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PREFACE

The Swedish Competition Authority has asked Copenhagen Economics to conduct a
short exploratory study on what public procurers can learn from private.

The importance and relevance for reforms of public procurement strategies in Sweden
cannot be underestimated. The recent developmentsin Sweden include new legidation,
organisational change of regulators and an increased focus on aternative forms of pro-
curement such as public private partnership. Public procurement in Sweden isafield that
islikely to be subject to further scrutiny, debate and reformsin the near future. It isthe
ambition that this study will provide a congtructive input to the discussion.

The present study is based on a brief survey on research, policy statements and inter-
views with individual s engaged and experienced in public aswell as private procure-
ment. The responses have been very positive and many interviewees have underlined the
tremendous savings potential by making procurement more efficient given that its size of
approximately SEK 400 billion annually (approx € 38 billion).

The input provided by the interviewees has substantially complemented theinitia per-
spective and enriched the conclusions.

Ph.D. (Econ) Henrik Ballebye Olesen
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Chapter 1 |

MAIN FINDINGS

What can public procurers learn from private companies regarding stimulating competi-
tion among suppliers? Given the approximately SEK 400 billion (approx € 38 billion)
spent annually in public procurement in Sweden, the savings potential arising from more
competitive supplier markets is massive.

Supplier competition largely depends on the number and size of tenders. Large-scale
procurements can be cost-saving in the short run, but not necessarily so in thelong run. If
contracts are very large, they will also be few. As a consequence, we would expect
higher concentration in supplier markets, scale-driven entry barriers for small and me-
dium-sized enterprises (SMES), and reduced flexihility for the public users. Over time,
costs may rise due to fewer aternatives and less competition.

An adequate public procurement policy therefore needs to strike a bal ance between bene-
fiting from economies of scale among suppliers and fostering competition among them.
For this purpose, we propose a simple conceptual model that identifies anumber of fac-
torsthat are externa and internal from the public procurer’s horizon. Based on inter-
views, the literature, and our own experience we conclude the following:

» Thesize and length of procurement contracts matters. Few and large contracts
lead to concentrated markets whereas amix of contractsin various sizes foster a
more varied market structure.

»  Claimed economies of scale and scope are often exaggerated and sometimes
even non-existent. Too large and/or too complex tenders precludes many SMEs
from participation in tenders.

» Purchasing drategies of private firmsare primarily focussed on stimulating sup-
plier competition through performance monitoring and communication, and
only to alimited extent by carefully setting contract size and length.

=  An SME-friendly public procurement policy need to systematically balance
various factors and then make an informed decision on the adequate tender size.

The results strongly indicated that the greatest |earning potentia for public procurers
were not on how to find the best size of tenders, but rather on other skills. We identify
four lessons for public procurers based on the experiences from the private sector:

1. Communication between procurers and suppliersis seldom satisfactory. As a conse-
quence, suppliers have often experienced that public procurers sometimes ask for prod-
ucts or services that are not first-best to satisfy actual needs (e.g. because it does not re-
flect the current level of technology in the market). This can be seen asafailurein com-
muni cation between the parties, which need to be addressed in a proper way. Better
communication enables suppliersto better understand what products are the most appro-
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priate to satisfy the needs as efficiently as possible. Various proposals were advanced by
respondents, including annual forums, fairs and capacity building schemes of public pro-
curers administered by government agencies. We believe such initiatives may prove use-
ful, provided they do not compromise fairness and competitivenessin the tender process.

2. The flexibility for suppliersto propose alternative products is often unduly restricted in
tender specifications. Some interviewees sense that public procurers often put an im-
proper weight on conditional requirementsin relation to flexible award criteria. Others
stress the importance of conditional requirements but agree that public procurers are too
restrictive in setting the general frames for the tender. The restrictiveness may take the
form of too much emphasis on how a project should be conducted in relation to what it is
supposed to achieve. This hampersinnovation, limitsthe quest for cost-efficient solu-
tions and complicates procurement processes as well as worsens conditions for SMEs.
Private companies are generally better at alowing suppliers sufficient manoeuvring
space for innovation and new solutions.

3. Predictability regarding what future tenderswill requireis considered as poor. In some
industries and for some activities, firms may need to invest in research and devel opment
long before the actual tendering procedureis started in order to meet these demands. If
firms are uncertain on tomorrow’s demandsin public procurement, they may find it too
risky to do so. Hence, better predictability may stimulate innovation in the right direc-
tion. This argument has been stressed by interviewees in particular with relation to envi-
ronmental performance. Predictability is also warranted on when tenders can be expected
to be announced which would enable firmsto be better prepared. Sufficient time between
the tender phases (announcement, time limit of tender, decision, start of delivery) is often
aprerequisite for the participation of SMEs in public procurement.

4. Learning. It is paramount to carefully evaluate procurements through its entire life cy-
cle and feed-back the lessons learnt into future procurements. This aspect has a strong
dynamic implication — private companies are generally felt to be far better than public at
evaluating supplier contracting processes and learning. Also, thorough monitoring during
the contract life may provide strong incentives for the supplier to maximise performance
in the delivery phase. For public procurers, such learning and monitoring is generally
perceived by interviewees as being underdevel oped and not prioritised. It is, however,
but greatly needed.
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Chapter 2

THE OUTSET

2.1. BACKGROUND

Public procurement by nationa and local governments in Sweden amounts to consider-
able amounts annually. Although no clear figures exist due to inadequate statistical cov-
erage, most estimates today reach around SEK 400 billion per year (Konkurrensverket
2007, p 60), which represents about athird of total government (central and local) spend-
ing or around 15% of GDP. It is natural to expect that even small improvements in effi-
ciency have the potentid of significant budget savings.

The areais subject to some, but perhaps not overwhelming, interest from politicians,
government agencies and trade associations. There have been anumber of state-
commissioned enquiries and other studies on the subject. Criticisms of the current prac-
tise and proposals for higher efficiency in procurement have been a common theme.
Typically, trade associations stress various bureaucratic obstacles and unfairness as the
major problem. A common area for complaints is markets where public bodies directly or
indirectly compete with the private sector. Nationa authorities complain about weak co-
ordination and inefficiency among public procurers, poor incentives of public buyersto
obey existing rules and weak sanctions available for courts and regulators in their en-
forcement role.

The purpose of the new legislation that was enacted on 1 Jan 2008 was to address some
of these shortcomings. The Swedish Competition Authority is since 1 September 2007
assigned the task of monitoring compliance with the Public Procurement Act. On the
same date, the Authority established following a Government Instruction a Council for
Public Procurement consisting of a mix of academia and representatives from the private
sector and trade associations. Therole of the council isto advise the Authority on how to
perform itsregulatory responsibilities.

Part of the mission isto stimulate research and competence formation regarding effi-
ciency in public procurement. Perhaps surprisingly, academic research on public pro-
curement efficiency israther thin, both in Sweden and internationaly. Also, there has
been littlein terms of drawing on the results from the neighbouring research area of pri-
vate purchasing. Indeed, private companies are in many ways confronted with similar
challenges when it comes to establishing efficient sources of supply.

A troubling observation isthat many public tenders render meagre responses in terms of
bidders — especially so when the public sector represents a significant part of total de-
mand (Konkurrensverket 2008, chapter 5). So, it isnatural to expect that procurement
policies, in particular the sizing of contracts, have a direct impact on market structure and
competitive conditions in the market.
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2.2. THIS STUDY
The purpose for this study isto draw lessons from private purchasing strategies which
can be relevant for public procurement.

Given the resource limitations, we have adopted an explorative and qualitative approach.
The international literature on public procurement and private purchasing provide our
point of departure and set the frames for our reasoning. Based on this, we develop asim-
ple conceptual model regarding relevant considerations for identifying an optimal size-
competition balance in public procurement.

The model provided the point of departure for ninelong interviews with representatives
of private companies with experiences from both public and private customers and repre-
sentatives of trade associations of sectors where public procurement is a significant
source of contracts. The results of the interviews are compiled and systematised into
categories according to identified themes.

The scope of this methodological approach is to capture a plethora of reflections and in-
terpretations of potential lessons for public procurers. Hence, the nature of empirical evi-
denceisinclusive and fairly rich. The limitations are the obvious ones that are typical to
all qualitative studies: generalisations are weaker than for quantitative studies dueto a
small number of observations; respondents’ judgements may be subject to bias and our
own interpretation; and analysis of the responses may be sensitive to outliers. For this
reason, the results and tentative list of lessons should be regarded with some caution. In
any case, it isour ambition that this explorative report will stimulate further research ini-
tiativesin this scarcely researched area.

The next chapter summarises the literature on the scal e-efficiency trade-off in public pro-
curement along with our conceptual model. Chapter 4 summarises the interview results
and identifies three conclusions. We believe that a sizing strategy in line with our model
is an appropriate venue for the public sector, but the evidence suggests that thereislittle
to learn from private sector in thisrespect. In contrast, there are important lessons to be
drawn in four other areas. These are outlined and motivated in Chapter 5. The appendices
include alist of interviewees, the interview guide and references.
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Chapter 3

SCALE AND EFFICIENCY IN PROCUREMENT

In this chapter, we first consider the different roles and objectives for public and private
procurers. Although the objectives in the public and in the private sector exhibit impor-
tant differences, they neverthel ess share the objective of achieving efficiency. Relevant
research on this, which primarily is found within business administration and marketing
research traditions, are shortly reviewed in sections 3.2 and 3.3. It is evident that aca
demic research on public procurement often isdistinct from that of private purchasing
strategies. Although journals such as the European Journal of Purchasing and Supply
Management and Journal of Public Procurement publish articles on both subjects, thereis
very littlein terms of applying reasoning or findings across these two areas.

Another observation is that research on public procurement, despite its potential signifi-
cance for budget savings and SME promotion policies, isindeed meagre. Some contribu-
tions do exist on the scale-competition perspective. A sgnificant share of research in this
area has adopted other perspectives, such asrisk sharing (public private partnerships)
and, probably inspired by the literature on private purchasing, the roles of relationships
and trust.

On the other hand, the research on private purchasing isricher and largely distinct from
that of public purchasing. Thereislittlein terms of cross-referencing. In the private sec-
tor, purchasing strategies have grown in importance over recent years and successful
companies invest heavily in efficient ways to manage and monitor suppliers. Profession-
alismisakey focus area and a prerequisite for being able to continually exert pressure on
suppliersto perform.

Based on these findings and our own reasoning, we devel op a conceptua model includ-
ing alist of important considerations for public procurement officialsin section 3.4. We
argue the model would provide useful input when designing optimal procurement de-
signs with respect to size and centralisation. In markets where public buyers constitute a
significant player on the market, sizing of tenders may in itsef constitute a powerful pol-
icy tool to achieve public policy goals such as SME promotion. The appropriate sizing of
public tenders should consider external factorsthat relates to market structure aswell as
internal factorswhich refer to the abilities and conditions within the procuring body.

3.1. PUBLIC VS. PRIVATE PROCUREMENT

The objectives of private and public procurement are very different. Private companies
are exposed to the harsh and tumbling realities of market competition. The management
is assigned with the simple task imposed by their ownersto deliver profits today and to-
morrow. Since such agoal is easily monitored, one can expect that the approaches devel-
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oped by successful companiesto procure is better suited to minimise costs compared to
public procurers.

Public procurers operate under very different conditions in which the threat of bank-
ruptcy is absent, objectives diverse, rigorous evaluation hard to perform, and the prospect
of being part of alawsuit very possible. Drawing on Andersson (2002), one could depict
the typical public procurer as operating according to alogic defined by hierarchies,
whereas the private purchaser acts according to market logic. In hierarchies, political in-
fluence coexist with the economic incentives of cost-minimisation. Two sets of principles
are sometimes not compatible. The rights and wrongs are defined within the hierarchy
according to its own agenda, which may be partly hidden for outsiders. Market logicis
simpler and the private purchaser would have sufficient degrees of freedom to design ef-
ficient purchasing arrangements. Profitability is the overriding benchmark against which
the performance of the purchaser is evaluated.

Itis an obvious and probably uncontroversia observation that the objectives are largely
diverging between private and public procurers athough they may be somewhat overlap-
ping. Indeed, sometimesthe full list of objectives for public procurement may be hard to
identify. Firstly, public objectives in procurement are, and certainly should be, wider and
more numerous than private ones. Sometimes different public objectives may clash - a
recent example highlighted by Loader (2007) is cost-efficiency versus SME-promotion in
the UK. Secondly, there are some objectives that are truly distinct between the public and
the private sphere. For instance, we may include regional devel opment, socioeconomic
aspects and SME-promotion in the public set of goals which typically arenot mirrored in
the private firm. On the other hand, caring for the brand, managing risk and spurring in-
novation among suppliers, are naturally important considerationsin private purchasing.
Finally, and most importantly, thereis an important overlap in the objectives of cost-
minimisation and quality optimisation. Clearly, thisisthe areain which sharing of ex-
periences among sectors may be worthwhile. An illustration of thereasoning is provided
in figure 3.1 below.

Itis clear that the two overlapping objectives in the figure below, cost-efficiency and
quality, hinges upon sound and competitive markets. Hence, both private and public pro-
curershave typically the interest in common to foster competitive markets. Few would
dispute that procurement palicies of both private firms and public bodies affect the evo-
lution of market structure. Large, few and complex contracts may be too costly or com-
plicated for SMEs, leaving the market for larger firms. Such an increased market concen-
tration would increase market power of a handful of large suppliers, possibly resulting in
higher prices and a deteriorated performance.

10
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Figure 3.1 Private vs. public procurement objectives

Brand care

Private

Innovation

Optimal
quality

Cost-efficiency

Regional

SME-promotion development

Public

Regulatory

Socioeconomic goals compliance

Transparency

Source: Copenhagen Economics

Foreseeing this, one would expect that an efficient firm woul d adopt a procurement pol-
icy so as to safeguard competition among actual and prospective suppliers. In practise,
this would probably involve designing contracts with an appropriate life span and size
that would allow a number of suppliersto survive.

Such drategic considerations are, however, only relevant when the purchasing party
represents a significant share of total demand in the relevant market in which the suppli-
ers operate. Examples would include many public procurers, and some of the larger pri-
vate ones aswell in Sweden.

Conceptually, public procurers would have stronger incentives for sound and efficient
competition among suppliers than private enterprises. Thereason is that a unilatera pro-

11
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competitive action islikely to incur costs for the procuring party, either in the form of
foregone scal e efficiencies or increased transactions costs. The cost is borne by the indi-
vidual purchasing party whereas the benefits are shared with other firms and procurers,
and possibly also ultimately with consumers. For apublic procurer, all these positive f-
fects are part of the public interest. In contrast, for aprivate firm, these positive effects
that accrue to others do not contribute to the profits of the firm. Hence, competition in
supplier markets should merit higher priority when the procurer pursues public interests
rather than the interests of a private firm. In academic research, Caldwell et a (2005)
consider the area to be sadly neglected and argue for more research on supplier incen-
tives and management of supplier relations.

3.2. RESEARCH ON PUBLIC PROCUREMENT

Thereis comparatively little avail able theoretical and empirical research in economics on
public procurement. Given the scale of thisactivity, it israther surprising. Even very
moderate gainsin efficiency would result in significant savings for governments. In spite
of this, academic research is ill in itsinfancy.

We conclude that the scal e-competition-problem is acknowledged, but not analysed in
depth in the literature. A possible exception isthe case of monopsony (Keider and
Buehring, 2005). The focus is on short-run rather than long-run cost savings. The specific
issue of how to balance the benefits from economies of scale and supplier competition is
scarcely discussed. Other related issues, such as the optima number of suppliers, have at-
tracted more interest and the conclusions from those studies have some relevance a so
here (Segal, 1989; Cousins, 2002).

On possible lessons for public procurers from private purchasing, the literatureis more or
less silent. One notable exception being Prager (1994) which provides a colourful exposé
of US experiences concluding that contracting out of government services isfar froma
‘silver bullet’ or a panacea for improving efficiency in the public sector. Long term gains
critically depends on anumber of conditions, such as: when the public body cannot take
advantage of optimal scale or reap benefits of economies of scope; when contracting out
isasolution to a public organisational failure; when supplier competition is satisfactory
and; when management costs of the outsourcing process are not prohibitive. Public bod-
ies should, Prager concludes, approach the outsourcing decision just as private firms do,
pragmatically (and not ideol ogically).

More recently, Linthorst and Telgen (2006) considers the pros and cons of using multiple

suppliersin public procurement in the Netherlands. The pros include, for example, lower
costs through harsher competition, relative ‘independence’ from individua suppliers, less

12
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risk for supplier disruption and wide market access. The disadvantages involve higher
adminigtrative costs, less loyalty among suppliers and less scale returns. After reviewing
the specific public policy goals for procurement, which are of either regulatory, commer-
cial or socioeconomic nature, they conclude that multiple sourcing can help governments
reach some of these goals, asillustrated in table 3.1 below.

Table 3.1 Procurement goals and its fit with multiple sourcing

Procurement goal Description Fit of multiple sourcing
Regulatory goals 1. More Compliance Neutral
2. More transparency Neutral
Commercial goals 3. Reduction in costs Unclear
4. Stimulation of innovation Positive
5. Stimulation of competition Positive
Socio-economic 6. More sustainable purchasing Unclear
7. More buying from SMEs Positive

Source: Linthorst and Telgen (2006), derived fromtable 5

Although they do recognise the cost disadvantages associated with multiple sourcing,
such as higher administrative costs of procurement and probably |ess scal e-efficiency, the
combined effect is deemed unclear and hasto be judged case by case. Hence, multiple
sourcing ismore likely to be beneficial in cases where both economies of scale and ad-
ministrative cost savings are limited.

A more formalised examination of the scal e-efficiency trade-off is provided by Keisler
and Buehring (2005). They consider a case where the government is the only customer
and all goods on the market are acquired through public procurement. In such a case the
procurer has tremendous influence on market structure. For instance, using a single sup-
plier for some time would, depending on the financial strength of the others, result in ade
facto monopoly and elimination of supplier competition. On the other hand, competition
between multiple suppliers necessitates some degree of excess capacity and may also re-
sult in foregone positive scal e effects. In their model, competition is significantly in-
creased as the number of suppliersrisesto four, thereafter these benign effects become
less important and the scal e disadvantages more costly. In addition, these effects are
highly dependent on the assumed price elasticity® but |ess sensitive to theratio of variable
to fixed costs.

Keider et al conclude that competition cannot work unless suppliersjointly possess some
degree of excess capacity. Also, reasonable profits among successful suppliers are con-
sistent with sound competition in procurement markets.

! The model is sensitive to the degree of price dasticity — the positive effects of competition riseswith higher
dadticity.

13
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In away, these observations are pretty well mirrored by the main arguments presented by
Caldwdll et al (2005) whose paper identifies supplier incentives and post contract man-
agement as key areas for research. The study is based on three in-depth case studies. One
key finding isthat there is aneed to incentivise suppliersto suit broader public sector re-
quirements. public contractual forms should be able to reward suppliers for excellence
rather than for volume. The authors al so advance the argument that supplier dominanceis
best handled through managing a selection of suppliers within a ‘portfolio’ in order to
maintain an element of disciplining rivalry. Certainly, this critically hinges upon pro-
curement officials’ skills. Accordingly, Caldwell et al lastly conclude that procurement
competence need be strengthened around ‘post-contract award management’ to ascertain
that suppliers deliver as promised.

Naturally, such changes require that relationships between suppliers and public procurers
are more flexible. Evidence from the US suggests that such reforms can improve the ef-
fectiveness of public procurement. Clearly, they also provide new challenges to public
managers, but can be sensible strategi es when the tender involves complicated and non-
standard products. Lawther (2007), drawing on the experiences of the Invitation to Nego-
tiate approach adopted by the State of Florida, designs a conceptual model for when
more flexible relationships and increased space for negotiations between procurers and
suppliers are warranted. Two dimensions are highly relevant when assessing these needs
— the complexity of the product and the required degree of customisation. Depending on
the nature the intended procurement, an efficient procurer would need to adopt his policy
accordingly. Lawther outlines his model in the following matrix, see table 3.2.

Table 3.2 Lawther’s model for assessing need for flexibility and negotiation
Low complexity High complexity

High customisation 1. High/medium flexibility, little negotiation 2. High flexibility, much negotiation

Low customisation 3. Low flexibility, no negotiation 4. Low flexibility, low negotiation

Source: Lawther,(2007), Figure 1 (somewhat simplified)

Waste management service is an example of low complexity and little need for customi-
sation — hence procurers may not need to alow much flexibility or room for negotiation
with suppliers (case 3). The opposite situation can beillustrated with e-government or

I T-systems where products must be adapted to the specific needs of the public adminis-
trative body in question (case 2). Case 1 may be exemplified with |eases of office space —
substantial flexibility is probably necessary in the tender specifications but thereislittle
need for extensive negotiations with potential vendors. Case 4 would refer to cases where

14
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complex but already existing off-the-shelf products are to be procured and where the
need for flexibility and negotiation islimited.

Recently there has been asurgein the interest for procurement arrangements which in-
volve aternative ways of distributing risks between the procurer and the supplier. The
predominant alternative contractual forms are the public private partnership models that
have been employed in Sweden and elsewhere. Although such projects are more de-
manding in terms of planning, normally require commitments over long time and are bet-
ter suited to large-scale infrastructure investments, the mode certainly has a potentid to
improve efficiency (Konkurrensverket 2008). Public private partnership projects are
clearly a step towards public contracts which incentivise suppliers to suit broader public
sector objectives and make it simpler to reward suppliers for excellence rather than for
volume.

In sum, we have seen fairly little in terms of economic research on the optimal balance
between ensuring competition among suppliers and to benefits from economies of scale.
Nevertheless, the basic trade-off isidentified, and we conclude that the literature provide
some support for the relevance of including the scal e-competition trade-off in an efficient
public procurement strategy.

3.3. RESEARCH ON PRIVATE PURCHASING

The literature on private purchasing isricher than that of public procurement. The main
thrust of thisliterature, however, is not on the scale-competition trade-off, but rather on
the management of risks, relationships and costs. Recently, the interest has grown, pri-
marily driven by the potentia for cost savings. Our general impression isthat purchasing
within private corporationsis amore prioritised activity compared to procurement in
public bodies. Europe Economics conclude in their 15 country study conducted for the
Commission that private purchasing is “an integral part of strategy and - - - subject to au-
dit” (Europe Economics 2006, para4.71).

A good and concise example of these devel opmentsis provided by Niezen et al (2007)
who observe that more than half of the cost reductionsin successful corporations arise
from supply management activities. Three main sources for these savings are identified.
Firstly, leading companies manage to create supplier competition by continually search-
ing for new suppliers and developing alternatives such as ‘insourcing’. The potentia
competitive threat to suppliers ensures cost efficiency. The question of sole or multiple
sourcing is part of the strategic behaviour - important considerations in addition to prices
include delivery speed, quality, flexibility and assured supply. Secondly, efficient pur-
chasing divisions within successful corporations continually seek to tap knowledge from

15
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suppliersand feed it into their own organisation. The increased knowledge improves the
abilities of corporations to negotiate with new suppliers and to develop alternatives. The
third source includes direct initiatives to ‘expand the supplier universe’ —i.e. to stimulate
firmsto engagein the kind of operations that would make them eligible as suppliers.

Slightly from a different angle, Ogden et a (2007) identifies three main lementsin the
purchasing strategies of successful corporations: professionalism; status of the purchas-
ing section within the organisation of the firm; and active supply management. Success-
ful firms often perform well on all these aspects and have seen clearly visible effects on
overall financial performance. Previous research have associ ated such strategic thinking
mostly with North American large corporations. However, the results seem to indicate
that thereisageneral recognition across countries and firmsin Europe that there existsa
gap between desired and actual levels of strategic thinking in purchasing. The purchasing
activity is strengthened throughout most industries today.

Niezen et al and Ogden et al adopt different perspectives, but share a clear focus on ac-
tive management of suppliers as akey to achieve efficiency. Purchasing managersin
successful corporations are knowledgeable, continually monitor performance of suppli-
ers, and seek aternatives. Prager (1994) observes that “[the] private sector not only un-
dertakes outsourcing but manages it”, which captures the core of what lies behind both
efficient private purchasng and the research efforts devoted to it.

Purchasing management can be organised in different ways. Parker (1997) identifies that
most supplier relationships can be described along a continuum between pure competi-
tion or spot price market sourcing, in which little negotiating or interaction takes place, to
full in-house production. In between these extremes, purchasing managers may strategi-
cally choose a suitable degree of ‘closeness’ with its suppliers. Thisisillustrated in fig-
ure3.2.

Figure 3.2 Parker’s procurement continuum

Economising on transaction costs

€-—— e ——— - >
Purchasing from Partnership ) Competition/
subsidiaries sourcing Preferred supplier spot price
i A
W Ll
: f Adversarial
Vertical Joint
Networks iti
integration/ ventures competition
in-house
production

Source: Parker (1997), Figure 1, slightly modified
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Both extremes represent |ow transactions costs — either because production takes place
within the firm, or because the spot market is used. In between, transaction costs are
higher because of the need to regulate cases of potentia opportunism.

A possible path to minimize such transactions costs is to substitute some of the contrac-
tual arrangements with an element of trust. Such relationships are more subtle but appear
to be an important aspect in private purchasing. Trust can be consistent with profit-
maximisation behaviour if the actors are long-term and have repeated encountersin the
market. Trust, or ‘collaborative relationships’, can also be regarded as a process between
the parties to achieve a mutually benign objective. Aslong as trusting each other isvalu-
able, firmsare willing to continue and deepen such relationship.

Nevertheless, as underlined by Cousins (2002), one should not forget that “all firms are
‘snakes’[, obsessed] “with their own survival and self-interest”. Also, “when that interest
is no longer served, rest assured, they will bite you!” (op cit, p 81). Further, transparency
is generally regarded as a prerequisite for trust between the parties, although it also may
have some negative effects (Hultman et al 2007).

3.4. THE SCALE-COMPETITION TRADE-OFF

There are anumber of considerationsthat can be justified when finding the optimal scale
of procurement. In what follows below, we will organise these into factors that are exter-
nal and internal to the procurer, respectively. By external factors, we refer mainly to
market characteristics such as concentration on the buyer and the seller side. Internal fac-
torsinclude aspects such as competence within the procuring organisation, technology
and organisational set-up. Depending on the nature of these factors, public procurers may
either wish to conduct large and centralised tenders or, alternatively, smaller and decen-
tralised ones.

External factors

When supplier markets are characterised by a national monopoly, thereislittle point in
making tender contracts small or to decentralise the procurement function. Decentralisa
tion in such a context may even lead to inefficiencies since it would probably reduce the
likely positive effects of buyer power. Also, the beneficial effects of decentralisation may
be limited if, initialy, the number of suppliersisno larger than the number of procurers.

The size of the relevant geographic market is also a pertinent element. For local markets,
decentralisation is probably more warranted compared to a situation of nationd or larger
markets. In contrast, for products which enjoy national or even internationa coverage,
such as IT hardware, there may be little point in decentralising, since the coveragein it-
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sdlf represents a certain degree of seller power. The opposite would constitute a sensible
strategy if the products were only offered locally, which often isthe case with training or
cleaning services.

Economies of scale and scope are perhaps the strongest rationale for large and long con-
tracts. The degree of these benefits naturally depends on the kind of product to be pro-
cured. IT hardwareistypically regarded as an example when large procurements may re-
sult in more favourable prices, whereas these effects are cons derable weaker for I T sup-
port services which usually requirelocal presence.

When products are highly specialised to fit certain needs, decentralised and small-scale
procurements may be preferred to avoid ‘one-size-fits-all’ concerns. For example, certain
products may be devel oped to address |ocal needs and conditions, and may not be appro-
priate elsewhere. In contrast, when products are standardised and similar acrossregions,
these arguments do not hold.

In industries where innovation isintense among firms it may be motivated to allow a
multitude of contracts and to decentralise public procurements. In thisway, more innova-
tions and ideas are tested on the market and technological devel opment is stimulated. In
essence, the underlying rationale is the seedbed argument — the greater the diversity of
products circulated in the market, the better will the selection process work in which the
most economically efficient solutionswill prevail. Too large and centralised procurement
contracts may produce opposite results. On the other hand, when industries are mature
and less innovative, the case for decentralisations and small-scaleis not as strong.

If public procurement does not constitute a significant share of the market, the relative
influence on the market development is probably small. Transactions costs arising from
decentralised and small-scal e procurements may then constitute an argument for making
procurementsfairly large. If, on the other hand, public procurement dominates the mar-
ket, the most extreme exampl e being defence contracts, the benefits of a pro-competitive
small-scale procurement design probably outweigh the transactions costsit incurs.

These factors, externd to the firm, are hdd asrelevant considerations for public procur-
ers when designing tenders and arelisted in table 3.3 below. Each line correspond to a
factor and the entriesin the table represent opposing extremes, such as monopoly vs.
many small companies. These extremes correspond to examples where an appropriate
public procurement policy would be characterised with either large-scale and centralisa-
tion, or small-scale and decentralisation.
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Table 3.3 External factors relevant for procurement design

Large/Centralised Small/Decentralised

Monopoly Many small companies

National or larger geographical markets Local markets

Significant economies of scale and/or scope Limited economies of scale and/or scope
Standardised products Specialised products

Mature industries Innovative industries

Public procurement a small market player Public procurement a large market player

Source: Copenhagen Economics

In addition, there are also good reasons to think about a range of factorsinternal to the
firm asfurther explored below.

Internal factors

The factors ingde the realm of the procuring organisation are a so important to consider.
These factors concern both the skills and experiences of the individua procurers and the
organisational structure in which they function.

Firstly, they needs to be satisfied may not be the same for al end-users. If preferences

differ significantly among the actua recipients of the purchased products within the pur-
chasing entity, it is probably worthwhile to decentralise which gives better opportunities
to adapt procurement to actual needs, which, for example, may differ between localities.

Y et, one of the drawbacks of such decentralisation isits dependence on high procurement
skillsin several parts of the public organisation. Crucialy, efficient decentralised pro-
curement hinges upon access to relevant market information. If the understanding of
what congtitutes afair price islacking within the procuring organisation, centralisation
and pooling of purchasing competence can be efficient. Centralisation also has the addi-
tional advantage of ssimplifying an appropriate sequencing of contractsto makeit easier
for SMEsto participate. A SME-friendly time profile of tenders includes contract length
and the period between announcement, decision and commencement.

These internal factors are summarised in table 3.4 below.

Table 3.4 Internal factors relevant for procurement design

Large/Centralised Small/Decentralised

Similar preferences across the organisation Heterogeneous preferences

Little understanding of a fair price Great understanding of a fair price
Great understanding of future needs Future uncertainty

Source: Copenhagen Economics
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Taken together, the externa and internal factors outlined above are meant as anon-
exhaustive list of important considerations for a public procurer with the objective of fos-
tering competition among suppliers, minimizing procurement costs, stimulating innova-
tion and supporting SMEs. They are all derived from atheoretical viewpoint - the factors
arerelevant in designing an optimal size (and length) of procurement contracts. The
meaning of “optimal” in this regard refers to striking a balance between making cost-
efficient procurement contracts and fostering competition in supplier markets today and
in the future.
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Chapter 4

HOW LARGE AND LONG SHOULD TENDERS BE?

In thisand the next chapter, the results from nine long interviews with experts on public
procurement are presented. Theinitial focus was on what public procurement officials
can learn from private purchasersin finding an optimal trade-off between scale returns
and competition among suppliers. An interview guide was derived from the conceptual
model presented above. Most interviews lasted for about one hour. Theinterviewees® are
not anonymous, but their individual answers are. For thisreason, industry characteristics
bel ow have intentionally been kept vague. The interview results are interpreted by Co-
penhagen Economicsin light of other relevant empirical evidence. It should be under-
lined that the conclusions not necessarily correspond to those of the respondents.

Section 4.1 below outlines the experiences of practitioners with respect to whether pro-
curement size affects market structure in any noticeable way. Even though thisis kept as
amaintained hypothesis by a number of experts, thereislittle available recognized evi-
dence to support or reject the existence of such effects. Section 4.2 deals with anticipated
positive and negative consequences of large tenders. In section 4.3 we draw conclusions
in light of these findings with reference on our conceptual model presented above.

4.1. DOES PROCUREMENT SIZE MATTER?

Our overall conclusion isthat size indeed matters. Not only tender size, but also geo-
graphical reach, and to some extent contract length, has a clear and direct effect on mar-
ket structure. Few and large (and long) contracts lead to concentrated markets, whereas
an appropriate mix of procurement contracts of various sizesfoster amore varied market
structure. As a consequence, setting the right size of procurement contractsis ahighly
relevant policy tool for promoting SMEs.

Some respondents acknowledged that in some service markets each tender was a matter
of surviving for most firms. This was taken as aclear indication that procurement size af-
fected the number of firmsin the market.

Another group of respondents felt reasonably certain that |arge procurements affected
market structure. The effects were not only making life hard for SMEs because of their
sheer smallness, but were also having the effect of dampening the willingness among
procurersto adopt new and innovative solutions. Since innovations and product differen-
tiation often are the modus operandi of SMEs, large tenders restricted the growth pros-
pects even further. In this way, large procurements reduce the market share for SMEs and
eases competitive pressure for incumbent large-scale firms.

2 Listed in the appendix.
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A few interviewees discussed the possibility of SMESs to team up and submit joint bids.
Often, the effort was seldom considered worthwhile given the costs and uncertainties in-
volved.

There was one counterargument presented to the view outlined above — large procure-
mentsin a particular heavy industry would normally result in extensive subcontracting
from the firm winning the tender, sometimes amounting to three quarters of the contract
value. In away, the larger firmsthat participated in such tenders performed therole of a
‘broker’, providing the link between the procurer and the efficient SMEsthat werenot in
the tender process. Such situations may neutralise some of the negative effects of large
tenders but hardly eliminate them altogether.

One respondent explained the disappointingly low numbers of biddersin many tenders as
an effect of lack of trust among SMEs for the fairness of the tender award process.

4.2. PROS AND CONS OF LARGE TENDERS

The principa advantage of large tendersisthe presumed positive economies of scale and
scope that are expected to be reflected in more competitive bids. In practise, however,
such claimed benefits are often exaggerated and sometimes even non-existent. On the
other hand, very large tenders have drawbacks in terms of |ess competition, less innova
tion and sometimes also less productivity. Too large and/or too complex tenders are more
of a problem for SMEs than their smal production capacity. Framework agreements
generaly fall into this category.

The Pros

One respondent noted the absence of empirical studies on returnsto scale and scopein
large public procurement markets which make it hard to draw conclusions. Asagenera
observation, however, it can be frequently observed that SMESs compete successfully side
by side with considerably larger companies in numerous services markets. If anything, it
was argued, this was certainly a strong indication that returns to scale where not over-
wheming in those markets.

Another respondent referred to procurements of travel booking services — there was very
littleindication that unit service prices would fall with increasing volumes. This observa-
tion also suggests limited scale benefits. Similar experiences were reported by there-
maining respondents.

These views arelargdly consistent with recent reports. In the survey by Europe Econom-
ics (2006) most respondents, consisting of procurement officialsin 15 EU member states,
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deemed central purchasing bodies to deliver better value for money. Such arrangements
can be regarded as a pooling of regional public procurement needs to achieve scal e bene-
fits. Interestingly, public officialsin Germany felt that procurement through central pur-
chasing bodies was more expensive. Unfortunately, the study does not discriminate
whether these effects are arepresentation of economies of scalein production or savings
on administration costs. In a study by the Swedish Nationad Audit Office (Riksrevisionen
2005) on coordinated procurement arrangements within the Swedish government, it is
concluded that the main savings potential ison administrative costs.

Clearly, these effects may differ across industries and between services and goods. In
sum, the pros are mainly small cost savings. The cons, on the other hand, were felt to be
much more diverse.

The Cons

One respondent believed that large procurements are associated with higher risk aversion
among public officials. In large-scale procurements, public procurers would be even less
prone to try new and innovative sol utions simply because the negative consequences of
an error aso would be large. New solutions may rather be tested in small, but not large,
scale. Since SMEs are often innovation-driven, large tenderswould thereby limit their
nichein the market. As aresult the market may become more concentrated and | ess dy-
namic.

A related problem isthat a company which indirectly participatesin abid via a ‘mother’
which the official bidder, cannot participate in alternative bids. Thislimits the supplier
universe and reduces competition. In the private sectors, such legally imposed limitations
hardly exist. A metaphor depicted the point perhapsin the clearest possible manner: in
the private sector you are allowed to pick out anational team using the best playersin the
best clubsin the country. In the public sector you can only choose one of the club teams.
no picking and choosing of individual playersisallowed.

Framework purchasing arrangements are often believed to be associated with large pro-
curement size. Several respondents had strong views of these. In some service sectors
such as cleaning, real estate maintenance and I T systems, such contracts are clearly the
dominating type of tender. Sometimes very large framework arrangements, covering the
whole nation, coexist with smaller ones. There was little support among interviewees that
framework arrangements would result in lower costs due to economies of scale. On the
contrary, since such contractsin general do not specify volume, they may even lead to
higher overall costs since suppliers need to maintain idle capacity in order to be prepared
for prompt delivery at short notice. Naturally, the approach would most certainly allow
authorities to save on administrative costs. Still, these are not likely to be significant. On
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the negative side, reduced user flexibility and the limited chance of SMEsto participate
were highlighted. Riksrevisionen (2005) concludesthat framework agreements probably
are more suitable for standardised goods than for services - aview that was shared with
severa of the interviewees.

A related issue are the centralised purchasing bodies which are given more freedom un-
der the new procurement act in Sweden. The general opinion among respondents was
fairly similar to that of framework purchasing arrangements, with the additional concern
regarding the jurisdictiona freedom of these bodies to act as a competitive player in the
market (SOU 2006, p 457-86).

4.3. PRIVATE PURCHASING STRATEGIES AND SIZING

The results of the interviews strongly indicated that the optimal balance between pur-
chasing scale and competition among suppliersisnot a central part of purchasing strate-
gies among private firms.® Purchasing strategies of private firms are primarily focussed
on risk management, performance monitoring and nurturing relations to sellers. Supplier
competition is stimulated mainly through performance monitoring and communication,
and only to alimited extent by carefully setting contract size and length.

The outcome was somewhat contrary to what we had expected, but could possibly be ex-
plained by the fact that private firms seldom reach sufficient size to unilaterally bein a
position to seriously affect market structure. Hence, their incentivesto act strategicaly in
this senseislimited. Moreover, the size-competition balance hasreceived very little at-
tention in the literature in comparison to other aspects of private purchasing, such asthe
management of supplier relationships and building trust.

In conclusion, public procurers have little to learn from private purchasersregarding siz-
ing of tenders. Nevertheless, we believe there are strong arguments for using considera-
tions such asthose in the conceptua model above in public procurement. We have seen
above that tender size affects market structure, competition and the growth prospects for
SMEs. In addition, there are costs as well as benefits internally for the procuring body
following large and centralised procurements. An appropriate policy for public procure-
ment need to carefully balance the various external and internal conditions and then
make an informed decision on the adequate tender size. We propose that the framework
devel oped in section 3.4 above be used for this purpose.

% In addition to the interviews, a scan of publicly available purchasing policies among large corporationsin
Sweden on the internet has produced virtually nothing regarding the scal e-competition balance.
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One respondent believed the reason for the non-existence of a clear private strategy was
that few corporations were of large enough sizeto find such an investment worthwhile.
Other noted that private purchasers sometimes were less rigorous with details compared
to public procurement officials. Someone was of the strong opinion that private purchas-
ing managers were hardly considering supplier competition aspects at all. Most inter-
viewees thought that the size-competition trade-off identified by the conceptual model
was arelevant consideration for a proper and SME-friendly palicy for public procure-
ment.

In an ambitious study by the Swedish Agency for Economic and Regional growth (Nutek
2006) it was concluded that the public procurement policy has a srong potential role asa
driver for change and devel opment. Unfortunately, current public procurement practise
largely fall short of this motive.
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Chapter 5

FOUR LESSONS FOR PUBLIC PROCURERS

The results of theinterviews showed robustly that the greatest learning potential for pub-
lic procurers were not on how to find the best size of tenders, but rather on other skills. In
fact, theinterview theme, “what can public procurers learn from private”, typically led
the respondents to highlight arange of factors relaing to the forming and maintenance of
relationships between purchasers and suppliers. The input from the interviewees pro-
vided the main basis for these arguments which has been systematised by Copenhagen
Economics into four core aspects outlined below.

5.1. COMMUNICATION

Communication between procurers and suppliersis seldom satisfactory. As aconse-
quence, suppliers have often experienced that public procurers ask for products or ser-
vices that are not first-best to satisfy actual needs or do not reflect the current level of
technology in the market. This can be seen as afailure in communication between the
parties which need to be addressed in a proper way. Better communication enables sup-
pliersto better understand what products are the most appropriate to satisfy the needs as
efficiently as possible.

Various proposals were advanced by respondents, including annual forums, fairs and ca-
pacity building schemes of public procurers administered by government agencies. We
believe such initiatives may prove useful, provided they do not compromise fairness and
competitivenessin the tender process.

Little communicati on between public procurers and suppliers

Some respondents with hands-on experience with public procurement of complex ser-
vices bluntly stated that public officials seldom spoke to sellers. At the stage in which the
tender requirements were specified, some contacts may occur, but far from aways and
virtually never after this phase. Asa consequence, it becomes very hard for private cor-
porationsto fully understand what the tender exactly is about and what needs that are to
be fulfilled.

Public officials are often not aware of the latest and most appropriate technology. If ten-
ders were more flexible, this would probably not constitute a significant problem. How-
ever, given that tender specificationstypically are highly detailed, new and innovative
solutions may be defined away, which resultsin frugtration among innovative firms en-
gaged in devel oping new technologies.

One interviewee commented that the public procurer taks alanguage and uses alogic

that differs distinctly from those used among suppliers. Also, tender specifications are of-
ten very detailed and hard for suppliersto fully comprehend or understand the underlying
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rationales. Quite awkwardly, both sellers and buyers appear to spend much time trying to
understand each other but without directly communicating. A genera belief among most
respondents was that the solution is better and more direct communication between pub-
lic procurers and sdllers. In the private sector, such contacts are commonplace. Suppliers
have normally the possibility to present and discuss possible trading arrangements during
a series of meetings and subsequent negotiations.

Legal obstacles to more communication

Some respondents noted the public awareness of the problem and that various initiatives
have been taken to address them, introducing various forms of direct negotiations be-
tween procurers and sellers.

One respondent considered the present legal framework for public procurement as an al-
most insurmountable obstacle for building the kind of relationships that are common-
placein the private sector. Nevertheless, efficient public procurement necessitatesa sig-
nificant amount of information regarding what the market has to offer. If long-term con-
tractual relationships has adverse effects on market structure one can expect a growing
need for the buyer to exert buyer power to replace the eroding competitive pressure. This
isindeed a challenge, but isalso in part corresponding to how conditions arein the pri-
vate sector, especialy in Japan.

The dominance of ‘price’ as award criteria

Another interviewee, with reference to a service sector, interpreted limited communica-
tion as cause for why price dominates as the single most important award criteria. Such
price focus carries the risk of down-playing important considerations that rel ate to flexi-
bility, quality and assured delivery. An exaggerated focus on price together with detailed
tender specifications can result in unnecessary costly procurements. Public procurers
have mostly little knowledge of what dementsin arequested service are the most costly.
The point was illustrated with cleaning services: an additiona folding may increase costs
significantly but only represent aminor value for the recipient of the service. With better
information, buyers may be better at matching preferences with actual costs of provision.

Communication initiatives between public procurers and suppliers

It was also reported that some municipalitiesin Sweden adopted more proactive commu-
nicative approaches in the phase preceding the announcement of a tender. Meetings were
organised bilaterally between procurement officials and a number of suppliers. There-
spondent thought these meetings were positive — they were informative for suppliersre-
garding the actua underlying needs of the municipal and also very useful for procurersin
terms of learning about various ways to meet these needs. It was felt that a number of
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prospective misunderstandings were removed in thisway and that a certain space for en-
trepreneurship was kept within the boundaries of the tender specification.

In the private sectors, such interaction is commonplace and constitutes the main source of
information gathering among private purchasers. In generd, however, private purchasers
are more knowledgeabl e than their public counterparts, adifference that most likely is
associated with better and moreintense buyer-seller interaction. Another reason isthat
private purchasing is more concentrated towards a particular input. For a smaller munici-
pality, the scope for such specialisation may be severely limited. A noteworthy observa-
tion isthat private corporations almaost never purchase services without physically meet-
ing the supplier. In the public sector, such meetings are much less frequent.

Prospects for better communication

There areimportant organisational differences between most public procurement offi-
cialsand private purchasing managers. In private companies, the experts are often differ-
ent persons compared to the purchasing manager. The two roles are separated but put to-
gether in ateam. In the public sector, such specialisation israre. In addition, the public
procurer is often organisationally located further away from the end user compared to
private purchasers. Taken together, these conditions limits the prospects of reaching the
same purchasing skillsin the public sector asis seen in some successful private corpora-
tions.

Varying forms for improved communication between sellers and buyers were proposed,
such as trade association events where public procurement officials are invited. Also,
public agencies should take initiatives towards educating SMEs in interpreting tenders
and in formulating competitive bids. Larger firms are better a therules of the game since
they often have the strength to designate a certain individual to specialisein public pro-
curements.

Besides these interviews, it isillustrative to shortly refer to published statements and re-
ports. Nutek (2006) devotes considerable attention towards describing the prospects, pos-
sihilities and initiatives for more communication between sellers and buyers. Interest-
ingly, the current legal framework, which to an even larger extent would include there-
cent legidative changesin Sweden, has provisions for increased and improved communi-
cation arrangements in place today. Nutek argues these provisions constitute a promising
path towards a public procurement policy that better simulates innovation and choice,
not the least through SME-support. The trade associations, Stockholm Chamber of
Commerce (Stockholms Handel skammare 2005) and Almega (2006) propose a number
of improvements of public procurement ranging from policy issues to stronger enforce-
ment mechanisms. A fundamenta problem for their member firmsis the contradictory
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and unduly restrictive tender requirements. In part, thisis explained by dissatisfactory
communication between the public procurers and the private suppliers. Indeed, the rec-
ommendations by Europe Economics to the European Commission also includes sug-
gested improvements of the information exchange between bidders and procurers
(Europe Economics 2006, para 39 (b), p xii).

5.2. FLEXIBILITY

Theflexibility for suppliersto propose alternative products is often unduly restricted in
tender specifications. Some interviewees sense that public procurers often put an im-
proper weight on conditional requirementsin relation to flexible award criteria. Others
stress the importance of conditional requirements but agree that public procurers are too
restrictive in setting the general frames for the tender. The restrictiveness may take the
form of too much emphasis on how a project should be conducted in relation to what it is
supposed to achieve. This hampersinnovation, limits the quest for cost-efficient solu-
tions and complicates procurement processes as well as worsens conditions for SME.
Private companies are generally better at alowing suppliers sufficient manoeuvring
space for innovation and new solutions.

Tender specifications often too narrow

Some respondents noted that many tenders involved too many conditional demandsin re-
lation to award criteria. As a consequence, the innovative space is limited. Public procur-
ers need to loosen their grip abit. It was a so observed that conditional demandsin the
private sector often were negotiable. In other words, if a prospective supplier had good
reasons, there was always a possibility to contact the private purchaser and argue for a
change.

A general concern among SMEsisalow level of trust of the fairness of the procurement
process and that the best offer ultimately is selected. The smpleminded price focus con-
tributes to these worries. In contrast, the private sector often considers performance
equally or even more important than price. Private purchasers are said to be more inter-
ested in the performance than costs. The strong price focus may result in firms, in par-
ticular SME, abstaining from bidding. There isaso afear of being subject to some sort
of litigation should a bid be successful but legally challenged by a larger competitor.

Another lack of flexibility arethe common strict demands of relevant and extensive ref-
erences. For new firms and especially for SME, references may be poor or non-exigent.
Overly relying on firm referencing makes entry harder for new firms and for SMEs
which may limit competition.
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Size and timing of tenders

Also sequencing of contractsis aproblem for SMEs. It may be appropriate for public
procurersto let the tenders appear with afrequency that make it easier for such firmsto
participate and submit bids.

Framework agreements are perhaps flexible for the procurer, but is according to some re-
spondents of little value for suppliers since volumes rarely are guaranteed or can be accu-
rately forecasted. Many experienced that framework agreements usually gave dispropor-

tionately generous concessions for the public procurers and little flexibility for suppliers.

A critical aspect of the prospects of SMEsto participate in atender isthe time profile of
the contract, including the length from sign-on to start of delivery. For a specific me-
dium-advanced service industry, most SME-entrepreneurs would have no problem in
meeting most likely procurements, given that sufficient time was given for submitting
tenders and, most importantly, for preparation. For example, a 2-year contract to be
started in 3 months can constitute an insurmountabl e obstacle for many SME.

Tender specifications are a so often considered as inflexible in meeting unforeseen needs
or other externalities. If surrounding conditions suddenly change, it is often unclear what
kind of operative responses that are expected from the supplier. Further, suspicions are
frequent amongst suppliersthat tender specifications sometimes are ‘tailored’ towards a
certain company, which isregarded as highly unfair.

Fear of litigation

The main reason behind public procurers’ propensty to make tendersinflexible is fear of
litigation. If tender specifications are broad, it is percelved that it would increase the
chance that unsuccessful bidders would legally challenge the award decision.

Another respondent stated that a potential source of inflexibility arises when consultants
which have participated in a pre-study are not be digible for submitting bidsin the sub-
sequent tender. This restricts the supplier universe and competition and may also limit
the willingness of competent consultantsto conduct pre-studies.

In several aspects, the pointsraised by theinterviewees are confirmed by published re-
ports and statements. The Swedish employers’ organisation for service companies, Al-
mega, concludes (Almega 2006) that tender specifications have a tendency to focus on
how rather that what is supposed to be delivered. The organisation concludes such prac-
tise largely to be unnecessary and that it ultimately limits entrepreneurship. Europe Eco-
nomics (2006) considers, from a European perspective, private procurers as more fit for
the purpose and flexible, whereas public procurerstypically are afraid of litigation. Pub-
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lic procurement is often characterised by administrative incompetence coupled with an
insistence on unnecessary detailed compliance. Private sourcing, on the other hand, is
generally more transparent, more competitive and less bureaucratic. The Swedish Com-
petition Authority (2008) concludes that low price award principlesis common in public
tenders which may lead to few bidders and less innovation.

5.3. PREDICTABILITY

Predictability regarding what future tenders will requireis generaly considered as poor.
In some industries and for some activities, firms may need to invest in research and de-
vel opment long before the actual tendering procedure is started in order to meet these
demands. If firms are uncertain on tomorrow’s demands in public procurement, they may
find it too risky to do so. Better predictability can hence stimulate innovation in the right
direction. Thisargument has been stressed by interviewees in particular with relation to
environmental performance. Improved predictability is also warranted on when tenders
can be expected to be announced which would enable firms to be better prepared. Suffi-
cient time between the tender phases (announcement, time limit of tender, decision, start
of delivery) is often a prerequisite for the participation of SMEs in public procurement.

Standards and future demands

Some respondents stress that it is difficult to correctly foresee future conditiona demands
on public procurements. Sometimes, demands come as a surprise when the tender is pub-
lished and it can be hard for some enterprises to meet them within the postulated time
limits. Had the procurement officials declared such goalswell in advance, itislikey that
more companies would have had time and resources to meet them. A few of the inter-
viewees argue that private firms are better at pursuing such objectives.

Therole of standards was advanced as a possible solution to increase more predictability.
Standards have the potential to simplify both procurement and bidding. Today many pub-
lic procurers have devel oped poor substitutes that may be hard for suppliersto fully
grasp. Standard setting processes may also be beneficial through ensuring objectivity,
transparency and influence by stakeholders. Thereis aneed for further standardisation
and improvements in existing standards. Naturally, it isimportant to safeguard that such
standardisation efforts do not curb or distort innovation.

An areawhere the informational challengeis paramount is environment conditions. A
number of years ago, public procurers more or less defined such criteriaafresh with each
new tender. The process was utterly cumbersome for both procurers and suppliers.
Lately, theindustry and the procuring community in Sweden hasjointly devel oped stan-
dards for a number of common I T-products which made procurements less time-
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consuming, more efficient and also provided much sought-after guidance for the industry
regarding public environmental priorities. A similar task force for sustainable procure-
ment exists in the UK. The guidance reduced the uncertainty involved among suppliers
and stimulated more focussed research and devel opment agendas.

Framework contracts

Another aspect, raised by most respondents, concern the prevalence and practise of
framework contracts. Most companies regard these as highly unpredictable as regards fu-
ture volumes, especially for large framework contractsthat cover the entire nation. Only
large firms arereally in a position to handle such uncertainty in an efficient manner. A
common belief is that the market would be more diversified framework contracts were
less prominent. A sound public procurement policy should try to direct the devel opment
path of the industry when it comes to issues such as environmenta performance.

5.4. LEARNING

It is paramount to carefully evaluate procurements through its entirelife cycle and feed-
back the lessons learnt into future procurements. This aspect has a strong dynamic impli-
cation — private companies are generally felt to be far better than public at evaluating
supplier contracting processes and learning. Also, thorough monitoring during the con-
tract life may provide strong incentives for the supplier to maximise performancein the
dedivery phase. For public procurers, such learning and monitoring is generally perceived
by interviewees as being underdevel oped and not prioritised but greatly needed.

Incentives to perform in private vs. public sectors

Oneinterviewee refereed to the Japanese example of private purchasing that has drawn
some attention to various business communities over the years. Learning plays a centra
role and contracts are loose with respect to detail. Instead, the buyer constantly monitors
and registers the performance of the suppliersin order to maintain pressure for optimal
performance. The supplier knows that dissatisfaction of performance may result in an
immediate disruption of order from the client. Long-term relationships are the norm.

In stark contrast, most of the interviewed witnessed a move in the opposite direction in
the public sector. Aslong asddivery is acceptable according to tender specification, the
supplier is paid the agreed amount. Performance in excess of what is promised isasa
genera principlenot rewarded. In other words, irrespective if a supplier only barely fulfil
the public procurement contract or, fulfil it with outstanding excellence, the termination
date and compensation scheme remains unaffected. Hence, during the delivery phase
thereisvirtually no incentive for suppliersto improve performance in excess of the
minimum as gipulated in the contract.
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In the private sectors, the picture is often the opposite. There are often strong incentives
for high performance put in place during the life of the ddlivery phase. These incentives
concern both monetary rewards as well as an increase probability of contract extensions
in time or volume. Performance monitoring and learning in the government sector isan
areathat isregarded as underdevel oped, including both central government agencies as
well asmunicipalities. Thereis vast scope for improvementsin thisfield.

The challenge for public procurement

The shortcomings of municipalsis partly afunction of its small size in combination with
itswide obligations. A single public procurer may need to have expertise in goods rang-
ing from toilet tissue to I T-services which constitutesarea competence capacity limita-
tion. Another problem is the organisationa structure of public procuring bodies— users
arenot infrequently located very far from the procurers. It is natural to expect that the
prospects for efficient learning are constrained as a resuilt.

Some respondents described cases where the user of publicly procured products were not
happy with the delivery despite the fact that the supplier fulfilled al its contractual obli-
gations. Such situations are not uncommon in the public sectors, but seldom arisein the
private sector. One respondent explained that they always sought to directly measure cli-
ent satisfaction, an activity that almost never was conducted with public customers given
the limited incentives to do so.

The general thrust of these interview results mirror reasonably well what the former
Chief Executive of the UK’s Office of Government Commerce put forward in his con-
densed and sharp article: “Procurement isn’t just ajob: good procurement isaskill, and it
needs to be recognised as such” (Oughton 2007). Thereis probably no other way to ob-
tain such skills el se than learning through experience.
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