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As the market for public procurement is large - national and subnational authorities in Europe 
have purchased about 17% of EU GDP in 2007, efficiency gains in public procurement can 
bring tangible macroeconomic benefits. Cheaper procurement relaxes pressure on government 
budgets and creates fiscal space.  

A number of empirical studies estimate the cost reductions from transparency and competition 
in procurement markets and conclude that transparency and competition tend to substantially 
reduce procurement prices. Europe Economics (2006) estimates that - increasing competition 
among suppliers - EU legislation has led to 2½-10% decline of prices in about 20% of the 
procurement market.   

Based on these cost saving estimates, the present paper investigates the long-run effect of 
cheaper procurement on output, employment and consumption in an extended version of DG 
ECFIN's QUEST III model. The output, employment and consumption effects of lower 
procurement prices obviously depend on how the government uses the fiscal space: tax cuts, 
higher public demand, higher transfers or subsidies. The alternative measures have different 
demand and supply side effects: reducing labour and capital taxes tends to raise labour supply 
and investment; higher public consumption pushes total demand, whereas public investment 
adds an improvement in factor productivity to the demand-side effect; higher transfers 
increase household income, but may also raise the reservation wage of workers, with negative 
consequences on labour supply; subsidies to the producers change the relative costs and prices 
in favour of the subsidised sectors of the economy. 

The paper focuses on a scenario, in which costs savings in procurement are passed on to 
households via lower tax rates on labour income, and compares the results to scenarios of 
lower capital income taxes and higher public investment. A gradual reduction of the labour 
income tax in response to a 5 percentage-point mark-up decline over ten years (0.5 percentage 
point per year) in 20% of the procurement sector increases real GDP, employment and private 
consumption by 0.1-0.2% above pre-reform values after 5 and 50 years. An immediately 
effective 5 percentage-point decline of the price mark-up amplifies the positive short-run 
effect, but has similar long-run implications: GDP, employment and consumption are up by 
0.1-0.2% after 5 and 50 years.  

The macroeconomic benefits are roughly proportional to the mark-up reduction achieved by 
the reform. The output and employment effects of the labour tax cut crucially depend on the 
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elasticity of labour supply. The macroeconomic benefits of such policy increase with the 
elasticity of labour supply to labour taxation. 

Reducing the tax on capital income as an alternative way of distributing government cost 
savings is less beneficial than the labour tax cut in GDP, employment and consumption terms 
after 5 years. Due to strongly increasing private investment, positive long-run GDP effects are 
slightly higher than after the labour tax cut, while consumption and employment remain close 
to pre-reform levels. 

Using cost savings in procurement to increase the volume of public investment has similar 
GDP and employment effects than a tax cut on capital income after 5 years. GDP gains in the 
long run are larger than for the tax reductions. The consumption gains are similar to the labour 
tax reduction and stronger than under tax cuts on capital income, whereas the opposite holds 
for investment. Similar to the reduction of capital income taxes, the supply expansion from 
higher public investment derives from capital deepening without employment growth. The 
positive long-run effects of public investment on GDP, consumption and private investment 
vary with the elasticity of output to the stock of public capital. 

 


