contracts perwaak period)
we cankEt reject t hheusehagmimmstrdted <ontsactst i the by
probability of formal error higher than by outsourced administratiust sowe
cannot reject thy hypothesis that the small contractors behave as rational

economc agents.
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Due to the different results is the following text divided to two pactsording
to the tested subsamples

1 Small contractors (up to 20 contracts per observed period)

1 Large contractors (over 250 contracts)

The difference in these two groups a@ehavior of the contractors among these

groups is explained in following subchapter.

3.5.1.Small Contractors

As stated above, we canekEt reject hypoth
contractors, in extension of the employees who make the decision about the
administration procedure of public procurement contracts. The decisive indicator
why small contractors outsource administrative proceduteipttobability of formal

error, which is higher by Hhouse administration.

The reason can be easily identifigdiontracting entities, which awarded less
than 20 contracts in the period 2008011 are mainly small villages with very few
employees. Due to the small frequency of public procurement it is not probable that
these contractors woutdain special workersrmdy on agenda chward proceduseof
public contracts. The employees then tend to make more formal errors than in other

cases. The contractors hire external companies to avoid these errors.

3.5.2.Large Contractors

Different situation is by large contractors, Wwhich we rejected the hypothesis
of rational economic behavioAs showed the analysis, the price and quality of
award procedureis worse by outsourced contractshan it is by in-house
administrated contracts. But what can the contractors or their ereplés&d to the

outsourcing of the procedure?
One featuredheoryis thatthe contractors tend to outsource the procedures by

types of contract they should award for the first time. Howeupgn closer

examinationof the datafrom large contractorst can be deducted that only 28 % of
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the contracts are unique in terms of contractor and'CPs means that for over 70
% of the contracts would not be the motivation of unknown types of contracts

explanatory, thus we have to find another explanation.

3.5.3.0fficials Maximizing t he Probability of Economic S urvival

To explain the economically non rational behayviare have to recall the
principatagent model discussed@e. We can recall thEigure 3: Diagram of
Principal-Agent in  Public Procurement Contracincluding Employees of
Governmental Agencyvhich shows possible pitfalls of thelationshipbetween
governmental agency and the employees of governmental agency (officials). The
Governmental agency is in this cabe principal while the official is agent. The
behavior of officials which could lead to selection of administrationawhrd
proceduren conflict with rational economic principles is described and modeled in

the following text.

The government entities buying goods and public services through public
procurement process should try to ensure the most possible efficiehageyrevhat
means that they should maximize the outcome of the contract while minimizing the
total costs of the contract (price of the good plus transaction costs). The employees of

the public entities should follow the same target in the best interdstioemployer.

However, the officials tend to follow rather their own interest. Because they
have better information than the public entity, moral the agency problem can occur in

this stage of the whole process.

To describe their behavidtetusrecal t he Ahomo se asecurans
was used byH| a v §1986kIn the standard economic analysis, the aim of any
economic agent is to maximize the wliBut the utility of economic agents can be

defined in many ways, while the most common approach in the perfect competition

! Matching contractor and CPV ensures that in the statistics are only contracts which are
awarded for the first time by particular contractor.
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is the concept of homo oeconomicus who tries to survive in the competition through
maximizing of the profit. But, unlike the hommeconi mi cus, whoEs
maximize the economic profit, the homo se asecurans tries to maximize the
probability of its survival in the company where he is employ¢d. a v §1P86)k
uses the concept of homo se asecurans to describe the behavior of producer in the
planned economy, who tries to increase its survival chanceeleying the set plan in
the current period and minimizes the probability of not meeting the plan in the next
period.

However, the concept of homo se asecurans can be generalized for other
situations.Let usexamine the behavior of any employer, who isnigyto keep his

job. To do so, he has to meet following condition

1 To minimize probability of being fired (or other punishment as reduction of

the wage) because of problems caused to the employer.

This concept can be transformed to gneblemof employes of public entities
(officials) in procurement and connected with the transaction costs of procurement.

To do soLet usdefine the properties of officials of public entities.

In public procuremenaward procedurethere can occur many situation, which
would lead to the following consequences for the public entity;

1 Formal errors in theward procedursvould lead to increased costs of the
procedure.

{1 Factual errors in thaward procedureould lead to the investigation of the
procurement contract. The viestigation could lead to the fine (again,

increased costs), or just to the worsening of the reputation of the public entity.

Both cases are from the point of view of the official a reason to dismissal or
other punishment usually in form of reduced salatye self insuring official tries to

reduce probability of this situation.
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In relation with public procuremenaward procedutehe can do so by
outsourcing of the activities connected with this procedure through hiring of external
company. This companig then responsible for all formal and factual errors in the
award procedurand covers the financial costs with correcting of these errors as well
as fines. These companies are usually insured against damage caused to their clients.
Even if there occursfonvorsened reputation of the public entity, for this situation
would be blamed the external company who was responsible fawtrel procedure

and not the official.

The above explained behavior of officials can lead to the situation when public
entitiesoutsource the awarding process of public procurement even if the price is
higher and the quality lower than in case of the internal implementation of the whole
process. The officials tend to rather insure themselves even if this action worsens the
overall performance of the public entity, because they would be personally
responsible for the possible problems of the awarding process, but specification of
the personal responsibility of particular officials for the overall performance of the

entity is rather dficult.

3.5.3.1.Model Describing the Behavior of Officials

The above described behavior of self insuring official can be expressed by
following microeconomic model, which is based on the workHof av 8| ek and
HI1 a v §006)K heauthors created an optimization model of economic agent, who
doesndét maximize the income but the proba
described behavior such as altruism, donating or behavior of firms in the centrally
planned economy. Their modedn be expanded and used to model the behavior of

officials who try to secure their job.

The basic prerequisite of using this model is to define the decisive variable and
the utility function of the economic agent (in our case the employee of goverhmenta
agency- official). In our case is the decisive variable the income of the official. This

income is influenced by the quality of the administratioawérd procedure
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Hl avs8l ek a n(2006)Hiked \thg |Pardéto distribon type 1. This
distribution meets following requirements which correspond to the above described

behavior of the officials and thus is suitable also for the modified model;

1 The value at certain level is zefowhen the income of official decreases
unde certain |l evel, tLét eis call fthisi level dhe At erm
extinction limit @. In our case is this value the minimum income the official
needs to be able to live with.
1 The higher the differences between the extinction limittaedeal value of
the decisive variablehe higher the value of the probability function.
1 The limit value of the probability function goes to one when the decisive

variable increases.

In the beginning is necessary to define basic prerequisites of the model. In this

model we suppose two subijects;

1 Agenti official, who minimizes the probability of punishmtedue to his
failure which can lead to loosing a job. Agent is marked by a sy@bol
{1 Principal 7 the governmental entity which maximizes its economic
performance. Principal is marked by a symipol
Both, agent and principal are dependent on the process of administration of the
award procedureWhen is the process without problemsgythreceive the initial

wealth, which is defined as follows;

Initial wealth of the principal WT

Initial wealth of the agent WTT

As stated above, the subjects survive only in case that the value of their wealth

doesnt fall under the extinction limit, which is defined:;

Extinction limit of the principal w

Extinction limit of the agent &)
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Then we can define the probability of survival of the subjects;

Probability of survival of the principal v —

Probaility of survival of the agent v —

We assume that the wealth (salary) of the agent (official) doesn't depend on the
performance of the principal (contracting entity). This assumption is basdukon t
fact that we describe the behavior of large contracting entitteg. ministries. These
entities are too big to falil, thus the official doed have to be afraid of loosing a job
due to bad economic performance of the entity.

At this stage is necems/ to define the states of the world which can occur. The
agent can influence the fact weatherdlerd procedures administrated in house or

weather is the administration outsourced;

1 Ini house administration is not marked with any symbol
{1 Outsourced adinistration is marked by a symhbl
o This case means, that the governmental agency has to pay for the
administration of the process, thus its initial wealth decreases in o
(payment for the administration)

The administration can lead to two different fesu

1 The administration cward procedureontains no errors
o Probability of the situationisp  “ @
1 The administration chward procedureontains errors
o This situation is marked by a symhbl
o Probability of the situation i
0 In case of ifhouse administration of the process decreases the
wealth of the agent in A (fine for errors in the administration
process) and the wealth of the principalLiA (L is the fine

the governmental entity has to pay to remedy the situafion,
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is the amount the gevnmental entity selects from the erring

official)

In case of outsourced administration decreases the wealth of

the principal inL-K (K is the penalty charged to the external

consulting company. These companies are insured against the

damage caused to thastomers.)

Now, we can summarize the possible situation in terms of equations;

Table15: Equations Comparing the Principal and the Agent Behavior

In-house administration of th

award procedure

Outsourced administration o

theawad procedure

WTT W W £
WT W WT
No error
in the w0 0 & @
. . v 5 ) i
administration w w
of theaward
procedure 0w N AR
0 - 0 -
W W
®w ® 0 o WO ®w &€ 0 U
®w ® 0 OO W
Error in
the w ® 0 0 W O Q0 0

administraton
of theaward

procedure

Source: Own Construction
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As stated above, the probability of occurrence of an eban be express as

. Now we can express the equation together using the probability.

In-house administration of thevard procedure

Gh p “hzhd “Hd 0 b
’ T « T v « T v o (11)
Www p W Zw Wz w O

Outsourced administration of tlevard procedure

0w ® P O Z® 0“0 Qb 0 12)
w ® POz QW @

Now, we should compare the wealth of the agent (official) in case-lubuse
administration

and outsourced administration;

wZw 0 0w w (13)

The equatiorshows that the wealth of the official is equal or higher in case of
outsourced administration indeptendently on the consequences on the contracting
entity. By outsorced administration is the official not responsible for possible
problens wi t h t he publ i c procur ement contr a
personally bear the increased costs of the administralioprovides possible
explanationwhy large governmental entities hire external companies to administrate

award proceduse
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Chapter 4: Conclusion

Public procurement ianimportant area due to the fact that it consgrablic
spendingand represents asignificant share of GDP. The public contracts are
regulated by the Public Procurement Act, which states the conditiomsvard
procedure d public contracts. It is theaward procedurghat should ensure
efficiency and transparency of the contrabist it also createsa significant part of
the tdal value of the contract, thuthis topic is ofa high importance. The
administration ofawardprocedurs can be procged inhouse, by the employees of
the public entity, or it can be outsourced and psesgk by an external consulting

company.

This thesis has evaluatéite administration odward procedusefrom the point
of view of economic ratioality;, to asses, whether themployees ofcontracting
entities behave rationally when they outsourceathard proceduss or whether they
rathermisusethe information advantage and follow their own interest stemming in
the principalagency relationshiprhe zerohypothesis expresséisat the contracting
entities behave rationally in the economic point of view, while the principal agent

theory stands for the alternative hypothesis.

The analysis waslivided into three parts and in each are compared uali
measures of administration afvard procedurén case of ifhouse administration

with outsourced administration.

The first part compared pirgy. The results of the analysis showed that the price
is significantly higher by outsourced procedure. Whitershouse administration the
estimates of the costs of complete administration procedures ranges among 4 % of
the contract value, by the outsourced administration ranges among 8 %
independently on the size of the contractoffus we reject the hypotbis that the

contractors hire external companies because of lower price.
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The second partompared the quality of thaward proceduren terms of
efficiency, which is expressed by the number of bidders in the contract; tlee mor
bidders, the more efficierthe contractis. The results suggest that more bidders
compete by irhouse administrated contracts than by the outsourced one. The
difference is most significant by largentractorswhere thecontracts administrated
in-house attractedon average2 more ldders than the outsourced administtate
contracts. By small conttat or s was t h e ond biddérasvwelhasdy Aonl y.

data including all contractors.

The aim of the last papof the analysisvas to evaluate thaward proceduren
terms of efficieng expressed by the number of formal errors in the procedure; less
errors means more effective procedure. In thisse the resultdiffered between
small ontractorsand large contractonsith the overall datawith large contractors
and data including dlcontractorsthe probability of formal errors in case ofliouse
administrationis lower than in case ajutsourced administration. However, in case
of small contractorsthe probability of errors is slightly lower by outsourced

administration oaiward pocedure

Summary of the results therefore suggest
rejected the hypothesis of rational economic behavior. Their behavior can be
explained bythe fact that small contractot® not have employees specialized on the
public procurement contracts and ordinary employeasotbave enough experience

with theaward procedure

The dfferent situation isseen in the case ddirger contractors, by whom the
hypothesis of rational economic behavior in terms of outsourcinthefiward
procedurecan be rejectedn several caseshése contractors hire external companies
even if these companies administratedhard proceduran a worse way in all three
observed measures. The explanation can offemibebeconomianodel of béavior
of public officids who tendo protect their job rather than follow the best interest of
their employerThis model is based ddl av 8| e k a (2@D6)aht explagnk e k
that he officialsmayshift the responsibilityor the problems which casccurduring
the administration of public procurement contracts on the external companies, even if

it means higher costs for the contractor.
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This thesishas showrthat thecosts ofaward procedurs of public contracts
create ginificant part of publicspendingand the quality of award procedure can
influence quality of the public contractthus the administration of this procedure
deserves attentiorlthough theimportance othe procedure is publicly recognized
this topic isin the field of scientific research neglected. Also in the discussions about
legislative changes should be theaad procedure more emphasizégcause the

regulation can influence severity as well as costs of the administration

The government should alssupport the contractors in terms of training for
officials and advisory services in the field of public contracts, so that the contractors
can administrate more proceduressuse in higher quality and lower costs. Further,
the employeg of public enties shouldhave clearly definedesponsibilities and
accountability so that the problem of

the administration can't occur.
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APPENDIX

Appendix 1: Estimation of Costs ofAward procedures between 2006 and 2011
According to the Particular Estimates

In-House Administratiori Low Estimate
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In-House Administrationi High Estimate

Sum of administration costs in Cz

3,000,000,000 6,000,000

2,500,000,000 - 5,000,000

2,000,000,000 - 4,000,000

1,500,000,000 - 3,000,000

1,000,000,000 - 2,000,000

500,000,000 - 1,000,000
0 -0

2 mio-4 mio
4 mio- 8 mio

lower than 2 mio

mmm Sum of administration cost:

8 mio- 16 mio

16 mio- 32 mio
32 mio- 64 mio
64 mio- 100 mio
over 100 mio

Administration costs of one contrac

Outsourced Administratioh Low Estimate

Sum of administration costs in Cz
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Outsourced Administratioh Average Estimate
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Appendix 2: ISVZUS Database

The following figures should ilustrate the difficulty of data collection from the
ISVZUS system.

Firstly, the particular contract has to be found at the search site, where can be

the contract searched according to evidence number, name of the tgontrac

contractor, bidder and other.

Figure 10: Search site of the isvzus system

'S

C | © www.isvzus.cz/usisvz/usisvz01037Prepare.do?

typVyh=R&typForm=&navi=

O OFFICiAL SITE OF PUBLIC CONTRACTS

1S VZUS » Search for public contracts

Public contracts menu

Public contracts search

Main page
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@ Direct submitting of forms
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Amendatory forms []

@ Contract watching Order number: Tnvalid forms [

@ Public Contract - Archive
Type of procedure:

@ Links ,
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@ Legislation R =

@ ATESTISVZUS Object of the public contract: nezadino  [v]

@ Certification IS VZ US Sraady T [}]
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Seat of contracting authority:

MINISTRY 5 SR SR
A’ OF REGIONAL Contracting authority identification number:
&‘ DEVELOPMENT CZ Mamie of the suxiphier
Under Act no. 137/2006 Coll., on Public P
Y - li s

Contracts the Ministry for Regional Smpleridetbcaliog mher

Development shall be the administrator of Public contrack title:

the Information System on Public Contracts

Staroméstské namésti 6 Place of performance:

110 15Praha 1
Main CPV code number: ) =m
Code number of the main place of performance: | =
Object value of the public contract from: to:
o o Bl et nde 00 IR

Source:http://www.isvzus.cz

The following figure shows the results of the search.
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Figure 11: Output from the isvzus system

€ C | ® www.isvzus.cz/usisvz/usisvz01007Prepare.do?znackaForm=6005788803001

) OFFICIAL SITE OF PUBLIC CONTRACTS

ZUS » Search for public contracts » Form detail

Public contracts menu Print version
CONTRACT AWARD NOTICE
8 Main page
@ Supplier S
0 Identification of form: 6005788803001 Type of form: Radny
@ Contracti .
skl Evidence number in 1S VZ US: 60057558 Order number: PU 2310/10H
@ Search for public contracts
bl Contracting authority identification number: 00020478 Supplier identification number: 26943646
@ Direct submitting of forms o, o
Limits: Podiimitni
@ Contract watc
SR e Date of publication: 22.07.2011 Date of real dispatch: 18.07.2011
8 P Contact e Contracting Body under Act No. 137/2006 Coll. and Granting Authority under Act No. 139/2006 Coll: Ano
@ Links
@ Legislation
@ ATESTISVZUS SECTION I: CONTRACTING AUTHORITY
1.1) NAME, ADDRESSES AND CONTACT POINT(S)
@ Certification IS VZ US 2 oA gy er1
Official name: CR - MINISTERSTVO ZEMEDELSTVI, POZEMKOVY URAD RYCHNOV NAD KNEZNOU
Postal address: JIRASKOVA 1320
Town: RYCHNOV NAD KNEZNOU Postal code: 516 01 Country: CZ
Contact point(s): Ing.ZDENKA HLOUSKOVA Telephone: +420 434549551
MINISTRY 3 S
@ OF REGIONAL For the attention of: Ing.ZDENKA HLOUSKOVA
DEVELOPMENT CZ E-maik: Zdenka.Houskova@mze.cz Fax: +420 494549559
Under Act no. 137/2006 Coll., on Public Intemet address{es)
Contracts the Ministry for Regional General address of the contracting authority (URL):
Development shall be the administrator of Address of the buyer profile (URL):
She nformatin Sstem o bk Conroct 1.2) TYPE OF THE CONTRACTING AUTHORITY AND MAIN ACTIVITY OR ACTIVITIES
Staroméstské némésti 6
110 15Praha 1 Ministerstvo nebo jiny celostatni & federaini organ véetné jejich Sluzby pro Sirokou veFejnost
organizacnich slozek
The contracting authority is purchasing on behalf of the contracting authorities: Ne
SECTION II: OBJECT OF THE CONTRACT
11.1) DESCRIPTION

Source:http://www.isvzus.cz

As we can see, the data are in the form whicmaabe easily transformed to

any database.
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Appendix 3: Master Thesis Proposal

Master Thesis Proposal

Institute of Economic Studies
Faculty of Social Sciences
Charles University in Prague

Author: Bc. Hana Reimarova Supervisor: Phdr. Jana Chyv

E-mail: h.reimarova@yahoo.co.uk  E-mail: Jana.chvalkovska@gmail.co
m

Phone: 774093722 Phone: 724280577

Specializati  Economics & Finance Defense February 2011

on: Planned:

Proposed Topic:

EFFICIENCY OF PUBLIC PROCUREMENT IN THE CZECH REPUBLIC

Topic Characteristics:

Government spending represents annually substantial part of the overall GDP; therefore
competitiveness and transparent and predictable procurement procedures in this field are
essential for efficient public spending. Topic of public procurement in the Czech Republic
is discussed due to many problematic cases in last years. Many drawbacks of the current
public procurement system have been discussed, along the most important reasons for
the proven inefficiency of the public tendering systems may belong; holes in the
legislative concerning public procurement or problems linked to lack of monitoring of
already concluded contracts.

The legislative framework of public procurement in both the Czech Republic and EU has
been widely discussed in the last years. However, even if the legislative framework in the
Czech Republic is strongly influenced by the EU legislations, the rules are not fully
harmonized. In the first part of this thesis, | would like to asses the current conditions of
public procurement in the Czech Republic, concerning summary of the legislative acts
and action plans, evaluation and comparison of current legal status in the Czech
Republic and European Union and the application of the legislative framework in praxis.

The main objective of the thesis is to analyse the efficiency of public procurement in the
Czech Republic using the empirical evidence. This analysis should provide information
about the scope and types of inefficiencies present.

In the empirical part should be defined the main causes of the inefficiencies of public
procurement in the Czech Republic, whether mostly the loops in legislative framework or
the lack of consecutive monitoring and enforcement. Part of the study shall be an
analysis of the composite Transparency Index of public institutions, which should be
capable of detecting the inefficiencies in the Czech public procurement system.

Furthermore | will collect empirical data from the Public Procurement Information System
that are publicly available and summarise the outcomes of the recent granted public
contracts T including the price ranges and winning prices. The assessment of the
efficiency levels will be based on estimation of the savings achieved by employment of
different types of tendering mechanisms.
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