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1 INTRODUCTION
1.1 Context and challenges of public administration reform for competitiveness

The quality of public administration is an important driver of a country's competitiveness.*
The Europe 2020 strategy stresses that competitiveness is the result of the interplay of a great
many of diverse factors, and within that context emphasises the importance of an efficient,
effective and transparent administration: Administrative reforms are expected to reduce the
cost of public service provision, and may thus contribute substantially to a consolidation of
government budgets.

The European Commission (2010, p. 28) similarly argues that "high-quality, reliable public
services and legal certainty were historically a major precondition for the economic success of
today's front-runner countries’, and that "... weak administrative and judicial capacity as well
as legal uncertainty constitute key impediments in addressing economic development
challenges." The revised Europe 2020 Economic Policy Guidelines (European Union, 2010)
prompt the Member States to put in place inter alia predictable framework conditions and
well-functioning, competitive goods and services markets, Member States should aso aim to
eliminate unnecessary bureaucratic burdens through smart regulation and advanced e-
government services. Reforming public administration to improve competitiveness not only
ranks high on the European political agenda. The notion of administrative hence comprises
various concepts, and addresses numerous issues, including regulatory policies, the judicial
system, or the framework conditions of government-firms interactions.

New challenges arise for public administration and civil servants as they have to deal with
rapid and accelerating economic change, increasing complexity of regulatory issues, new
technologies and services, and calls for openness, transparency and citizen participation. In
the aftermath of the Financial and Economic Crisis expectations of governments and public
administrations seem to have become even more demanding, not least for an effective crisis
management within a country and across national borders (OECD, 2011). Reforms must be
implemented and sustained during times when fiscal constraints and budget consolidation
pressures become increasingly tighter.

In a nutshell, public administration modernisation in the Member States to enhance the
competitiveness of European industries and especially the small and medium-sized enterprises
(SMEs) will include two separated but nevertheless strongly related aspects, namely

reforms of the (regulatory) institutional framework conditions under which private
enterprises operate, and

implementation of interna measures to improve the quality of government service
provision by raising the capacities and the incentives of public administration to provide
goods and servicesin areliable, flexible, efficient and effective manner.

Seen against the background of widely held positive expectations of a substantial impact of
administration reforms there is surprisingly little theoretical and only very limited empirical
knowledge about the links between administration quality and competitiveness. Although it is
apparent that 'high quality administration' and 'superior capacities are conducive to the overall
business environment, it is less obvious which particular features are crucial for excellence.

Over the last decades the Economics literature emphasised the role of high quality institutions
and governance structures as important growth determinants beyond classical growth drivers,
such as physical capital, human capital and knowledge (e.g., Knack and Keefer, 1995; Mauro,

! World Economic Forum (2011) defines competitiveness as the set of institutions, policies and factors

that determine the level of productivity of a country.



1995; Olson et a., 2000; Acemoglu et al., 2001; St. Aubyn, 2008). Research shows that the
rules which govern business transactions are also important to foster the competitiveness of
local enterprises and the attractiveness of a country for foreign investment. Several studies
find alink of a country's success in attracting FDI to the quality of institutions and excellence
of administration (e.g. Benassy-Quere et a., 2007; Busse and Hefeker, 2007). Although the
micro-channels behind these macro-links are still not well understood, and empirical work on
microeconomic links is still in its infancy and only partially explored (Djankov, 2009), the
notion that 'good governance' promotes private investment and long run-growth is today an
essential ingredient of economic thinking. Y et, when applied to policy recommendations for
administration reforms the concept remains somewhat ambiguous (Peters and Pierre, 1998;
Rothstein and Teorell, 2008).

On the one hand, 'good governance' addresses those virtues of rules and procedures which
make administrative and judicial behaviour stable and reliable. According to Weber (1921/22)
'the bureaucracy' is characterised by formalised, hierarchical, rule-based, and impersona
decison making. Universal standards under the rule of law contribute to administrative
competence and efficiency (Rechtsstaatsprinzp). According to this view, improved rationality
of decision-making increases the legitimacy, predictability and effectiveness of public
administration. In the Weberian ideal model public administration is constituted by officesin
which civil servants operate isolated from political influence under the principles of merit
selection, hierarchy, specialisation, and legality.

On the other hand precisely these features of the traditional model of bureaucracy are often
contested as "incompatible with complex, individualistic, and dynamic societies’ (Olsen,
2006). Hierarchical and formalistic structures appear to be at the root of pathologies such as
red tape and bureaucratic delays. Proponents of the New Public Management reform style
recommend the use of private management techniques within the public sphere to improve
performance. The main focus should be on outcomes instead of inputs, goals rather than rules,
and flexible employment schemes instead of rigid lifelong career systems (e.g. Pierre and
Rothstein, 2008).

Both features are clearly important to the quality of the overall business environment. Private
firms must count on a stable and reliable framework, as well as on services delivery at
reasonable cost, speed and quality. Peters and Pierre (1998) however stress that there may be
a trade-off between legality as a core principle of Rechtsstaat ideals on the one hand, and a
quest for efficiency through adoption of private sector management techniques on the other.
The challenge of administration modernisation, then, is to improve the efficiency and speed
of service provision, while at the same time maintaining (or attaining) high standards of due
process, predictability and reliability.

1.2. Purpose of the study

Although public administration reform ranks highly on the political agenda, comparative data
and empirical information on administrative structures and reform processes are surprisingly
rare. In many instances, there is also alack of systematic evidence on reform outcomes which
makes it difficult to identify progress. The principal aim of the report is therefore to derive a
framework that can be used to assess 'excellence in public administration' - conceived as a
well-functioning, efficient and modern administration — with respect to competitiveness. The
specific objectives of this study are:

To establish the key characteristics of ‘excellence in public administration’ and to identify
the key elements that link these to increased competitiveness.

To develop a framework to assess and measure 'excellence in public administration' for
competitiveness.



To assess 'excellence in public administration’ in the EU Member States through applying
the framework, criteriaand indicatorsidentified for this purpose.

On an applied level, this conceptualisation will provide a benchmark to classify Member
States administrations and to perform an analysis of strengths and weaknesses. Availability of
reliable and timely data will help to assess general or country specific reform needs and will
contribute to the development of aroadmap to further reforms.

Scholarly pieces, as well as work prepared by practitioners from international institutions and
business consultants, have developed a wide array of indicators which aim at a quantification
of governance structures and the regulatory environment. Some measures are used as
inputs for quantitative analyses in academic research; some aso serve as guidelines for
international investors. Prominent sources include,

World Bank's Worldwide Governance Indicators (WGI) which consist of six composite
indicators of broad dimensions of governance covering over 200 countries;

World Bank's Doing Business Reports that contain a multitude of quantitative indicators on
business regulation and protection of property rights which can be compared across 183
economies;

World Economic Forum's Global Competitiveness Reports (GCR) as a collection of data
and indicators trying to capture competitiveness in its entirety, also consisting of sub-
indicators covering the institutional framework for 142 economies in the 2011-12 report;

International Institute for Management Development's World Competitiveness Y earbook
as a comprehensive report on the competitiveness of nations, analyzing how a nation's
environment impacts on the competitiveness of enterprises,

Transparency International’s perceived corruption indicators (CPl) that focus on corruption
in the government sector as a main source of institutional quality also contain information
from various international surveys,

OECD's Product Market Regulations Indicators provide a set of indicators that measure the
degree to which policies promote or inhibit competition in areas of the product market for
OECD Countries and some non-OECD Members.

In addition, numerous indicators provided by commercial (e.g. Political Risk Services Group),
and academic ingtitutions (e.g. Quality of Government-Institute), or by the OECD, the IMF,
the European Commission, and other supra- and international organisations, cover separate, or
partially overlapping aspects of governance quality. Some are stand-alone indicators of
particular facets of overall governance structures — even if they combine available information
from various data sources —, others are composite indicators which reflect complex multi-
dimensional redlities.?

A different group of indicators focuses on the processes, mechanisms and institutions which
govern the working properties of public administration. These indicators cover the internal
framework of administrative behaviour, in particular tools for policy implementation, which
enhance the capacity of bureaucratic actors to carry out actions and to cooperate. Available
measures are frequently derived from Public Management studies that are less comprehensive
and sometimes do not cover the whole sample of Member States. Even more important, most
tools to improve human, organisational and technological capabilities of the administration to
meet contemporary challenges are usually directed at public bureaucracies in general. Hence,

2 For a short summary of the pros and cons of using composite vs. stand-alone indicators, see OECD's

(2008) Handbook on Constructing Composite Indicators.
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indicators for these 'internal tools' are not related exclusively to the business environment, but
deliver amore genera view of administrative capacities to produce high quality services.

Properly chosen, a set of indicators reflecting the different aspects of administrative quality
and governance structures will provide an opportunity to monitor the status and the progress
of reforms of the administrative environment for businesses in the Member States.

A further key aspect of the various dimensions of reforms to improve competitiveness is the
interrelation between the political sphere and the bureaucracy, which is a magjor theme of the
Economics and Political Science literature (e.g., Niskanen, 1971; Williamson, 1999; Alesina
and Tabellini, 2007). Theoretically the main purpose of public administration is simply to
execute the law that is made by political representatives in the legislature. The boundaries
between administration and politics are not always that clear-cut, however. On the one hand,
members of the higher-level bureaucracy are often influential in the law making process. On
the other, the quality of policiesrelevant for competitiveness depends both on law making and
execution. The highest quality statutory norms enacted by the legislature will not improve the
business environment if the bureaucracy lacks competence, capacities or incentives to
implement rules accordingly. And even the most excellent administration cannot advance
competitiveness if regulations set in the political sphere are inadequate. For example, better
regulation initiatives mainly aim to simplify business-related legislation, in order to reduce the
exposed administrative burden on private enterprises. As such, the primary addressees of
reform proposals are the policymakers, as statutory laws are at the origins of regulatory
burdens. At the same time, de-bureaucratisation has to tackle burdensome procedures that are
rooted in the process of law execution within the administrative organisation. The report
hence employs a more pragmatic ‘whole-of-government' approach that addresses both politics
and the bureaucracy.

1.3. Outline of the study
The study consists of five main parts and two annexes, and it proceeds as follows.

In chapter 2 we provide a "Mapping of Administrative Systems in the Member States'. We
first identify and describe shortly important contextual factors which shape the way the public
administration of a country works in general. In a second step, chapter 2 gives an overview of
various reform tools to enhance capacities and capabilities of the administration to provide
public services in an efficient and effective way. We focus on the changes and instruments
that play a prominent role in theory and practice on administrative reforms and their potential
impact on the business environment. The aim of the chapter is to arrive at a broad — though
still inevitably incomplete — view of the general context of administration reform strategies.

Chapter 3 discusses more specific links between the quality of public administration and the
business environment, based on an analysis of different types of interactions between firms
and bureaucracy over the firms' lifecycles. Special attention will be made to the relation of
public administration to small and medium-sized enterprises. We distinguish two transmission
channels through which the quality of public administration affects the competitiveness
position of a country's enterprises. The direct channel measures the performance of public
administration when dealing with firms from a business perspective. The indirect channel
reflects the efficiency of public good provision and resource use by public administration
itself, which in turn affects the level of taxation and productivity. The main goal of chapter 3
is to explore the connections between 'excellence in administration' and competitiveness in a
substantive way to provide a sound theoretical basis for the construction of an assessment
framework. An overview table of the most important points of interaction is provided as an
annex of chapter 3.



In chapter 4 we develop the framework to assess 'excellence in public administration’ in line
with the competitiveness agenda of the Europe 2020 strategy, based on the considerations of
chapters 2 and 3. The framework will identify relevant criteria and a set of key indicators that
can be compared and monitored. We distinguish general indicators of excellence of public
administration and indicators for specific links, derived from our analyses in chapter 3.
Genera indicators reflect (A) percelved overall governance quality, (B) use of modern tools
and instruments to improve capacities to provide services efficiently, and (C) the experience
and perception of corruption. By employing specific indicators we take a closer look at the
interactions of firms and administration (D) when starting a business and obtaining licenses,
(E) during the process of public procurement, (F) when paying taxes, and (G) when using the
legal system to enforce contracts. The objective of this chapter is to analyse strengths and
weaknesses of indicators in terms of quality, timeliness and country coverage, and to
eventually arrive at a proposal for country fact sheets for monitoring purposes. Chapter 4 is
supplemented by an annex of indicator fichesin table form.

Chapter 5 is devoted to some exploratory data analyses. We examine statistically the relations
between administration quality indicators and between indicator groups (according to the
previously defined excellence-competitiveness links), and analyse further whether there are
systematic differences across country groups and clusters in administrative excellence.

Following that, chapter 6 will derive some broad recommendations to improve administrative
excellence, including some good practice examples. We aso make recommendations for a
further development of a regular monitoring framework to assess Member States
administrative quality. The final chapter 7 contains the country fact sheets which provide
basic information on a country's administrative structures and information on (available)
indicator values in a comparative manner.
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2. MAPPING ADMINISTRATIVE SYSTEMS, GOVERNANCE STRUCTURES AND TOOLS FOR
PUBLIC ADMINISTRATION MODERNISATION IN THE MEMBER STATES

2.1. I ntroduction

As a producer of numerous collective goods and services, ranging from the basic protective
governmental functions like running a court system or providing police services, to the
management of public infrastructures and the supply of educationa institutions, public
administration plays a significant role for the well-being of citizens and the competitiveness
of private enterprises. Hence, the question which factors improve performance and raise
capacities of a public administration to provide these goods efficiently are at the heart of all
discussions about public sector reforms.

Across the Member States the resources devoted to public administration in general differ
substantially. Government spending figures depend to a sizeable degree on whether specific
economic tasks are performed by the public or the private sector, or, asis becoming more and
more common, by hybrid/mixed entities. For instance, in some Member States (Sweden, UK)
hospital services are managed and produced by government entities, elsewhere (e.g. in
Germany, the Netherlands) services are mostly carried out by the corporate sector, and
hospitals are commonly not classified as a part of the government sector. Considerable
differences are also prevalent as regards the allocation of resources to essential public
functions, including defence, police, the judiciary and general administrative services.

By setting and defining constraints for the design, execution and implementation of policies,
regulations and bureaucratic measures, the political-institutional framework impacts deeply
on the behaviour and the capacities of the administration. It is thus important to examine basic
formal and informal institutions which shape overall working properties and, eventualy,
capabilities of administrative systems to provide high-quality government services conducive
to the business environment. Public sector organisation — comprising the assignment of
responsibilities among government levels, the procedural rules of decision-making within and
across legidative bodies and executive entities, and the competences and mechanisms of the
legal system, to name but a few important aspects — varies considerably across the Member
States (see e.g., European University Institute, 2008; Spanish Ministry of the Presidency,
2010).2 Differences pertain to fundamental institutional structures, depending on many of
contextual factors (e.g. Painter and Peters, 2010; Dahlstrém and Lapuente, 2010).*

Administrative structures are embedded in fundamental constitutional norms, and are the
outcomes of a country's historical development, or part of its political heritage, and can
therefore not always be changed easily by policy makers (OECD, 2011a, p.219). Some
institutional aspects which are probably decisive for administrative capacities to provide a
business-friendly environment are not even codified in laws, constitutions, or regulations but
are embedded in informal rules reflecting long-standing cultures or traditions.

3 In fact, there are numerous ways to systematise the political-administrative frameworks of the EU. For

example, Lijphart's (1999) landmark book-length comparative assessment maps 36 countries along two broad
dimensions, i.e. 'executives-parties’ and 'federal-unitary'. Each dimension consists of further sub-dimensions,
reflecting broad organisational principles of the legislative, executive and judiciary branches of government, and
their formally assigned decision making competences and powers. Other political scientists (e.g., Powell, 1982)
classify contemporary democracies using dlightly different constitutional criteria, while Henisz (2000) or
Tsebelis (2002) assess (political systems according to a one-or-two-dimensional institutional veto player
concept.
4 Still, there is neither an academic nor a practitioners consensus on which basic democratic-institutional
arrangements are superior with respect to the quality of public goods provision. Moreover, an extensive
discussion of working properties of different models of democracy is far beyond the scope of the study. We
therefore take basic constitutional decisions (e.g., presidential vs. parliamentary system, unitary vs. federal
system) that certainly impact on the way public administration works as given.
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Other important features establishing a framework for administrative action appear to be more
at the discretion of policy makers. In fact, industrial countries' bureaucracies have undergone
substantial changes over the last 25-30 years (e.g., Jones and Kettl, 2003; Pollitt and
Bouckaert, 2004; Curristine et a., 2007). Although changes were often implemented under
the common label of a'New Public Management', reforms followed different conceptions. In
a number of cases ambitious reforms were partly reversed; sometimes due to their
disappointing results (Dunleavy, et a., 2005; Olsen, 2006) which may to some extent be a
consequence of disregarding the constraints on the malleability of administrative structures
that are set by fundamental traditions (Pollitt and Bouckaert, 2004).

Against this background, this chapter provides a brief overview of important factors shaping
the structures and capacities to provide a business-friendly environment. A discussion of the
most important contextual factors serves as a first step to systematise and map main features
of administrative organisations in Europe to identify country groups with similar structures
for comparison and benchmarking purposes. For policy makers considering administration
reforms to enhance competitiveness, the findings illustrate key structural differences that
affect administrative capacities in general, as well as political and economic limitations for
the management and success of administrative reforms. The chapter is structured as follows:

Section 2.2 gives a brief outline of basic features of public administration systems in the
European Union. We focus on major aspects and framework conditions that shape the
room for manoeuvre for reforms, and which are at the same time relevant for a grouping of
countries. In particular, we consider the underlying legal and administrative traditions,
multi-level governance issues and the size of public administration.

Section 2.3 then discusses tools for reforms that aim to improve administrative capacities
in general and to make it fit better to the concept of a modern and efficient administration.

Section 2.4 summarises.
2.2. Basic features of public administration in the Member States

A country's public administration is always embedded in a rather complex nexus of formal
and informal institutions governing bureaucratic behaviour. Taking into account that modern
governments are producers and providers of a multitude of different goods and services an
assessment of the whole range of the potentially relevant characteristics of administrative
structures, including the role of institutions, mechanisms and decision makers relevant for
public goods provision can only be done on a high level of abstraction. This section therefore
focuses on some fundamental aspects and institutions that impact on the way public
administration works.

After a short review of the size of public spending on administration (2.2.1) we proceed with
a brief discussion of legal origins and administrative cultures of the Member States (2.2.2),
which shape internal procedures as well as external relations of a government bureaucracy to
citizens and businesses. The third part of this section is devoted to the effects and problems of
multi-level governance settings (2.2.3), which are of particular relevance for federa countries
although not exclusively related to federations.

° A detailed assessment would be far beyond the scope of the present study. For example, a recent study

by European University Institute (2008) gives a 321 pages-long introductory survey only on the division of
powers among governmental levelsin the Member States.
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2.2.1. Administration size

Different administration structures across Member States are reflected in the financial and
personnel resources devoted to the bureaucracy. For mapping purposes we therefore take a
first look at differences in spending levels for public administration.

On average, total public spending in Member States is higher than in other highly developed
countries in the World. A substantial part of spending differences can be explained by higher
expenditures on transfers and social security issues in the EU-27 (e.g., Pitlik and
Schratzenstaller, 2011; World Bank, 2012). High government expenditure levels hence do not
necessarily stem from extraordinary spending on administration iSsues.

The size of a public administration is frequently approximated by spending for compensation
of employees in the government sector, using data from the System of National Accounts
(ESA 1995). Compensation includes the wages and salaries plus real (or imputed) socid
contributions for employees in the government sector. In order to assess public administration
size as compared to the private sector we calculate the ratio of government over total
economy compensation of employees (light grey barsin Figure 2.1).

Figure 2.1 — Compensation of employeesin general government and in core
administration (% of total economy, 2010)

cy € bgpt beskhumtee pl fr escz it Ivdero at nl ludk si ie fi It uk se

general government sector
I core administration (W/o military)

Source: Author's calculations based on AMECO, Eurostat and OECD. Data refer to 2010, except for data on core
administration for CY, FR, PT, RO (2009), LT, UK (2007) and BG (2006). Genera government data reflect the
government sector according to ESA 95. Core administration data are obtained from NACE Rev. 2 (Eurostat), except
for LU and MT (NACE Rev. 1.1) and UK (OECD, STAN Database). Military spending data used for caculation are
from Eurostat's COFOG-datistics.

In 2010, the share of government spending for compensation of employees was highest in
Cyprus, Denmark, and in Greece, reaching levels dightly above one third of the total
employees compensation. The smallest shares well below 20% are observed in Germany,
Luxembourg, Czech Republic, Austria, and the Netherlands. On unweighted average, the
expenditure share of Member Statesis 24.9%



This measure depicts personnel cost of the whole range of government activities, as long as
performing entities are classified to the government sector in ESA 1995 definition, regardless
of whether these activities could reasonably be classified as ‘administration’. A more narrow
definition of public administration from NACE (Nomenclature statistique des activités
économiques dans la Communauté européenne) statistics includes the enactment and judicial
interpretation of laws and regulations, as well as administration of government programmes,
legidlative activities, taxation, defence, public order and safety, immigration services, foreign
affairs and compulsory social security. Activities such as teaching at schools or universities or
health services activities are excluded, though administration of these services is included.®
Subtracting the compensation of employees in military services’ from NACE-figures one gets
adlightly different picture (see black bars in Figure 2.1). Cyprus (17.6%) and Greece (13.8%)
show again by far the highest shares of compensation of employees in relation to the total
economy across the Member States. Substantially smaller shares of compensation of
employees in core administration (w/o military services) of less than 7% are observed in
Sweden, UK, Lithuania, Slovenia, Finland, and Ireland. The simple mean across the Member
Statesis 8.9%.%

To be sure, without referring to the quality of provided services it cannot be said a priori
whether a 'big’ or a 'smal' administration is better. Sizeable differences of government
spending on public administration however must not lead to premature conclusions. Smaller
expenditure shares can both be a sign for efficiency in service provison as for an
underfunding of certain public sector activities. Smaller spending can also be an indication for
economies of scale in administrative services of larger countries. Similarly, high spending
may be a signal for substantial inefficiencies in administration and 'over-funded government
entities, aswell asfor strong preferences for certain functions or diseconomies of scale.

The aim of this exercise is rather to map systems in order to investigate whether higher levels
of spending correspond to superior or inferior performance of public administration for
competitiveness. The literature on this issue is not fully conclusive. While some researchers
(e.g. Afonso, Schukecht and Tanzi, 2005) conclude that smaller government size is associated
with higher spending efficiency, other scholars — most notably LaPorta et al. (1999) — find
expenditure size to be related positively to indicators of government quality.

2.2.2. Legal and administrative tradition

One of the most fundamental influences for the operation of public administration (including
the judiciary) isits 'legal origin' (or 'legal tradition’).? The legal traditions of a country — even
if implemented by colonia force along time ago — strongly influence the working properties
of legal and administrative systems today. Over the last 15 years, economic research provided
rich evidence that the legal origins have substantial impact on policies and outcomes related
to competitiveness and the quality of the business environment, including property rights
security, debt enforcement, corruption, market entry regulation, or the development of stock
markets (see La Porta, et a., 1998, Beck, Demirgiinc-Kunt, and Levine, 2003, Djankov, et a.,
2003, La Porta, Lopez-de-Silanes, and Shleifer, 2008, Djankov et al., 2008, Guerriero, 2010).

6 Thisis the definition of core administrative functions according to NACE Rev. 2, Section O (Section L
in NACE Rev. 1.1).
! Data are from the COFOG-statistics of Eurostat.

8 One may also use public sector employment data for international comparisons. Data are yet often of a

bad quality, and are less reliable than spending data. For the core public administration the relation of employees
to total working age population (15-64) lies between 2.5% (Romania) and 6.6% (Cyprus). Data refer to the years
2009/2010.
° According to Merryman (2007, p. 2), alegal tradition is "a set of deeply rooted, historically conditioned
attitudes about the nature of the law, about the role of law in the society and the polity, about the proper
organisation and operation of a legal system, and about the way law is and should be made, applied, studied,
perfected and taught."
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Theory broadly distinguishes two major legal families, acommon law tradition and acivil law
tradition. The civil law family can further be sub-divided into the French (Napoleonic), the
German, and the Scandinavian (Nordic) branch.”® In a similar vein, Peters (2000) identifies
four main administrative traditions which are delineated along similar lines, but do not
coincide perfectly to the legal origins groupings.”* Severa Member States belonged to a
socialist legal family but reverted — according to Djankov, McLiesh, and Shleifer (2007) —to
their (mostly German) origins since then (see Table 2.1).*

Table 2.1 —Legal origins of the Member States (+ Croatia)

Common law (3) Civil law (24)
French (11) German (10) Nordic (3)
CcYy BE AT DK
IE EL BG* FI
UK ES Cz* SE
FR DE
IT EE*
LT* HU*
LU Lv*
MT PL*
NL SIi*
PT SK*
RO* (HR*)

Source: Djankov, McLiesh, and Shieifer (2007). * denotes former socidist tradition.

Following a classification of Djankov, McLiesh, and Shleifer (2007), in the EU-27 a total of
only 3 countries belong to the common law family, 10 Member States belong to a German
civil law, 11 to a French tradition and 3 countries to the Nordic (Scandinavian) tradition.*®

Recognising a certain imprecision with respect to an exact classification of countries to legal
families'®, there still appears to be some systematic institutional diversity as regards the law
and administrative systems, stemming from long-lasting effects of different legal orders (c.f.
La Porta, Lopez-de-Silanes, and Shleifer, 2008):

On a general level, lega origins shape the universal relation between governments and
markets. The common law tradition is associated with freedom of private contracting,
market-supportive functions, and limited government. Civil law on the contrary appears to
be more in line with government planning, active regulation and steering, as well as state
ownership and control.

In line with this observation lies a propensity of civil law countries to have stricter control
over regulatory, administrative and judicial outcomes. Consequently, the law itself rather

10 The Scandinavian group is classified part of the civil law family, although it is less related to the

fundamental origin of Roman law than the French or German families. Glaeser and Shleifer (2002) provide
theoretical and empirical background on the development of both broad classes of legal traditions.

1 Peters (2000) identifies administrative traditions somewhat differently than the legal origins literature as
"Anglo-Saxon (minimal state)", "French (Napoleonic)", "Germanic (organicist)", and Scandinavian.

L Exceptions are Lithuania and Romania which changed (reverted) to a French legal tradition.
Historically, the Scandinavian type was closer to the common law system than other sub-types within
the civil law family. Following the rise of the Welfare State, the Nordic tradition moved closer to the German
and French type.

1 Classifications are not undisputed (e.g. Siems, 2007). Some scholars even doubt that a broad distinction
between common law and civil law systems (and among civil law subsystems) is justified both from a legal
history and a pragmatic perspective, as legal systems change over time and appear to converge as a result of an
ever-increasing importance of international and supra-national law (Armour et al., 2010).
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than the institutions which implement the law (i.e. public administration) and resolve
disputes over it (i.e. judiciary and court system) shall determine the precise content of
regulations. Civil law countries have a more detailed codification of laws and regulations
and a stricter implementation of codified rules (legal positivism) by the judiciary and the
administration. Especially countries with a German law tradition have a strong legalistic
focus (‘'Rechtsstaat’) which is a little less pronounced in French origin countries (Peters,
2000). The Napoleonic state relies on more on uniform and centralised solutions as
compared to the German or Scandinavian tradition, which are more in favour of
decentralisation.

In common law countries the adaptation of rules to changing circumstances is partly
delegated to agents implementing and applying the law. Even if legidative acts and
statutory law become increasingly important also in common law systems, statutes are less
precise and detailed as compared to civil law regimes, leaving more discretion to judiciary
and public administration.

As afurther consequence of the ambition to draft ‘complete rules without gaps, the degree
of formalism of judicial procedures seems to be more pronounced in civil law countries
(Djankov et a., 2003a). This may affect the duration of dispute resolution by courts or of
decision making in public administration on the one hand, but it may also increase fairness
and predictability of judicial and administrative decisions (see chapters 3 and 4).

Although some proponents of legal origins theory adhere to a kind of 'superiority-of-the-
common-law view™, there is no compelling evidence for a general supremacy of common
over civil law (or its sub-families) with respect to economic outcomes or the quality of the
business environment (e.g. Voigt, 2008, Nee and Opper, 2009).'° Bureaucratic formalism in
civil law countries may guarantee due process, which is good for doing business, or it may
lead to excessive paperwork and red tape, which is detrimental to the business climate.

Administrative and legal traditions become important for adoption of distinct public sector
reforms. Success or failure may depend critically on whether applied measures match with a
country's administrative culture. For example, administrative formalism in countries with
Rechtsstaat traditions may be at odds with managerialism and performance orientation in the
public sector. Public administration reform therefore has to take account of different
administrative cultures and traditions (Christensen and Laegreid, 1998, Peters, 2000, Pollitt
and Bouckaert, 2004, Pierre, 2009, Dahlstrom and Lapuente, 2010, Demmke and Moilanen,
2010; Tepe, Gottschall, and Kittel, 2012).

2.2.3. Multi-level governance issues

A third contextual factor that is of crucial importance for the structure and working properties
of public administration is the way in which regulatory and administrative tasks are shared
and divided among different tiers of government, i.e. the vertical and horizontal allocation of
competences. No country's administration is ever completely centralised or decentralised, and
public policies aways have a multi-dimensional character. Hence, the assignment of
competencies is never free of overlaps, generating mutual dependence of governmental tiers
in fulfilling their assigned tasks. The rules which govern the complexity of intergovernmental
administrative and fiscal relations between national and sub-national actors are therefore key

B LaPorta, Lopez-de-Silanes, and Shleifer (2008) claim that inefficiencies are often caused by over-

regulation. As the common law tradition is associated with less regulation, there appears to be an advantage of
law systems based on this origin.

16 Voigt (2008) finds no evidence that businesspeople prefer common law in general to civil law systems
if they have a choice in international arbitration cases. Nee and Opper (2009) argue that bureaucratic
performance is more important in determining financial market development than legal origin. Lega origin
seems to matter indirectly as it affects devel opment through the channel of administrative quality.
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factors for administrative capacities to provide services efficiently (Charbit and Michalun,
2009).

It is important to note that potential problems of operating of multi-layered systems are not
exclusively related to countries that are organised as federations. Most aspects of multi-level
governance also apply to formally unitary states that guarantee substantial regulatory and/or
fiscal autonomy to sub-national authorities. Almost by definition multi-level governance
issues are relevant for EU-27 countries, solely to their status as Members of the Union. For
example, Falk, HoOlzl and Leo (2008) show how both design and implementation of several
STI policies are shared by the Commission and the Member States. Even a most centralised
unitary state therefore faces multi-level governance issues, albeit perhaps to a lesser degree
than a highly decentralised federalist one.

Among the 27 Member States, only 3 (AT, BE, DE) are constitutional federations with self-
governing regional entities that have substantial legislative powers. Four countries (CZ, ES,
UK, IT) are not formally organised as federations but guarantee substantial autonomy to
regional entities (provinces, nations, counties) concerning fiscal or regulatory issues. Unitary
states can also be separated into countries with a centralised administrative structure (typically
smaller countries: CY, EE, IE, HU, LV, LT, LU, MT, S, PT) and those with a seemingly
more decentralised structure (BG, DK, EL, FI, FR, NL, PL, RO, SE, SK)."’

Such a classification follows more or less formal ‘legal’ criteria, mostly derived from reading
and interpretation of fundamental laws and constitutions. Voigt and Blume (2012) note that
the established degree of fiscal, political, or administrative decentralisation in a country is
often the result of decisions in the post-constitutional sphere, and that the degree of
decentralisation can thus be largely independent of the initia constitutional choice. Other
criteriamay therefore also be applied for a mapping of systems. Charbit and Michalun (2009)
refer to sub-national governments share in general government revenues and spending as a
measure of fiscal decentralisation. Schneider (2003) takes a broader view and makes a
distinction between fiscal, administrative and political decentralisation, where each factor
reflects a different dimension of sub-national autonomy (c.f. also Rodden, 2004). In any case,
as there is no single dominant characteristic from which a classification can be derived, every
possible classification of asingle country into one of these categories can be disputed.*®

To map administrative systems we rely first on spending of governmental levels for
compensation of employees, using National Account figures. Figure 2.2 displays the share of
each government layer's personnel cost on general government cost. National Accounts report
regional spending data for AT, BE, DE and ES. We therefore classify these countries as
‘federal’. The countries are ranked according to central government's spending shares. Social
security funds expenditure is counted as central government.

v This classification is owed to the Spanish Ministry of the Presidency (2010).

18 Ezcurra and Rodriguez-Pose (2011, p. 3) summarise state of the art in decentralisation measurement:
"Using a variety of criteria and methodologies, [...] scholars have produced a myriad of decentralisation indices
which rank countries [...] according to the level of political autonomy of their subnational governments. ...
However, taking into account the differences in criteria, indicators, methods, geographies, and timeframes, the
resulting political decentralisation indices are inevitably too diverse and, at times, even contradictory."
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Figure2.2 - Local, regional and central governments share of expenditurefor the
compensation of employees on general gover nment compensation spending (2010)
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On unweighted average, sub-central units account for 43.6% of general government spending
for the compensation of employees. Three federations (DE, ES™, BE) and four unitary states
(SE, FI, DK, NL) observe sub-central spending shares higher than 60%. At the other end of
the spectrum we find countries with shares only slightly above 10% (EL) or even less (CY,
MT).

An aternative measure is a 'ssmple’ count of the number of administrative tiers. According to
Treisman (2007, 2008) a level is identified as an administrative 'tier" if it has an executive
body that fulfils three conditions simultaneously:

it isfunded from the government budget and has a separate government,

it has authority to administer a range of public services, and is not just a provider of a
particular service

it has aterritorial jurisdiction.

This definition includes both entities with political decison making autonomy as well as
bodies that are effectively administrative agents of higher level government authorities.

According to Treisman's classifications, which are based on numerous different primary
sources, the number of administrative tiers in the Member States, including the central
government level but excluding the EU-level, is between 2 and 4.%°

European University Institute (2008) provides a book-length survey of the distribution of
fiscal, regulatory and administrative competences among different layers of government
across the Member States. The report documents six government levels (central, regional,
provincial, local/municipal, parish/community/neighbourhood, metropolitan) that may or may
not exist in the respective country. Allocation of competencies among levels is mostly highly

19

" Spain is sometimes labelled an ‘'emerging federation' (European University Institute, 2008).

For Greece Treisman's simple counting procedures |ead to ambiguous conclusions.
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complex. Shared competences between two or more tiers are not an exception but more or
less a general rule. In some cases there is a sharing of legisative competencies between tiers,
in other cases regional and local entities act as administrative agencies on behalf of higher-
level units.

As regards the present study, the main point of interest is to which extent presence of more
than one government level impacts on the way the administration works and what that does
imply for the quality of the business environment. A central hypothesisis that the existence of
multi-tiered fiscal and regulatory systems creates a more complex context for the operation of
administrative systems in genera. In this respect both vertical, i.e. across administrative
levels, and horizontal, i.e. between units on the same administrative level, issues matter (c.f.
Charbit and Michalun, 2009; European Union Committee of the Regions, 2011):

Multi-tier governments are more likely to duplicate services and may thereby cause
inefficiencies. If there are fixed costs of setting up an administrative unit, economies of
scale and scope may be wasted by operating paralel systems (Treisman, 2002). Pooling
and sharing of financial or infrastructural resources can contribute to substantial cost
savings and improved service qualities.

Fragmented responsibilities for certain policies are likely to lead to information gaps across
involved administrative entities. Effectiveness and efficiency of policy implementation
increases when information is shared. Poor interoperability of information management
systems hampers information flows between units, thereby reducing the quality of services
provided.

A further concern is whether the mere number of administrative units can be staffed with
competent and well-educated staff. Personnel capacities can be weakened in multi-tiered
systems, predominantly at the local level, leading to an overall reduction of the regulatory
quality. Such capacity-gaps reduce the ability of sub-national governments not only to
implement national policies but also to define and follow own development strategies.

Private actors are confronted with a multitude of legal provisions and bureaucratic actors
when administrative competences are shared or fragmented. Firms will have to deal with
more and different — perhaps even contradictory — rules, probably causing increased
paperwork and delays in obtaining licenses and authorisations. Different provisions may
also be to the advantage of clients, if regional regulations are better tailored to special
regional requirements.

Parallel and fragmented competencies cause accountability problems for administrative
decisions. From a business perspective this may lead to the problem that administrative
units clam not to be responsible for providing a special service, or play a game of
scapegoating: Each institution holds other units accountable precisely because they are
formally independent.

Different implementation cultures — for example varying strictness of rule-enforcement —
will cause additional cost for citizens and enterprises. When autonomous entities differ in
their policy implementation, rule interpretation and enforcement, even a perfectly designed
uniform legal code may be associated with uncertainty and additional information cost for
the private sector.

To mitigate these potential problems, multi-tiered administrative systems develop institutional
arrangements and mechanisms with which they can manage and facilitate vertica and
horizontal co-ordination and consultation ("bridging the gaps'). Accordingly, countries use
different strategies for steering government entities, as well as for (sub-national) capacity-
building. Charbit and Michalun (2009) consider:
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Lega mechanisms and binding standards (mostly set by central governments) that regulate
the vertical and horizontal co-operation between administrative entities. In this case, the
central level isusualy in a position to enforce a certain behaviour of sub-national entities.

Mutual contracts can be used to regulate the relationship between a government principal
that 'employs other governmental (often: lower-level) units as administrative agents. Here,
problems of setting the right incentives for the agents, for example through performance
orientation (see section 2.3), are prevalent (Braun, 2008; Mizell, 2008).

Integration and amalgamation of jurisdictions, e.g. in the form of municipal mergers can
lead to a pooling of resources and more powerful entities.

Informal and ad-hoc meetings can be considered as the least institutionalised forms of co-
ordination.

However, the implementation of formal or informal governance structures for administrative
co-operation also has its costs. Costs are sometimes associated with the establishment of new
permanent administrative bodies (see examples in Allio, et a., 2009, pp. 146-148) or
oversight committees. Even the implementation of single points of contact in an integrated
system of e-government across administrative units is highly prone to conflicts and often
generates substantial technical co-ordination problems (see chapter 2.3).

Empirical evidence on the effects of decentralisation and multi-level governance so far is
mixed and inconclusive. A prominent research question is whether federalist or decentralised
political and administrative structures 'perform’ better than unitary or centralised ones. The
theoretical literature emphasises the 'big trade-offs' between the benefits of decentralisation
and regional autonomy (e.g. policies may be better tailored to regional preferences, enhanced
competition and incentives for innovation in the government sector) and centralisation (e.g.
internalisation of regional spill-over effects, exploitation of economies of scale and scope) of
responsibilities. Numerous theoretical and empirical research papers are concerned with the
economics of fiscal and regulatory federalism (e.g., Oates, 1972 and 2005; Inman and
Rubinfield, 1992, Mgone, 1992, Rodden, 2003, Baskaran, 2011, Voigt and Blume, 2012).
Most recently, Sobel et al. (2013) show for the U.S. that fiscal decentralisation is associated
with policies that are more business-friendly and conducive to entrepreneurship. Yet, no
consensus has emerged on whether decentralisation and federal structures facilitate or impede
economic development or public sector size in general.

A certain strand of the related literature is concerned with the question whether federalist or
decentralised structures are related to better overall governance quality, as measured by less
corruption, for example. Results are ambiguous, too. Treisman (2002) finds federalist states to
be more corrupt than unitary ones, but effects disappear when controlling for the legal system,
ethnic fragmentation, and religion. Perceived corruption tends to be higher in countries with a
larger number of government tiers. Investigations by Gerring and Thacker (2004) also suggest
that centralised unitary systems help curbing political corruption. Fisman and Gatti (2002) on
the other hand provide evidence that fiscal decentralisation is negatively related to corruption.
Voigt and Blume (2012) observe no robust effects of decentralisation and/or federalism on
governance quality indicators.

2.3. Toolsfor public administration moder nisation

Governments all over Europe employ alarge array of different tools to enhance the capacities
of their administrations. Public administration in the Member States is indeed 'in flux'. Two-
thirds of those public sector entities participating in a survey conducted 2008-2010, report an
introduction of novel or significantly improved services, communication or organisational
methods (‘administration innovation’). Innovative activities include new services or new
methods of providing services in interaction with users, as well as a re-organisation of work

16



responsibilities, new support and logistics systems and new management systems (DG
Enterprise and Industry, 2011).

'Public administration modernisation’ is a vague and ambiguous term. Nevertheless, some
basic ingredients of modernisation strategies can be identified. A modernised public sector
accounts for the opportunities provided by innovative information and communication
technology, fosters a strategic and performance-based human resource management and
allows the administration to perform efficiently while being accountable. Additionaly,
putting citizens and businesses' needs at centre stage and re-organizing service provision is an
integral part of appreciating that the public service is not just the internal activity of a
monolithic administrative apparatus, but a cross-sector activity that includes markets and
networks as well astraditional hierarchies.

Though solutions differ significantly from one Member State to another, most instruments
have been discussed under the umbrella term of New Public Management over the past
decades. Some of these tools apparently have maor impacts on the relationship between
competitiveness and public sector excellence, most prominently (1) electronic government,
(2) human resources management, (3) performance orientation, (4) service orientation and (5)
the institutional re-organisation of administration.

Subsection 2.3 deals with a more concrete description of instruments that aim at tackling these
challenges, with an emphasis on the business-related consequences of contemporary reform
tools. The following account of innovative tools is not exhaustive, but it can be expected to
have a noteworthy effect on how firms perceive and experience public services provision.
However, it should be emphasised that the empirical evidence on the (positive) impact of the
use of these instruments remains scarce, fragmented and mixed (e.g. Boyne, 2003;
Van Dooren et al., 2008).

2.3.1. Electronic and tech-enabled gover nment

Modern age digitalisation and the spread of new information and communication technologies
(ICTs) lead to indisputable changes of the environment of public service provision (Snellen,
2005, p. 398). E-government can be defined as the use of ICTs (especialy the Internet and
social media) to enhance the access to and delivery of all facets of government services and
operations for the benefit of citizens, businesses, employees, and other stakeholders
(Srivastava and Teo, 2007, p. 20). Thus, e-government is expected to serve as a procedural
solution to many general problems of the contemporary public sector (such as accessibility
and red tape) and as a potential facilitator of a whole-of-government approach (Pollitt and
Bouckaert, 2011, p. 212).

Internal public sector excellence potentially benefits from ICT through several channels:
public sector employees are relieved of routine tasks, several procedura steps can be
outsourced, the quality of transmitted information increases while transaction costs decrease,
and some tasks can be centralised, for example at shared service centres (OECD, 2010,
pp. 52ff.). The electronic information exchange of administrative units may speed up
decision-making, reduce internal processing times and thus improve regulatory management
and policy enforcement (Gourmelon, Mrof3, and Seidel, 2011). Additionally, there could be
synergies with other internal technological innovations in the public sector, such as
knowledge management and business management software.

Electronic exchange of information between administrative entities — e.g. regulatory bodies at
different levels of government — may speed up multilevel decision-making processes and thus
improve the overall quality of regulatory management and policy enforcement. To the extent
that problems of mutual co-ordination and co-operation stem from informational deficiencies,
progress can be made through interactive communication systems. Successful strategies for
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collaboration of different administrations and government tiers must however go beyond
establishment of a level playing field in back offices, defining common technology standards
and creating a data network of organisations.

Implementing e-government solutions in a multi-tier government setting yet entails numerous
challenges. Wang and Carpenter (2009) explicitly mention

apotential conflict of leadership between different actors,

different priorities and preferences with respect to e-government services,
different e-government priorities between political and bureaucratic actors;
competition between administrative entities for the relationship with the end-user.

These challenges are especially hard to overcome when different jurisdictions in a country are
obliged to work together across levels of government. The mere existence of independent
governmental layers which makes cooperation through e-government solutions beneficial may
also be an impediment to the adoption of common ICT standards.

The quality of external service provision is also likely to be improved by 1CT-applications.
A by no means exhaustive listing of desired functions of e-government applications in
outside-relations includes (e.g. Schedler and Proeller 2009, pp. 253ff):

E-government serves as shopping window for public sector projects, laws and regulations,
reports, etc. and therefore fulfils a certain information dissemination function.

E-government enables the virtual administration of tasks by, for example, making online
services accessible 24/7. The interactive function refers to the clients' option to conduct
certain administrative actions without being present, such as online payment or digital
signatures.

E-government can help improving democratic procedures by enabling inclusive processes
such as citizen engagement, public polls, electronic forums, focus groups or other forms of
discussions as part of open and transparent government (OECD, 2011b).

Implementation of e-government is also considered an effective tool for fighting corruption
(Andersen, 2009; Shim and Eom, 2009). Digital applications could reduce meeting of
potentially corrupt bureaucrats and rent-seekers, while increasing the transparency of
decision-making.

In view of these various dimensions through which e-government could positively affect
public administration it has become a key ingredient in contemporary public sector reforms
towards better regulation and good governance (Karger, R, and Scheidt, 2011, p. 168;
OECD, 2009). G2B-solutions (government-to-business, such as online application forms for
governmental support, or online calls for tender) are the most commonly accepted examples
for the benefits of online solutions for the private sector (Karger et al., 2011, p. 186). For
companies, e-government therefore serves a number of noteworthy functions , including the
reduction of administrative burden, the facilitation of administrative processes and easier
access to public services from abroad, which is why e-government initiatives are atop priority
of the reform agenda (OECD, 2009; OECD, 2011b; European Commission, 2009). The
Service Directive, for instance, requires Member States to implement electronic processes that
can be accessed from outside the specific Member State (EU, 2007).%

2 An extraordinarily innovative example of public sector tech-savviness includes the open access

initiative that allows civil society organisations to use public data for programming of smart phone applications
or online services reaching from mobile bus schedules to mapping public sanitary facilities.
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Though research on the utilisation of social media in the public sector is still very limited,
severa good practice examples for the use of innovative communication technologies exist.
This potential is mostly related to instances of citizen information and inclusion, such as
public relations via online services like Twitter and Facebook, participatory feedback
processes (e.g. via online discussion of an expert paper about reforming the public sector in
Austriain 2011) and milestones in the advancement of open government such as the crowd-
revision of the Icelandic constitution in 2011. ICT as a means of advancing democracy has
been under fierce discussion for severa years, and single instances of success have been
reported, including the possibility to support citizen petitions via governmental websites in
some Member States.

In spite of the euphoric reception of e-government solutions — e.g. the UN referring to "a
transformative power in revitalizing public administration" (United Nations, 2010), and
Dunleavy et al. (2005) declare a"Digital-Era Governance” -, there are a number of restrictions
to the applicability of ICT in the public sector. Some barriers for a successful introduction of
e-government applications are related to data privacy, data security and the digital divide (i.e.
the unequally distributed access to ICT due to social, economic or personal reasons) (Schedler
and Proeller, 2009, p. 261). In addition to technical and organisational barriers, institutional
barriers with respect to mental, legal and cultural aspects (Snellen, 2005, p. 414f), a successful
adoption of e-government requires a critical mass of internet users in the respective country
(Fernandez-i-Martin, 2011).

2.3.2.  Human resources management

Human resources management (HRM) reflects changes that have been brought about to
enhance the skills and capabilities of administrative staff in dealing with the challenges of
a modern public sector (Horton, 2009). In general, the shift in how public sector employees
are perceived, managed and motivated, recruited and developed could be seen as one of the
most contested fields of public sector reform, predominantly owing to the high labour
intensity of public service provision (Demmke and Moilanen, 2007, p. 231; Horton, 2009,
p. 122). Improving recruitment strategies, education and flexibility, and fitting motivational
structures account for the fact that public servants are the major resource of a service-oriented
public sector. Motivated and competent employees are a key determinant of an excellent
public administration with regard to business contacts and the general perception of the public
sector among citizens (Demmke and Moilanen, 2010, p. 202).

HRM has been neglected for a long time in the public sector, compared to private sector
organisations, but it is gaining a foothold (Ingraham, 2005; Pollitt and Bouckaert, 2011).
Evidently, countries entered the 1980s with contrasting legal and cultural assumptions (Pollitt
and Bouckaert, 2011, p. 87). Different cultural settings and backgrounds of HRM within the
Member States determine how the public personnel is controlled and managed. Tools
associated with HRM vary substantially, but they have in common a resource-oriented
perception of civil servants (Gourmelon et al., 2011, p.24; Horton, 2009). It is often
associated with an integration of motivation-, quality-, merit- and flexibility-related
approaches. In this regard, strategic HRM both includes prioritizing and managing potentials
of current employees as well as taking measures to create, maintain and active staff potentials
in the future (Thom and Ritz, 2006). After all, HRM still cannot be seen as one coherent
concept. Storey (1995), for example, distinguishes a hard from a soft approach towards
managing public sector employees. 'Hard' HRM is more resource-centred and understands
staff as a cost to be minimised and controlled, whereas 'soft' HRM stands for a more people-
centred approach that includes development, training, communication, motivation and
leadership (Horton, 2009, p. 126).
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Contemporary trends in public personnel management reflect a convergence to private sector
HRM, e.g. through reforms changing the legal status of public sector employees. Government
staff are experiencing a tendency towards more private law contracts without guaranteed life-
time employment, and the weakening of collectivist cultures (Horton, 2009, p. 130).
Additionally, many OECD countries have seen reforms towards more flexible working patters
and pay (Demmke and Moilanen, 2010; Ingraham, 2005).

The most contested concept, which has had a mixed reception, is performance-related pay in
the public sector (Demmke and Moilanen, 2010; Horton, 2009; OECD, 2005). The design of
incentive structures can hardly be centrally coordinated but must be adapted to specific
circumstances (Schedler and Proeller, 2009, p.244). There is aso some evidence that
pecuniary incentive schemes reduce the intrinsic motivation of employees. Performance-
related HRM policies are without doubt pivotal for refining performance orientation of the
public sector on the persona level, e.g. through management by objectives and annual
personnel talks (Gourmelon et al., 2011, p. 443; Schedler and Proeller, 2009, p. 237).

HRM has mainly become a central component of public sector reforms due to the weight of
traditional problems of civil service, which include underused motivational potentials, a lack
of incentives due to permanent employment, absence of skills development, too few
opportunities for promotion or automatic promotion irrespective of performance, and
restricted recruiting options (Reichard, 2011). While the classical model of civil servants has
certain advantages, such as a general aversion against corruption and rule-oriented behaviour
that enhances predictability, strategic HRM targets the quality and flexibility of public sector
employees, and is thus also relevant to overall competitiveness. Additionally, the hierarchical
relationship to superiors (Schedler and Proeller, 2009, p. 234) within traditional bureaucracies
is partly incompatible with permanently changing challenges, which makes HRM a question
of good administrative |eadership as well.

2.3.3. Performance orientation and evidence-based steering

One of the most widely used instruments for modernising public service provision is the
paradigmatic shift from a resource-centred approach to one that focuses on the outputs and
outcomes of public conduct. Performance orientation includes measurement, incorporation
and use of information that refers to the quality of public service provision, to "assess
impacts, guide programmes, or help decide the fate of policies’ (Pollitt and Bouckaert, 2011,
p. 108). Hence, it isamajor component of an 'evidence based approach’ to public policies.

Performance measurement has grown in extent, intensity and in the scope of its (internal and
external) addressees, and thus shown to be a pivotal ingredient of reforms of public sector
bureaucracies. The key concept underlying performance orientation in the public sector is the
appreciation of different procedural stages in the policy and management cycle: (1) Targets
are pursued with certain (2) inputs, which are used to create (3) outputs and achieve certain
(4) outcomes by means of any activities of the public sector organisation. Ultimate outcomes
are "usually derived from the organisation's mission statement or general policy documents”
(Bouckaert and Van Dooren, 2009, p. 152). Ideally, measured outputs and outcomes should
be indicators of effectiveness and efficiency of a public body (Bouckaert et al., 1997). This
perspective is much more comprehensive than a ssmple understanding of an administration
that follows rules of procedure and laws, steered via inputs, and is fundamental for strategic
thinking and stakeholder-oriented actions (Van Dooren and Van de Walle, 2008).

Some Member States, such as the UK, have aready experienced downright boosts in
indicators in the 1980s (Pollitt, 1993), others have only recently started to make use of
performance information, by means ranging from performance budgeting, to balanced
scorecards, to management by objectives to regulatory impact assessments (Nullmeier, 2011a,
p. 135). Together with the raise of information technology and the tendency of national audit
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offices to "extend their work beyond questions of regularity and legality [...], to embrace more
sophisticated concepts of efficiency, effectiveness, and service quality" (Pollitt and
Bouckaert, 2011, p. 108), performance orientation has even reached traditionally bureaucratic
and formalistic Rechtsstaat systems (Van Dooren, Bouckaert, and Halligan, 2010).

While there are various end-users of performance information, including public managers,
politicians, citizens and other stakeholders (such as businesses), the purposes of application
are various (Van Dooren et a., 2010; Van Dooren and Van de Walle, 2008; Behn, 2003).
From an internal perspective, performance measurement aims at a general improvement of
the manageability of public sector organisations by providing data for better decisions,
initiating reform measures, motivating public servants, enabling a better understanding of
internal processes and by supporting the definition and evaluation of goals and targets. The
latter relates performance management closely to strategic controlling and long-term planning
through strategies and their evaluation. Therefore, a one-dimensional input-orientation is
replaced by a more comprehensive understanding of internal processes that takes care of
effectiveness, efficiency and service quality as well as legality and accordance with
procedural norms and rules (Nullmeier, 20114, p. 227f). A strategic approach towards public
sector performance and a consequent orientation towards outputs and outcomes are vital for
the Commission's better regulation initiative and transparent decision-making in the Member
States. In short, outcome orientation is a general prerequisite for excellence in the public
sector, because things are not done only for the sake of doing them.

From an exter nal per spective, performance information is a prerequisite for comparisons and
league tables (i.e. benchmarking) as essential elements of yardstick competition. It can serve
as a basis for informed decision-making, it increases the accountability towards stakeholders,
including businesses, and improves the objectivity of public sector decisions. In this regard,
private actors benefit from public sector reforms strengthening the performance orientation
throughout in multiple ways:

Performance data renders public administrations directly accountable to its stakeholders,
who in many cases can participate in consultation processes. Performance management, for
example, emphasises the responsibility of governments to actually formulating and
reaching their policy goals and allows an ex-post evaluation.

Ex-ante impact assessments are regularly conducted together with those industrial sectors
that are affected by certain policies.

Transparency of public strategiesis increased through aregular and easily accessible set of
performance data, which also ameliorates the planning reliability for private enterprises.

Performance management may also be associated with some dysfunctionalities, such as the
manipulation of measurement and output (Smith, 1995; Van Dooren et al., 2010, p. 158f):

Inflating numbers of indicators does not improve but rather hamper steering, including a
hazard of inappropriately aggregated information. In addition, there are doubts as regards
the way public managers actually use performance information they are provided with.

Distorted incentives for public managers through a limited perception of public service
outputs may be generated. An exclusive focus on measureable results and ‘gaming’ may be
the unwanted consequence.

2.3.4. Serviceorientation

A reduction of the bureaucratic burden for citizens and businesses also involves reducing the
inward perspective of public administration (Bovaird and Tizard, 2009, p. 233). Service
orientation describes the cooperation and interaction between public administrations and their
clients, i.e. citizens, businesses, and other stakeholders (Jantz and Veit, 2011, p. 133). The
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nature of this mostly asymmetric and often unfamiliar relationship is reflected in the public
sector's understanding of (1) the service quality and (2) the organisation of administrative
processes. Since enterprises are key clients of the public sector, tools related to service
orientation with a focus on improving service quality, adjusting administrative processes to
facilitate the interaction with clients, e.g. through one-stop shops, and efficient service
provision by a sound mix of public and private sector engagement, are welcome from a
competitiveness perspective.

Recent EU policies such as the Service Directive reflect the merits associated with putting
businesses and other stakeholders at centre stage of public sector reforms (EU, 2007). In any
case, defining the satisfaction of clients as a target variable of public conduct is associated
with a large array of further tools, such as stakeholder consultation, public participation, e-
government, service charters, reduction of red tape, better trained service personnel, easily
understandable and concise forms, etc. According to a critical reflection of Pollitt and
Bouckaert (2011), amost al governments have adopted increased networking and
partnerships with stakeholders.

An initial aspect that refers to the relation between public administration and clients is quality
management. Quality can be perceived as structural (e.g. accessibility, qualification of
personnel), procedural (e.g. queuing time, transparency, holistic counselling), or outcome
quality (e.g. legality and comprehensibility of decisions, data security) (Gourmelon et al.,
2011, p.352). Systematic quality management exceeds the limited agenda of quality
assurance and actualy aims at incorporating desires and needs of internal and external
stakeholders, ranging from public services to private sector organisations (Bovaird and
Loffler, 2009; Schedler and Proeller, 2009). While public management reforms in the 1980ies
have attempted to redefine the public sector as services companies, there are less ideological
reasons to take this matter serioudly, e.g. public demand for a modern and high-quality public
service, the increasing complexity of public tasks and, a the same time, an increasingly
restrictive budget constraint. Prominent examples include Common Assessment Frameworks
or DIN ISO certifications models (Bovaird and Loffler, 2009).

The second dimension of service orientation focuses on the intersection between interna
processes and external clients. Here, the one-stop concept, i.e. the geographical clustering of
administrative services, is a very popular reform tool (Schedler and Proeller, 2009, p. 125f).
In order to disburden businesses, the EU's Service Directive demands points of single contact
in all Member Countriesin order to facilitate administrative processes for enterprises. Another
instrument that could be associated with this type of service orientation is e-government (see
above) (Schedler and Proeller, 2009, p. 124). Recent efforts to facilitate citizen's interactions
with public administration have included the introduction of one-stop governmental service
websites (such as www.gov.uk or www.help.gv.at) and central customer call centres (such as
D115 in Germany).

2.3.5. Institutional re-organisation: Market mechanisms and decentralisation

The institutional arrangement of public tasks, i.e. the cooperation with the private sector and
competition within the public sector, is another key reform tool. Measures are largely based
on the idea of a public sector guaranteeing for the provision of certain services, irrespective of
who is actually in charge of producing them (Schedler and Proeller, 2009, p. 35).

On the one hand, virtual (or non-market) competition aims at comparisons within the public
sector (yardstick competition) to stimulate the innovative capacity and competitiveness of
service provision. It includes comparisons of costs and outputs, systematic benchmarking, and
public competitions that aim at promoting best practice solutions, such as the European Public
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Sector Awards.? So-called factual competition in the public sector, on the other hand, implies
the introduction of market type mechanisms in public goods provision (Bldchlinger, 2008). It
comprises tender processes (in which both public and private bids are possible) for single
tasks, the creation of planned and publicly controlled quasi-markets, and the outsourcing of
formerly public tasks to markets (Nullmeier, 2011b, p. 152). In this context, synergies, e.g. in
the case of public-public-partnerships and cross-departmental support units, alow for
efficiency gains within the public sector.

Outsourcing public tasks or resorting to private sector know how and financial support in any
other way (e.g. private-public-partnerships) is also till on the reform agenda (Reichard and
Rober, 2011, p. 168). At the same time, cooperation allows the systematic inclusion of
stakeholders, i.e. public participation and consultation of relevant interest groups and citizens
in decision-making processes (Martin, 2009). One such emerging concept is the participatory
budget of municipalities that do not only aim at providing and collecting opinions but actually
allows citizens to engage in active decision-making by alocating a certain share of public
funds. Especially in the light of fiscal austerity, several innovative practices around the idea of
co-production have received increased attention, such as the US "Peer-to-patent” platform,
which allows a public crowd to support the US patent office in evaluating patent applications.

In addition to these developments, the public sector has becomes less centralised. In a process
of decentralisation, "authority is spread out from a smaller to a larger number of actors
(Poallitt, 2009, p. 250). Within the administrative bodies of the EU-27, this tendency has led to
the creation of hived-off agencies characterised by task-specificity, performance contracting,
and deregulation (Talbot, 2004). While the evaluation of decentralisation reforms shows that
autonomous organisations tend to perform more flexibly and cost-efficient than traditional
bureaucracies (e.g. Pollitt, 2009, 249ff), Christensen, Lagreid, and Wise (2011) have
identified a risk of hollowing out the state, which makes questions of public accountability
and scrutiny more prominent in semi-autonomous agencies. Pollitt states that "in highly
decentralised systems, patterns of accountability are complex, and there are too many
opportunities for blame-shifting" (Pollitt, 2009, p. 255) — this usually implies rather high
accountability standards (Clarke, 2009, p.199f). Consequently, the OECD identifies the
aignment of two of the core topics of public management, decentralisation and
accountability, as one of the main challenges of the current reform agenda in the public sector
(OECD, 2005).

24. Summary of main findings

The organisation and the costs of service provision by the public administration vary
considerably among Member States. Contextual factors that shape organisational structures
are often the result of a country's historical development or part of its political heritage.
Moreover, the success of reform efforts appears to depend critically on the compatibility of
new tools for administrative modernisation with these factors. This chapter has mapped
administrative organisations across the Member States according to structural features, and
provided a brief discussion of measures of public administration modernisation in order to
improve efficiency and effectiveness of service provision. In that respect, it serves as a
framework for the discussion of more specific links of public administration and the quality of
the business environment. The main findings are:

1. The size of public administration, as measured by the share of general government's
personnel cost in relation to the total compensation of employees in a country, varies
substantially across Member States. This is partly due to differing roles of the state in
providing certain services (e.g. health care, education). Spending differences in core

z E.g. http://www.epsa2009.eu
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administration may yet also be caused by a different efficiency of public administration in
service provision but can aso be an indication for economies of scale in administrative
services of larger countries.

L egal traditions are among the most fundamental influences for the operation of a public
administration. Countries from different law families have systematically different
arrangements and regulations as regards the judiciary and administrative procedures and
regulations. Civil law countries observe a more detailed codification of regulations and
stricter implementation of codified rules (legal positivism), formalism of judicial and
administrative procedures is less pronounced in common law countries. Effects on the
business environment are yet ambiguous. Extensive formalism in civil law countries may
guarantee due process — which is good for doing business - or it may lead to excessive
paperwork and red tape — which is detrimental for the business climate.

. The vertical and horizontal allocation of competences and the rules governing the
complexity of intergovernmental relations between national and sub-national actors are a
key factor for administrative capacities. Multi-tiered administrative systems create a
complicated context for the operation of administrative systems, especially with respect to
the business environment. Regulations are likely to overlap, duplication may generate
inefficiencies as clients have to deal with a multitude of legal provisions and bureaucratic
actors. Multi-tiered systems must develop costly arrangements to manage and facilitate
vertical and horizontal co-ordination. Problems of operating of multi-layered systems are
not exclusively related to federations, but also apply to formally unitary states.

New information and communication technology has provided public administrations with
new means of tackling their everyday challenges. E-gover nment is expected to serve as a
procedural solution to many general problems of the contemporary public sector, such as
accessibility, facilitation of internal and external bureaucratic processes, removal of
administrative burdens and red tape. Internal public sector excellence potentially benefits
from e-government mainly through transaction costs and processing time reduction,
especially in multilevel decision-making processes. External applications include
informative, transactional and interactional procedures, which are often streamlined for
business interests. While there are several barriers to an effective application of e
government, such as data protection issues and the digital divide, social media and G2B
promise several opportunities for digital progress in Europe's administrations.

. Human resour ce management (HRM) reflects changes that have been brought about to

enhance the skills and capabilities of administrative staff in dealing with the challenges of
a modern public sector. 'Hard' HRM is resource-centred and understands the bureaucratic
staff as a cost to be minimised and controlled, whereas 'soft' HRM stands for a people-
centred approach that includes policies such as development, training, communication,
motivation and leadership. Strategic HRM aims at improving the quality and motivation
of employees and is thus relevant for the overall competitiveness of a country's public
sector. Not all HRM tools are uncontested and their application has to be evaluated in
light of the local context, but understanding public personnel as a key resource of the
public sector is a central question in public sector modernisation.

Performance orientation includes measurement and use of information that refers to the
quality of service provision. The performance perspective is much more comprehensive
than the traditional understanding of input-steering, combined with following rules of
procedure and laws, and is fundamental for strategic thinking and steering of the
administration. From an internal perspective, performance measurement aims at a general
improvement of the manageability of public sector organisations by providing information
for improved decisions and supporting evidence-based instruments such as impact
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assessments; from an external perspective it is a prerequisite for benchmarking. Thus, it
can serve as a foundation for informed decision making and increases the accountability
towards stakeholders, including businesses.

. The reduction of bureaucratic burdens for citizens and enterprises additionally relates to
abolishing a notorious inward perspective. Service orientation describes the cooperation
and interaction between public administrations and their clients. The introduction of
systematic quality management and an improvement of administrative processes, such as
one-stop concepts, ensure that the public sector orientates itself on the expectations of
businesses and citizens. Defining the satisfaction of clients as a target variable of public
conduct is associated with the adoption of a large array of further tools for administrative
modernisation, such as stakeholder consultation, participation, e-government, service
charters, reduction of red tape, better trained service personnel, easily understandable and
concise forms etc.

. Questions of competition and cooperation, which are closely related to the institutional
re-organisation of public service provision, have altered the organisational appearance of
the public sector. Market-related mechanisms help to make administrations comparable
and allow for an identification of best practices, as well as for improving efficiency. The
inclusion of the private sector and the genera public in administrative tasks, both by
means of consultation and co-production, enlarges the number of organisations that hold
an active stake in public service provision. Moreover, severa reform elements have
included decentralisation and agencification.
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3. LINKING EXCELLENCE IN PUBLIC ADMINISTRATION AND COMPETITIVENESS
3.1 I ntroduction

The costs and the risks that firms face are key parameters for private investment decisions.
Business investment in turn mirrors economy-wide competitiveness, which we define in
accordance with the World Economic Forum (2011) as the set of ingtitutions, policies and
factors that determine the level of productivity of a country. To a significant extent, they are
driven by public administration. At least in advanced market economies, firms frequently
interact with public administration in many different ways and in a variety of different
circumstances, for instance when paying taxes, registering the business, applying for licences,
as part of legal disputes, in the context of public private partnerships, or as recipient of
subsidies.

It therefore is obvious that the efficiency and predictability of interactions with public
administration are important for firms. In addition, firms indirectly depend on public
administration as they are prime beneficiaries of public goods and bear a large tax burden.
Here too, a lean public administration that efficiently provides these public goods and that
absorbs relatively few public resources indirectly affects productivity and competitiveness.
The relationship between the quality of public administration and competiveness is therefore
multidimensional and complex. The objective of this section is to identify and distinguish
various transmission channels to develop a theoretical underpinning for the selection of
adequate indicators in order to properly map this relationship empirically.

Overall, we distinguish two general transmission channels through which the efficiency of
public administration affects competitiveness. The direct channel measures the performance
of public administration in dealing with firms from a business perspective taking existing
regulation and economic policy as given. In other words, the direct channel captures how
efficiently firms are able to interact with public administration. Here we follow European
Commission (2007a) and concentrate on the quality and efficiency of implementation and
enforcement of existing regulation and economic policies, which we take as given. While
empirically the quality of administration and the quality of regulation and policies are
interdependent, conceptually it is necessary to evaluate the quality of the administration
instead of the context in which it operates in. The direct transmission channel focuses on the
costs and uncertainty that arise when firms interact with public administration, and
accordingly we subdivide this channel into a'cost’ and an 'uncertainty’ channel. Costs relate to
administrative fees to be paid by firms, the time spent by staff handling bureaucratic tasks and
the costs due to delays, which are costly for firms if they result in missing business
opportunities, for example. One key aspect that minimises uncertainty from the perspective of
firms is transparency of public administration. For instance, if procedures required by public
administration are well known, firms know in advance how many resources they need to
budget, and how long expected delays are.

The indirect channd reflects the efficiency of public good provision and public resource use
by public administration itself. Here, inefficiencies may be reflected by low absorption rates
of EU structural funds for example.

With respect to the direct channels of transmission, complexity further increases if one
considers that the type of interactions between firms and public administration depend on the
gpecific phase in the lifecycle of firms. For instance, a market entrant and a large firm
intensively engaging in R&D interact very differently with public administration, in part due
to very different needs. This section clarifies these issues.

To be sure, there are also aspects of the overall investment climate that are not affected by the
efficiency of public administration the way we define it. For instance, access and availability
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of external finance is central for firms that are planning to invest. However, while we
recognise that this issue is absolutely essential, to the extent that finance should ideally be
provided by private sector institutions, only regulation and economic policy rather than public
administration affects firms access to finance. We therefore do not consider access to finance
here as a problem of public administration.

Figure 3.1 illustrates the channels of transmission and the structure of this section. We first
discuss the importance of direct channels of transmission starting with the cost channel
followed by a discussion of the uncertainty channel which we each further subdivide. We then
turn to the indirect transmission channels.

3.2. Cost channd

Firms spend a considerable amount of resources on interactions with public administration,
both in monetary terms and in terms of time. The latter is probably the more important direct
channel of transmission that runs from the efficiency of public administration to firm
competitiveness. We aso distinguish direct costs from costs due to delays which mainly relate
to the duration of processes within public administration. We turn to each type below.

Costs are an important barrier to enhanced competitiveness. Especially the capacity for
innovation and an environment conducive for the creation of new and innovative firms tend to
be negatively affected by high costs in interaction with public administration (European
Commission, 2011). Additionally, high costs arising from the interactions with public
administration are likely to discourage trade, investment and entrepreneurship.

3.2.1. Direct costs
Definition

Direct costs cover both officia fees resulting from different types of application and
registration processes and costs resulting from staff devoting time on bureaucratic procedures.

Examples

These costs arise over the whole lifecycle of firms. Examples include costs arising from a
high number of steps necessary for registration of new businesses, fees in the context of
obtaining permits for new production technologies or construction and costs due to the high
amount of staff time necessary for tax. The Annex of this chapter provides additional
examples and groups them by lifecycle phase.

Effects on competitiveness

The magnitude of direct cost represents a de facto addition to taxation on productive activity
(Méon and WEeill, 2005). In principle, this may constrain firms by reducing available financial
means, and this burden could lower returns, which both may trigger falls in new investment
and expansion. The impact and relevance of these costs are likely to differ depending on their
type. Given that fees from staff devoting time to bureaucratic procedures tend to be fixed
costs in nature, especially small and new firms will be disproportionately affected as they are
larger relative to their size compared to large firms. Long established firms may additionally
benefit from learning effects because their staff has experience in dealing with public
administration.

These costs aso affect firms at various stages of their lifecycle and various activities. High
costs in dealing with public administration deter market entry of new innovative firms.
Increased barriers for market entry create adverse effects for productivity and competitiveness
because they reduce incentives for new firms to enter and innovate (Aghion and Howitt,
1998). In turn, lower competitive pressure also reduces the incentives to invest and innovation
of incumbents (Aghion et al., 2009).
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Besides the influence on market entry, costs also directly affect operations and investment of
incumbent firms. New and innovative firms are often characterised by low internal resources
and a highly volatile turnover. In addition, these firms often face problems in obtaining
sufficient external funding so that they rely on internal resources for investment, innovation
and expansion (Hall, 2002). High costs in interaction with public administration reduce scarce
financial means even further.

Direct costs distort the internal allocation of staff time within firms provided that a substantial
fraction of working time of employees has to be spent for dealing with complex bureaucratic
procedures that might otherwise be spent on core business activities (OECD, 2001). Thisis
especially problematic for firms which do not have the financial means to employ experts
who deal with the administration on arecurrent basis.

Market entry, exit and operations can also be affected by high exit costs due to inefficiencies
in public administration in interactions with firms. If it is very costly to liquidate a firm, ex
ante incentives to enter a market are reduced. Either due to the complexity of the insolvency
proceedings and its negative effects on the probability for recovery, or due to a significant
reduction of afirm's scrap-value by high exit costs, potential new and innovative entrants will
need a better initial outlook (Eifert, 2009).
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3.2.2. Duration

Definition

Under duration, we consider costs due to delays by public administration in processing
requests of firms or when completing procedures.

Examples

Instances where costs arise as a result of delays and long processing times include the
necessity of multiple inspections by public officials for obtaining permits, payment delays in
the context of public procurement or long processing time to solve commercial disputes.

Effects on uncertainty

Especialy costs arising from a long duration to solve commercial disputes and delays by the
tax office to process tax returns are likely to be important. These costs may cause a direct
reduction of profitability and retained earnings and could consequently lower internal
resources available to finance investment for expansion and innovation (OECD, 2001). With
increasing magnitude these costs also cause financial distress and restrict firms in their
opportunities to continue und finish their investment projects in time.

Finaly, delays in processing time may already imply ex ante reduced incentives to invest in
new market opportunities, given the threat that these opportunities may be ‘taken away' by
competitors in the meantime.

3.3. Uncertainty channel

This sub-section discusses the effects of uncertainty in dealing with public administration on
competitiveness in detail. Firms face considerable uncertainties about future conditions when
making long-run decisions. Besides purely economic shocks due to business cycles or crises,
uncertainty may arise from insecurity in the context of the business environment or the future
regulatory framework. Uncertainty may also be caused by public administration as we explain
below. This is especially relevant for costly and irreversible decisions such as adopting new
technologies or entering new markets (Handley and Liméo, 2012).

We distinguish uncertainty about direct costs, outcomes and duration. Uncertainty about the
direct costs may for instance be the result of bribes expected by officias, which unexpectedly
increase costs. Uncertainty about duration refers to unexpected delays of administration in
processing requests by firms or in completing procedures. Uncertainty about outcomes arises
from arbitrariness of administrative decisions, for instance in the context of applying for
permits.

3.3.1. Uncertainty about direct costs
Definition

Uncertainty about direct costs includes the potential negative effects of not knowing ex-ante
the total inputs needed to obtain a desired administrative service. This is the case if the
administration does not or cannot provide information about the total costs. While well-
established firms may be able to compensate for this based on past experience, for new firms,
this is especially challenging. A source of this type of uncertainty may be the lack of
formalisation of processes. Further, uncertainty may arise due to arbitrariness in decisions by
public officials.

Examples

Uncertainty about direct costs is especially relevant in the context of obtaining permits for
construction and new production technologies, in the context of foreign direct investment or
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the engagement in R&D. As will be shown below, especialy the latter two examples are
vulnerable to uncertainty.

Effects on competitiveness

As mentioned in section 3.2.1, new and innovative firms face considerable problems in
financing R& D through external sources. Thisis primarily based on specific features of R&D
as compared to investment in physical capital. One notable difference is that wages and
salaries of scientists and engineers make up more than 50% of R&D spending (Hall, 2002).
The second difference is that the innovations or new ideas how to produce new goods and
services as output of R&D are intangible goods, which are embedded in the human capital of
employees. Since this knowledge would be lost if employees are fired due to depleted internal
financial resources, lowering R&D spending is not feasible contrary to physical investment.
Taken together, this means that the decision to engage in R&D depends considerably on the
ex ante outlook not only with respect to the chances of success but also with respect to
prospective costs. Therefore, firms will only conduct research if there is certainty about
sufficient funding for the entire period of innovative projects (Bond, Harhoff and van Reenen,
1999). Thus, an increase in uncertainty about the costs and the returns reduces the probability
for firmsto start R&D in thefirst place.

Uncertainty about the direct costs also affects the attractiveness of a country for foreign direct
investment (FDI). Since foreign direct investment represents an important path for technology
transfer, it provides a channel through which public administration contributes directly to
productivity growth and to a country's competitiveness (Bénassy-Quéré, Coupet and Mayer,
2007). Like innovative activities, foreign direct investment is characterised by high sunk costs
in cases of failure. FDI is therefore especially vulnerable to uncertainty caused by long
processing time or the lack of prior knowledge about total costs. As in the case of investment
in R&D, disinvestment will not be feasible causing reduced incentives for foreign direct
investment in the first place with increasing uncertainty about direct costs.

3.3.2.  Uncertainty about duration
Definition

Uncertainty about duration relates to the lack of prior knowledge about the total time required
to obtain a desired service from public administration. This may be caused by a complex
formalisation leading to frequent procedural errors and delays, or by arbitrariness on the side
of public administration. While again well-established firms may be able to compensate for
this using their experience in dealing with public administration, uncertainty about duration
remains a challenge for firms lacking experience.

Examples

Uncertainty about duration is especially relevant in the context of engagement in R&D,
obtaining permits for construction and new production technologies or market entry and
incorporation.

Effects on competitiveness

In the context of uncertainty about total duration, negative effects on incentives for
innovation, both for new and incumbent firms, are present. R&D investment with a high
potential to significantly increase an economy's productivity often incorporate high risks and
require a long binding investment (Levine, 2005). In this context, an unexpected increase in
processing time by public administration to license, patent or permit new technologies raises
the threat of obsolescence of innovations (Hall, 2008). Consequently, this reduces incentives
for innovative activities and increases risk premiums demanded by investors.
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Additionally, R&D investment features high specificity and therefore represents sunk costs in
case of failure (Czarnitzki and Binz, 2008). Uncertainty about total duration of processing
time and its effects on the threat of obsolescence could therefore cause financia instability,
especially for new and small firms, which are endowed with lower financial means and which
areless diversified.

3.3.3.  Uncertainty about outcomes
Definition

This sub-section looks at the effects of uncertainty about outcomes in the context of
interactions with public administration. This type of uncertainty may arise due to arbitrariness
by public officials, which may in turn be due to alack of transparency and honesty.

Examples

Especially the process of incorporation, obtaining permits, the award of public contracts and
the accurate protection of property rights are likely to be affected by this type of uncertainty.

Effects on competitiveness

In general, favouritism by public administration induced through corruption creates
inefficiencies and misallocations because the desired services are not offered equally to al
firms on the basis of objective criteria, but are rather based on vested interests and the highest
willingness to pay for bribes (Ahlin and Bose, 2007).

For instance, through payment of bribes to civil servants or lobbying, incumbents can
successfully protect themselves against new and innovative firms entering the market if they
can induce public administration to deny licensing, the permission of new technologies or to
raise entry barriers in general. This significantly deters R&D investment and considerably
slows down the adoption of new technologies, keeping the overall technologica level
artificially low, with negative effects for a country's productivity growth and competitiveness
(Comin and Hobijn, 2009).

3.4. I ndir ect channel of transmission

As mentioned in section 3.1, firms also indirectly depend on public administration in the
sense that they are prime beneficiaries of public goods and bear a large tax burden. Public
goods including public infrastructure are an important input to private production, but are not
provided by the market in sufficient quantities. Public administration manages their delivery
and provision. In addition the resource intensity of producing public services contributes to
the overall tax burden. We distinguish 'allocation of public funds, 'efficiency in provision of
public goods and the 'cost of public administration' as three separate components of the
'indirect’ channel.

'Allocation of public funds' refers to the fact that the productivity enhancing effect of public
goods does not only depend on the amount of provision, but also on the composition and their
quality. Simply providing more money for the provision of public services does not
necessarily ensure the avoidance of redundancies in provision and achievement of expected
improvements (Hauner and Kyobe, 2008). For instance, building new roads where utilisation
of existing ones has not yet reached maximum capacity may not have the desired economic
effects. It is therefore crucial that public administration ensures the correct identification of
priorities, needs and preferences for businesses (Curristine, Lonti and Joumard, 2007).

Related to thisis 'efficiency in provision of public goods, which essentially reflects whether
unit costs of a particular public good are high or low. An example of this component could be
built kilometres of new roads for a given amount of public resources. The efficiency in
provision of public goods includes two dimensions: technical efficiency in implementation
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and cost efficiency in reducing payments for expensive inputs (Afonso and St. Aubyn, 2005).
A high level of efficiency in public good provision is crucia in times of budgetary pressure
and affects the quality provided. Therefore a more efficient public administration, capable of
providing relevant public goods of higher quality more cost-efficiently, is likely to strongly
enhance the competitiveness of businesses.

In contrast to the previous components, 'cost of administration' refers to the total amount of
taxes and resources used by public administration for service provision. A less efficient
administration is spending more resources than necessary, and would therefore lead to a
higher tax burden.

3.5. Empirical evidence

Whereas the analysis up to this point explored the relationship theoretically, this section
provides a short overview of empirical studies investigating the link between the efficiency of
public administration and various indicators of competitiveness, including the level of
entrepreneurship represented by market entry and firm growth, measures of firm-level and
aggregate productivity and aggregate growth.

3.5.1. Market entry and firm growth

Asthe analysis has shown, amajor point of impact of costs and uncertainty in interaction with
public administration is a negative effect on market entry. In this context, a study by Klapper,
Lewin and Delgado (2009) investigates this link using data on the number of newly registered
firms for 100 countries including all Member States from official registrars over a period of
eight years. As explanatory variables, the study uses indicators from the World Bank's Doing
Business Project, including costs and the number of procedures to start a business. Their
results show a significant and negative relationship between the entry density of firms and
indicators on the ease of starting a business, while controlling for economic development
measured by GDP per capita. Hence, an increase of costs or of the number of necessary steps
to start a business significantly decreases the creation of new businesses with potential
negative effects for a country's competitiveness.

Further studies, however with a smaller coverage of Member States, provide additional
evidence along these lines. Fisman and Sarria-Allende (2004) use a sample of 57 countries
including 11 Member States. Based on industry-level datafrom UNIDO and data on costs and
necessary staff time for incorporation from Doing Business, they find a significant and
negative impact of high entry costs on the creation of new businesses. More precisely, their
resultsimply an increase in new firm creation of 11% when reducing entry costs from the 75
to 25™ percentile. Ciccone and Papaioannou (2007) combine an indicator on the time needed
for incorporation from Doing Business with data from UNIDO for a sample of 45 countries
and obtain similar results. Djankov et al. (2008) further investigate this link using a sample of
85 countries, including 22 Member States. Their results imply that increasing the number of
necessary procedures for incorporation from the lowest to the highest regulated country in
their sample would result in a decrease of the entry rate of new firms by 5 percentage points
per year.

While the previous studies focused on the creation of new businesses, they did not shed light
on the survival and growth pattern of new entrants following a reduction of costs and
necessary steps to enter a market. The aspect of firm survival in this context is at least equally
important, since only entrants operating a sufficient amount of time will exhibit a significant
long-run effect on employment and productivity growth. In this regard a study by Bartelsman,
Haltiwanger and Scarpetta (2009) provides empirical evidence for a cross-section of 24
countries. Their findings show that 80-90% of entrants survive the initial period of two years
and that furthermore 40-70% of these firms still operate after 7 years. Taking averages over
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more than one cohort to account for a possible business cycle effect, their results support the
view that reduced barriers for market entry significantly improve competitiveness.

3.5.2. Firmlevel and aggregate productivity

Combined with the influence on market entry, the analysis in the previous sections
emphasised the role of innovations by new and also incumbent firms for competitiveness. In
this context, a study by Klapper, Laeven and Rgan (2006) provides quantitative evidence
using data from the Amadeus database for 20 Member States. Together with other factors,
indicators from Doing Business are used to estimate the effects of high costs of interacting
with public administration. Using a difference-in-difference approach the study finds a
significant and negative impact of high costs in interaction with the administration on total
factor productivity. More precisely, the results imply an increase in value added per worker of
14% when reducing registration costs from the 75" to 25™ percentile in the Doing Business
sample.

Barseghyan (2008) investigates the link between total factor productivity and high entry costs
for new businesses. The sample contains a cross-section of 97 countries; data on fees and
costs for incorporation are again taken from Doing Business. The findings imply a decrease of
total factor productivity by 22% for an increase of entry costs by one half of the standard
deviation in the sample, while controlling for the impact of human capital. These results are
also supported by findings of Scarpetta et a. (2002). Their study is based on a sample of
OECD countries, and shows that the growth of total factor productivity is primarily driven by
new innovative firms entering the market. High costs deterring market entry will significantly
slow down productivity growth and reduce competitiveness.

In contrast to studies summarised above, Méon and Weill (2005) investigate the impact of the
guality of governance on aggregate technical efficiency for a sample of 62 countries including
13 Member States. To analyse the effects of the quality of public administration, together with
other factors, they rely on World Governance Indicators provided by the World Bank. Besides
an aggregate indicator on the efficiency of bureaucracy, their study incorporates additional
indicators to cover the impact of corruption and accountability of politicians, which together
account for costs and uncertainty in interactions with public administration. In this regard,
their results show that all variables measuring the quality of public administration have a
significant and negative impact on aggregate technical efficiency. Interestingly, according to
their results, the efficiency of the bureaucracy has the largest effect.

3.5.3. Aggregate growth

Another argument of the previous sections was that uncertainty and costs in interaction with
public administration adversely affect economic growth. In this context, a study by Djankov,
McLiesh and Ramalho (2006) provides relevant empirical evidence. Their dataset contains
information about the average annual growth rate between 1993 and 2002 for 135 countries
including 24 Member States. Compared to the studies presented so far, they use a dlightly
different and somewhat broader approach to analyse the influence of the quality of public
administration and its effect on competitiveness. Again, datafrom Doing Business is used, but
rather than including selected indicators individually, the authors create a composite index of
business regulations by taking simple averages of country rankings in each of the seven topics
covered. Besides variables on the number of necessary procedures, time and costs to start a
business, variables on hiring and firing, property registration and contract enforcement are
also included. In order to examine the causal link between the implementation of regulation
and growth, the authors use a two-stage least squares regressions and instrument their index
on business regulation with the legal origin of a country's commercial code or company law,
absolute latitude, initial GDP per capita, religion and language. They provide evidence of a
significant and negative impact of burdensome business regulations on per capita growth,
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while controlling for effects of human capital, civil conflict and government consumption.
More precisaly, their estimates imply that moving from the worst to the best quartile in terms
of business regulation would result in an increase of the average annual growth rate per capita
by 2.3 percentage points.

Barseghyan (2008) also provides estimates for the impact of high entry costs on GDP per
worker. Like Djankov, McLiesh and Ramaho (2006), this study uses the geographical
latitude, the fraction of population speaking a major European language and a country's legal
origin as instruments. He finds a significant and negative impact of high entry costs on GDP
growth, while controlling for the impact of property rights and social infrastructure. More
precisaly, the results imply that an increase of entry costs is associated with a significant
decrease of GDP per worker.

A study by Busse and Groizard (2008) provides additional evidence for a panel of 84
countries between 2002 and 2006. Data from Doing Business is used to compute an aggregate
indicator based on specific sub-topics covered in the database. The number of procedura
steps, the costs, and the duration to start a business are combined with further indicators on
the flexibility of hiring and indicators on insolvency regulations. This study differs in the
sense that a precise channel is explored in linking business entry regulations with aggregate
growth. The authors show that increases in burdensome entry regulations are associated with
half a percentage point in foregone growth per year through its deterring effect on foreign
direct investment.

3.6. Excellence in public administration in relation to small and medium-sized
enterprises (SMES)

3.6.1. Introduction

SMESs play an important role in policy discussions also with respect to the issues that are
central for our anaysis of the links between excellence in public administration and
competitiveness.

To give a short reminder of the relevance of SMEs, Table 3.1 reports the summary statistics
for SMEs in the EU-27 as a whole. In this table the importance of SMEs in Europe is
measured in terms of shares of total enterprises, total employment and total gross value added.
SMEs account for 99.8% of all enterprises, employ 66.8% of all employees and account for
58.4% of the gross value added produced in Europe. Most are micro-enterprises employing
fewer than 10 people. These differences in firm size also affect the interaction of firms with
public administration. Therefore we here turn to the discussion of the conceptual framework
presented earlier with special emphasisto SMEsin Europe.

Table 3.1 - Theimportance of SMEsin Europein 2010 measured in shares of total
enter prises, employment and gross value added

Sizeclass Number of enter prises Employment Gross value addes
Micro 1to 9employees 921 289 216
Small 10to 49 employees 6.6 204 189
Medium 50to 249 enployees 11 16.8 179
Large M ore than 500 employees 0.2 31 416
SMEs 1to 249 employees 99.8 66.8 584

Source: own compilation based on data presented by Wymengaet a. (2011).
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3.6.2. SMEsand administrative and regulatory burdens

In the European policy discussion on administrative and regulatory burden special emphasisis
placed on SMEs (e.g. European Commission, 2007b). This relates to the fact that smaller
firms face a disproportionately higher regulatory burden than larger firms.

Figure 3.2 provides a summary of the evidence collected in studies from several European
studies. Although these studies are not entirely comparable in their definitions of regulatory
burden, they clearly indicate that smaller businesses have to bear a higher regulatory burden
than large enterprises. Similar evidence exists for other countries and policy areas. For
example, Hughes and Mina (2010) provide a survey on SMEs and patenting. Their findings
show that patent infringement and patent litigation creates significant problems for SMESs.
With respect to this study, thisis of particular interest as it relates to contract enforcement and
interactions with public administration. The finding is SMEs tend to be sued by, as opposed to
sue, larger firms, probably because of their inferior bargaining power, information
asymmetries about the I P process (capacities), or the higher marginal value they attach to their
patents. Also the patenting story points to the three explanations usually offered for the
disproportionate burden on smaller enterprises.

Regulation and administrative procedures often have afixed-cost nature.

Smaller enterprises have limited managerial capacities to deal with administrative
processes and are at a disadvantage to hire specialised staff that leads to a lower efficiency
of smaller enterprises in dealing with public administration. The same holds for buying
specialised expertise to deal with regulatory and legidative issues.

In micro enterprises the entrepreneur himself has to deal with public administration, what
in turn keeps him away from dealing with core business activities.

Costs resulting from delays are more problematic for small firms, as their activities and
range of products are usually less diversified than those of large firms.

Figure 3.2 - Regulatory burden per Employee acr oss size classes
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This makes clear that the theoretical and conceptual framework presented above is especially
relevant for SMEs. For example, very large firms may even compensate for some
shortcomings in the provision of public goods, for instance if they are able to build own
infrastructure. Apart from infrastructure, small enterprises face a further disadvantage. Large
enterprises often have direct access to public administration and even policy makers, what
alows them to influence policy and outcomes in their interest to some extent. Small
enterprises generaly lack this possibility. Thus the transparency and the integrity of public
administration and the policy making process are very important to SMEs. But much more
important are the direct channels of transmission related to direct costs and uncertainty. The
results from Figure 3.2 provide direct evidence that the cost channel leads to disproportionally
higher direct costs (fees and staff time) for smaller firms. Also costs due to delays are likely to
be higher for small firms. If smaller firms are less differentiated in activities and range of
products than large firms — an assumption that is highly plausible — then also the uncertainty
channel islikely to be more relevant for smaller firms than for large firms.

The empirical evidence on the link between firm size and the legal system provides some
hints of the negative effect of higher uncertainty on firm growth. The results of Laeven and
Woodruff (2007) indicate a positive relationship between firm size and the quality of the legal
environment. This is relevant for competiveness. A polarisation of economic activities into a
large number of very small firms and a small number of very large firms without medium-
sized firms may reflect misallocation of resources. Laeven and Manoni (2005) find evidence
that judicial efficiency affects the cost of capital. Thus the protection of property rights and
the inefficiency of public administration may as well trandate into inefficient investment
alocations that hamper firm growth. Especially in developing countries there is
disproportional concentration of employment in very small firms (Tybout, 2000; Banerjee and
Duflo, 2005). For EU countries the results of Pagano and Schivardi (2003) indicate that there
IS a positive relationship between average firm size and productivity growth. According to
Pagano and Schivardi (2003) the source for this positive relationship is a positive link
between firm size and innovation. These results have been replicated by HOlzI and Reinstaller
(2009) for a different time period for the manufacturing sector. But HOlzl and Reinstaller
(2009) can confirm that for service sectors the R&D channel is not important and average
firm sizeis only weakly related to productivity growth. The evidence thus suggests that it may
be an indication of weak competitiveness if small firms do not grow into medium sized and
large firms, especialy in manufacturing industries. Reliable and well defined property rights
in addition to an efficient bankruptcy system affect incentives for start-up activities (Armour
and Cumming, 2006; Klapper, Lewin and Delgado, 2009). Thus, the legal and regulatory
framework and the excellence of public administration are of special importance for both
entrepreneurship and SME growth.

3.6.3. Policy responses and the dark side of firm size-dependent policies

At the EU-level the Small Business Act European Commission (2008) provides the main
policy document that aims at levelling the playing field between small and large firms and to
foster the regulatory and legidative environment for SMES. A monitoring process has been
launched that assesses EU Member States' progress in achieving the goals of the Small
Business Act. Many measures taken by member states”® can be assigned to ten categories of
policy measures that alow to reduce the administrative burden of SMEs. These measures
were identified in the report "Models to reduce the disproportionate regulatory burden on
SMES' (European Commission, 2007b):

= A country by country overview is provided by the SBA fact sheets

(http://ec.europa.eu/enterprise/policies/sme/facts-figures-analysis/performance-review/index_en.htm).
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The implementation of such measures reduces the disadvantage of SMEs in regulatory and
administrative burdens. In many cases such measures impact positively on overall competi-
tiveness.

The quantitative literature on regulatory burdens focuses almost exclusively on regulation as
cost or constraint for small business and start-ups. For example in the case for start-ups see
aso Table 3.2. In the context of constructing an assessment framework it does not create
overwhelming problems when excellence of public administration is conceptualised as
efficiency of public administration. When regulations themselves come into play this
conceptualisation may be limiting as regulations in different policy areas may aso have an
enabling character (dynamic effect of regulation) that is related to behavioural changes,
especially in areas such as environmental regulation, innovation, and workplace safety
(Kitching, 2006). Regulations today are also related to norms and standards. Many regulations
are implemented by reference to standards. Thisis mirrored in the Small Business Act where
the participation of SMEs in standardisation committees receives its due attention.

But an important warning for policy makers comes from a few academic studies that seem to
address a dark side of size-dependent policies. Holtz-Eakin (2000) emphasises possible
negative incentives to grow established by size-depended policies. In a similar vein, Guner,
Ventura and Xu (2008) provide a simulation study that shows that a reduction in average firm
size leads to reductions in output of around 8% that is not compensated by the increase in the
number of firms. However, these studies do not directly show that size-dependent policies
lead to a misallocation. The only study we are aware of that tries to relate economic policies
to effects of firm size and finds a clear negative result is Garicano, Lelarge and van Reenen
(2011) for size-dependent labour regulations in France. They show that this regulation has
major effects on the distribution of firm size and productivity.

3.64. Summary

This section emphasised that SMEs are likely to be particularly affected by the quality of
public administration and regulations. Size-dependency arises through the fixed cost nature of
regulations and limited capacities of smaller firms in interaction with public administration. A
number of policy responses have been developed to reduce administrative and regulatory
burden for SMEs in the EU. Nevertheless, we will put no special emphasis on SMEs in the
development of the assessment framework, except when the efficiency of dealing with firm
entry is considered. The main reasons are:

The general conceptual framework outlined earlier in this chapter which is used to develop
the assessment framework in the next chapter fits aso the needs of smaller enterprises
well. All the transmission channels are of specific relevance for SMEs.
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The SBA fact sheets provide already an assessment framework that is designed specifically
taillored on the needs of SME policy in the European Union as expressed by the Small
Business Act.

Nevertheless, we are convinced that the assessment framework that we develop to assess the
excellence of public administration is also of particular value for policy analysis that concerns
SMEs. Policy reforms that affect the quality of public administration are very important for
SMEs in Europe.
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3.7. Annex - Points of impact of interactionswith public administration and their link to operation fieldsduring afirm'slifecycle

Channels of transmission

Costs Uncertainty
Direct Duration Duration Outcome Costs
Market entry

Registration or licensing
costs in the context of entry
and incor poration

Processing costs due to
inclusion of third parties like
courts and notaries

Costg/profit loss due to
delays in processing time
of PA

Costs due to a high number
of steps for business

registry

Uncertainty  about  total
duration of processing time
by PA for incorporation

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties in the context of incorporation

Uncertainty about total
amount of inputs needed
for incorporation (e.g. sum
of costs)

Operations

Fees the context of obtaining
permits for construction and
production technology

Processing costs due to
inclusion of third parties like
courts and notaries

Costg/profit loss due to
delays in processing time
of PA and high frequency
of appealing

Costs due to multiple
inspections by  public
officias

Uncertainty  about  total
duration of processing time
by PA for granting permits

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties

Uncertainty about total
amount of inputs needed
for obtaining permits (e.g.
sum of costs)

Fees in the context of import
/ export for registration at
customs office

Costs/profit loss due to
delays in processing time
of PA and high frequency
of appealing

Uncertainty  about  total
duration of processing time
by PA for granting entry
clearance for merchandise

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties in the context of protection of
property rights

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)

Costs due to additional staff
time necessary in the context
of public procurement

Costs due to payment
delays

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties in the context of the award of
public contracts
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Costs for compliance in the
context of labour regulation
(eg. sofety a  work
regulations)

Costs due to additional
investment for compliance

Learning costs in the case of
changing regulations

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)

Staff time in the context of
contract enfor cement

Processing costs due to
inclusion of third parties like
courts and notaries

Costg/profit loss due to
delays in processing time
of PA and high frequency
of appealing

Uncertainty  about  total
duration of processing time
by PA

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties (e.g. rejection of plaints)

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)

Compliance costs and staff
time in the context of taxes

Costs/profit loss due to
delays in processing time
of PA and high frequency
of appealing

Uncertainty  about  total
duration of processing time of
tax returns by PA

Uncertainty arising from a lack of
transparency and honesty in decision
making (e.g. application of laws)

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)
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Fees and staff time in the
context of R&D (e.g. patent
application)

Costg/profit loss due to
delays in processing time
of PA

Costs due to a high number
of proceedings

Uncertainty  about  tota
duration of processing time
by PA for granting patents

Uncertainty arising from a lack of
transparency and honesty in decision
making due to an influence of third
parties in the context of protection of

property rights

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)

Fees and staff time in the
context of foreign direct
investment (e.g. lack of
language skills of PA)

Costs in the context of
insolvency

Processing costs due to
inclusion of third parties like
courts and notaries

Costg/profit loss due to
delays in processing time
of PA and high frequency
of appealing

Costs due to a high number
of proceedings

Uncertainty  about  tota
duration of processing time
by PA

Uncertainty  about  total
duration of processing time
by PA

Uncertainty arising from a lack of
transparency and honesty in decision
making (e.g. corruption or lobbying)

Uncertainty arising from a lack of
transparency and honesty in decision
making

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)

Uncertainty about total
amount of inputs needed
(e.g. sum of costs)
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4. EMPIRICAL ASSESSMENT FRAMEWORK TO MONITOR EXCELLENCE IN PUBLIC
ADMINISTRATION FOR COMPETITIVENESS

4.1. Requirements and introductory remarks

Chapter 3 established that the overall impact of administrative excellence on competitiveness
is determined by costs and the uncertainty of firms in dealing with public administration, as
well as by administrative effectiveness in providing public services. Therefore, the objective
of this section isto identify indicators that reflect and quantify these dimensions.

A first aim will be to construct an assessment framework for indicators which covers main
characteristics of excellence in administration and its links to competitiveness, and thereby
assists us in selecting a tractable number of indicators. A further aim will be to use these
indicators to construct an assessment framework to monitor public administration excellence
for competitiveness.

The importance of public administration quality for competitiveness raised the interest of both
scholars and policy makers on indicators that allow to measure and compare administrations
in the Member States. Ideally, selected indicators should capture the multitude of (potential)
interactions between administration and enterprises, the complexity of the interrelationship of
the indicators, and the various channels of transmission through which administrative quality
impacts on the competitiveness of a country's business sector.

In this chapter, we draft an empirical framework to assess elements of public administrations
of Member States which appear to be the most important for a business-friendly environment.
We distinguish three 'genera’ links, which cover overarching influences that affect the quality
of public administration and its relation to the business environment, namely

A. General governance
B. Tools for administrative modernisation, and
C. Corruption and fraud.

'‘General governance' reflects the multi-dimensional concept of administration quality. 'Tools
for administrative modernisation’ refers to the use of instruments to enhance the capacities of
the administration, and maps developments in the general sophistication of service provision.
‘Corruption and fraud' maps assessments of the extent to which the powers of government and
administration are exercised for private gain. The link covers all forms of corruption,
including state capture by vested private interests.

In addition we distinguish four more specific links, concerning issues of
D. Sarting a business and licensing,

E. Public procurement,
F. Tax compliance and tax administration, and
G. Efficiency of civil justice.

These links explicitly relate the quality of public administration to the business environment,
and capture the most important interactions and 'contact points between administration and
private companies. Our analyses do not focus on industry-specific interactions between public
administration and certain branches. Rather, the links were selected with the intention to draw
a comprehensive and concise picture of excellence of administration at the Member State
level.
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The broadness of the links requires selection of more than one representative indicator per
link to map the various aspects how the quality of public administration affects the business
environment. In the following sub-sections we elaborate in more detail the indicator selection
process for each of the considered 'links.

The selection of single indicators is restricted by availability, minimum requirements on data
quality, country coverage, timeliness and representativeness of the data® We apply a
selection procedure framework for available indicators along three main criteria:

(1) In the context of country coverage, indicators must cover at least half of the Member
States, or, alternatively, complete sub-groups such as the New Member States (with the
exception of Cyprus and Malta); otherwise, we discard the indicators.

(2) In order to pass our assessment in terms of timeliness, indicators must at least date from
2009 or more recent years. Here, we also distinguish between the year of publication and
the year to which the indicator refers to where the latter is more relevant for our purposes.

(3) With respect to representativeness, we both consider whether the underlying sample is
representative, and whether the methods used are adequate. We take into account issues
such as the framing of survey questions and the comparability of results over time. We
discard indicators that have major limitations in terms of representativeness.

This methodology involves important trade-offs: A first trade-off exists between data quality,
availability and representativeness of indicators on the one hand, and comprehensiveness and
completeness in capturing the interactions between public administration and business on the
other hand. In some cases, to be discussed below, a specific link between administration
guality and business environment can only be mapped via more than one or two dimensions.
Yet, required data is not always available, or some available data do not meet our quality
conditions.

For example, in link 'G. Efficiency of civil justice’ we are able to cover duration and cost of
legal disputes but not duration and cost of the use of alternative dispute resolution methods
(e.g. mediation) which are increasingly used to resolve legal disputes. In principle, these data
should aso be included in an assessment framework which maps the link comprehensively.
However, representative data on duration and costs of alternative dispute resolution methods
that fulfil all our criteria of indicator selection is not available.

A second trade-off is more fundamental. Capturing the characteristics of administration that
affect the links between excellence and competitiveness in a concise and unambiguous way
with a smaller number of indicators may be in conflict with the goal of getting the
specificities of national administrative traditions right with respect to their specific advantages
and disadvantages. On the one hand, reducing the number of selected indicators aways comes
at the risk that some important aspects are not covered. A higher number of indicators, on the
other hand, may cause aloss of tractability of the framework.

These selection criteria allow us to establish aframework that monitors those elements, which
represent the most likely drivers for costs, uncertainty and administrative effectiveness in
interaction of firms with public administration. Table 4.1 provides an overview of dimensions
and selected indicators, which will be described in more detail in the following sub-sections.

2 A large number of indicators have been considered for inclusion in the assessment framework. This list

of indicators and the assessment framework that guided the selection of indicators is collected in a separate
document.

53



Table4.1 - The assessment framework: links, indicator s and data sour ces

EPA-competitiveness link

Unit

Data source

A) General governance
1) Government effectiveness

Index range -2.5 to +2.5, higher values indicate better performance

World Bank - Worldwide Governance
Indicators

B) Toolsfor administrative moder nisation

1) Availahility of 8 businessrelated E-Government
services

2) Use of Evidence-Based Instruments

3) Post-Bureaucracy Index

% of total of 8 services
Index 0 to 10, high values indicate intensive reliance

Index 0 to 100, high valuesindicate intensive reliance

EC E-Government Benchmarking Reports

Bertelsmann Stiftung - Sustainable
Governance Indicators
Demmke and Moilanen (2010)

C) Corruption and fraud
1) Diversion of public funds

2) lrregular payments and bribes
3) Experience of corruption

Index on ascale from 1 (very common) to 7 (never occurs)
Index on a scale from 1 (very common) to 7 (never occurs)
% share of respondents reporting an incident

WEF Global Competitiveness Report
WEF Global Competitiveness Report
EC Specia Eurobarometer

D) Starting a business and licensing

1) Fully operational one-stop-shop to start-up a company
2) Timerequired to start-up a company

3) Cost to start-up a company

4) Index of total licensing complexity

does not exist =0, doesexist = 1

number of calendar days

% of income per capita

range 1 to 26, high values indicate high complexity

EC - Monitor start-up procedures
World Bank — Doing Business
World Bank — Doing Business

DG Enterprise - Business Dynamics

E) Public procurement
1) Total person-days per individual firm per competition

2) Typical cost of acompetition for firms per competition

3) Average delay in payments from public authorities

firm days
% of per capital GDP

days

EC - Cost and effectiveness of Public
procurement

EC - Cost and effectiveness of Public
procurement

Intrum Justitia - European Payment Index

F) Tax compliance and tax administration
1) Timeto prepare and file tax returns and to pay taxes
2) Administrative costs of taxation

hours per year
per 100 units of revenue collection

World Bank - Paying Taxes
OECD — Tax Administration in OECD and
Selected Non-OECD Countries

G) Efficiency of civil justice
1) Enforcing contracts. Time

2) Enforcing contracts: Cost

3) Resolving insolvency: Time

4) Independent judiciary

Cdendar days

Percentage of claim

Years

Index from 1 to 7, high values indicate independence

World Bank — Doing Business
World Bank — Doing Business
World Bank — Doing Business
WEF - Global Competitiveness Report




4.2. Assessment of administrative quality by general governance indicators
4.2.1. Thelink to competitiveness

The quality of a bureaucracy — or 'public administration excellence' — is a multi-dimensional
concept. It captures numerous different aspects of the working properties and mechanisms of
a country's administrative system. Put differently, administrative quality is characterised by
the way the governmental institutions operate and thereby determine the management of
public affairs and the capacities of a state to provide a regulatory environment conducive to
growth and competitiveness.

The institutional framework plays a key role in our analysis. On the one hand it enables and
reinforces the potential of firms and branches, especially through shaping an entrepreneurial
environment. On the other hand, the institutional framework can also exert unnecessary
regulatory burdens on to firms leading to red tape, bureaucratic delays, high taxes, inferior
public service qualities, etc.

A quite natural way to assess bureaucratic quality, then, is to use indicators in which such a
comprehensive concept is also captured by a wide range of different measures. Over the past
two decades a number of general governance indicators have been proposed in order to
guantify characteristics and performance of public administration. Scholars as well as
practitioners from international institutions and business consultants have developed a wide
array of indicators and datasets of general governance measures which aim at a quantification
of theinstitutional quality assumed to reflect determinants of competitiveness and growth.

Some of the indicators for assessing governance structures aim at summarising the muilti-
dimensional concept into a single score of bureaucratic quality to arrive at an overal and
comprehensive picture ('genera governance indicators).

What should be measured?

Indicators with a very general character should provide a characterisation of the link between
the excellence of public administration and competitivenessin a very broad way. With regard
to that a wish-list for one single indicator measuring the overall bureaucratic quality would
include and condense information on

1. The perceived quality of the public services
2. The costs of service provision

3. The ability of government and administration to implement sound policies and
regulations.

4. The burdens of administrative requirements (e.g., permits, regulation, reporting) and of
regulations for businesses.

422 Sdected indicator and database

In this respect, the World Bank's Worldwide Governance Indicators (WGI) are among the
most advanced, and probably most controversially debated, datasets. WGI rely exclusively on
a wide variety of perceptions-based governance data sources. The database covers 213
countries and territories, measuring six dimensions of governance, starting in 1996: (1) Voice
and accountability, (2) Political stability and absence of violence/terrorism, (3) Government
effectiveness, (4) Regulatory quality, (5) Rule of law, and (6) Control of corruption. These six
dimensions are all expressed as a composite indicator. The aggregate indicators are based on
several hundred individual underlying variables, taken from a wide variety of existing data
sources. The datareflect the views on governance of worldwide survey respondents, including
public, private, and NGO experts. WGI also explicitly report margins of error accompanying
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country estimates. These reflect inherent difficulties in measuring governance using any kind
of data.

Especidly two of the mentioned dimensions are covering administrative quality in a stricter
sense, (1) government effectiveness and (2) regulatory quality.”® From this database the
indicator ‘gover nment effectiveness' was selected for inclusion into the report.

Indicator A.1: Government effectiveness

Government effectiveness (GE) captures perceptions of the quality of public services, the
quality of the civil service and the degree of its independence from political pressures, quality
of policy formulation and implementation, as well as the credibility of the government's
commitment to such policies. GE is acomposite indicator. It is a comprehensive assessment
of the quality of public administration in a very broad sense, measuring the competence of
public administration and the quality of service provision. By construction from various data
sources it covers a range of related concepts, such as bureaucratic expertise, administrative
and technical skills of the civil service, red tape, administrative delays, quality of public
schools and basic infrastructure quality, to name only afew.

A second indicator, Regulatory Quality (RQ), is reflecting perceptions of the ability of the
government to formulate and implement sound policies and regulations that permit and
promote private sector development. In our assessment framework, RQ is not included for
mainly three reasons. First, perceived quality of the regulatory system will be mapped in more
detail by the remaining set of specific indicators, to be presented in the following subsections.
Hence it could easily be seen as an unnecessary duplication. A second reason for dropping
RQ from our assessment framework is formalistic: The simple correlation between the GE-
indicator and the RQ-indicator is higher than +0.9 for the sample of Member States in 2010.
For an assessment GE and RQ are amost indistinguishable. Moreover the regulatory quality
of regulation tends to be more dependent on lawmakers' ability to formulate sound policies
and regulations, than on the public administration that to a large extent execute what has been
laid downin law.

The usefulness of GE as a composite governance indicator for assessing the quality of a
public administration liesin its broad and aggregate approach. By averaging information
from many data sources information is condensed and summarised, influence of outliers is
mitigated and margins of error are therefore reduced. It delivers a broader picture than a bulk
of unstructured single indicators can show.

The GE-indicator must (like all composite indicators) only be interpreted with caution. GE is
derived by estimating an unobserved components model (Kaufmann, Kraay, and Mastruzzi,
2010). Hence, there is unavoidable uncertainty around this estimate. If confidence intervals
for two countries overlap substantially, one should not interpret GE-data differences as
signalling a (statistically) significant difference between two countries. A further aspect is
also important to note. Differences in the cross-section of countries or changes over time in
aggregate GE measures not only reflect differences in country scores on the underlying source
data from various sources, but also differences in the set of underlying data sources on which
the comparison is based. Changes over time may be a consequence of differences over timein
the weights that are used to aggregate the indicators.

% Two further dimensions, 'rule of law' and ‘control of corruption' capture aspects that are also related to

public administration quality in a broader sense. These are discussed in the following sub-sections.
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4.3. Toolsfor administration modernisation
4.3.1. Thelink to competitiveness

As elaborated in chapter 2, modernisation of the public sector is pursued through application
of alarge array of different tools that aim at increasing the capacity of public administration
for high-quality service provision. Putting the clients desires at centre stage, organising public
service provision based on performance and outcomes, making use of contemporary ICT,
applying a strategic approach to human resources management, and organising interactions
between public and private sector more efficiently, all contribute to enhanced capacities of
public administration. The scope of these tools reaches from a transformation of
administrative logics of input-steering to the introduction of practical instruments that help to
facilitate the interactions of businesses with public administration.

Yet, it is premature to claim high public sector excellence only because a country introduces
innovative management practices, ICT solutions or administrative regulations in accordance
to a certain paradigm, such as New Public Management. Most reform practices have
innumerable direct and indirect effects on competitiveness. There is still a lack of robust
empirical evidence as regards the economic impact of these modernisation tools (e.g. Boyne,
2003; Van Dooren et a., 2008). Consequently, a universally accepted reform model does not
exist, and reforms according to the 'ssmple’ NPM-paradigms are often contested as they did
not produce the desired (or promised) outcomes (Dunleavy et al, 2005; Olsen, 2006).

This raises an enormous challenge to data collection for monitoring purposes. Data reflecting
the success of implementing tools for public sector modernisation should shed light on
potentially enhanced administrative capacities, i.e. how efficient and how effective public
administration is in interaction with firms: Do companies have a say in developing new
policies that affect them? Do government and public administration base their decisions on a
systematic evaluation of policies and empirical evidence? Are new policies communicated
effectively? Can businesses conduct administrative duties online in accordance to the Service
Directive?

Selected indicators are hence intended to map developments in the general sophistication of
public service provision. Given the diverse qualitative nature of instruments with an effect
on administrative capacities on the one hand, and the numerous different approaches across
countries on the other, reliable data covering the reform strategies in all Member States is
rare. Also, many ingtitutions that provide data propagate certain paradigms; a fact which is
reflected in the choice of indicators. Furthermore, the vast majority of accessible quantitative
indicators are input- or procedura indicators that do not account for actual outcomes of
modernisation. While it describes a certain administrative culture, the degree of public sector
agencification itself, for example, tells little about whether a public administration is excellent
or not, without comparing its effects on efficiency or costs.

Hence, in order to evaluate administrative capacities created by public service modernisation
tools, it seems sound to restrict choice of indicators to afew significant variables that allow an
overall evaluation of a modernised administration, which can supplement further indicators
that are based on the theoretical framework developed in chapter 3.

While assessment of modernisation tools can only provide a rough estimation of the context
of public-private interaction and administrative hassles for businesses, a generally efficient
administration is the most important requisite for public sector excellence. Conceptualy,
these genera modernisation measures are mostly to operate through indirect channels of
transmission, e.g. by influencing efficiency and costs of public service provision, especialy
in the case of ingtitutional re-organisation and strategic human resources management. In
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some other cases, however, a modern public administration can also have noteworthy impacts
through the uncertainty (e.g. service and performance orientation) and the cost channel (e.g.
ICT solutions in government).

What should be measured?

The large variety of available tools to modernise public administration makes it extremely
difficult to arrive at a comprehensive but nevertheless well-arranged "wish list" of indicators.
The overview in chapter 2 has shown that main concepts of administration modernisation, i.e.,
(1) reliance on ICT applications, (2) human resources management, (3) performance
orientation, (4) service orientation, and (5) the institutional re-organisation of administration,
are highly independent and cannot be separated easily. For example, service orientation is
dependent on the introduction of well-designed e-government solutions and a well-trained
administrative staff. Performance orientation contributes to improved service quality and cost
reductionsonly if it is related to incentives schemes for civil service employees, etc.

Asthe central am of al these reform measures is to enhance administrative capacities, i.e., to
enable public administration staff to provide services effectively and efficiently, an ideal set
of indicators would allow us to measure (an improvement of) capabilities through the
implementation of new tools directly. This is yet almost impossible as capacities cannot even
be defined unambiguously. Moreover, it is highly disputed whether improved performance
can be attributed to certain reform measures. All in al, empirical evidence of the positive
impact of accordance to certain reform paradigms is meagre and fragile. To arrive at a clearer
view how these measures improve competitiveness requires not only to collect more data on
outcomes but also to identify robust linkages between the adoption of certain technical
applications and management practices and improved outcomes.

As long as such links are not empirically well-established it appears reasonable to measure
instead the use of instruments of moder nisation without trying to arrive at qualifications of
overall desirability. If the use of several tools leads to improved administrative performance
this should be reflected in better outcome-related indicators of the specific links described in
the next sub-sections. For example, if processing time of starting-up a business is reduced by
|CT-applications, this will be reflected in an improvement of the respective indicators on the
specific links between administration and competitiveness, or, by an improvement of the
overall assessment through general governance indicators.

4.3.2. Sdected indicators and databases

In this section we present indicators to measure the use of tools aimed at an improvement of
administrative capabilities to provide high-quality public services. Here we concentrate on the
indicators we selected for inclusion in the assessment framework.

There is a large number of data available focusing on procedures related to specific tools,
such as availability of e-government applications, or the degree of decentralisation of
provision of certain services. The selected indicators give an overall impression of the reform
propensity Member States, despite an inevitable bias caused by the different administrative
traditions. In any case, indicators reflecting the implementation of certain modernisation tools
should understood as a reference for monitoring a country's reform activitiesin general.

4.3.2.1. CapGemini: i2020 e-government benchmarking

The annua e-government Benchmarking prepared for the European Commission aims at
monitoring the implementation and sophistication of a number of online services in 35
countries, including the Member States. Among a total of 20 e-government services for
various stakeholders, we include in our assessment framework
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Indicator B.1: Full online availability of 8 business-related services

The indicator includes information on e-government applications for (1) socia contribution
for employees, (2) corporate tax, (3) VAT, (4) customs declaration, (5) environmental-related
permits, (6) registration of a new company, (7) submission of statistical data, and (8) public
procurement.

This business-related indicator allows drawing conclusions on the progress a Member State
has made in order to reach the goals of the 12010 strategy and its successor, the Digital
Agenda for Europe.?® The e-government benchmarking tries to perceive the availability of
services as a first step and also assesses the sophistication and the take-up of said servicesin
order to document the 'ICT dividend' within the Member States. The applied 20-services-
method was based on a procedure including landscaping (description of the services),
sampling of the URLSs (as a combination of stratification, systematic sampling and random
sampling), and a web-survey that analysed all available services, followed by a validation of
the report in collaboration with the Member States.

Methodologically, the evaluation is based on a 5-stage maturity model that assesses the "full
online availability' of 20 services on the national level, including 8 services for a so-called
'‘Government to Business super-cluster. For this purpose, researchers decided which maturity
stage a service displays and calculated an according percentage that follows three different
schemes, depending on the nature of the service. While stage 5 is a signal for proactive,
automated service delivery, some services only reach stage 4 (only transactional, e.g.
application, decision is transmitted as a result) or stage 3 (only interactional, e.g. declaration
to the police). Stage O implies that there is no online service at al. The highest possible stage
is awarded with a 'full online availability'-score. Several country-specific non-relevant sub-
services were excluded, which alows a computation of a context-appropriate compound
business index for all Member States.

4.3.2.2. Bertelsmann Sustai nable Governance Indicators; Evidence-based instruments

A second aspect that should be covered by an assessment of tools for modernisation is the use
of modern instruments of steering a public administration through systematic evaluation with
the help of performance information. From the set of available indicators we selected

Indicator B.2: Use of evidence-based instruments

The sub-index ‘evidence-based instruments of the bi-annua Bertelsmann Foundation's
Sustainable Governance Index (SGI) serves as an indicator for the discourse and quality of
performance-based steering tools by describing (a) the application of Regulatory Impact
Assessments (RIAS) in general, (b) the inclusion of a needs analysis for potential new
regulations, and (c) the consideration of alternative options. It measures "whether the
government regularly assesses the potential socioeconomic impact of draft laws. Hence, it
evaluates the extent to which RIAs examine alternative options as well as the purpose of and
need for regulations’ (Bertelsmann Foundation 2011). However, data is available only for
OECD-countries that do not include all Member States.

The 'evidence-based instruments-indicator includes qualitative assessments by country
experts based on a standardised survey in which the sophistication of all three aspects is
weighed on a unified scale between 10 (applicable) and 1 (not applicable).

Does the government regularly assess the potential socioeconomic impact of draft laws?
Do RIAs analyse the purposes of and need for regulations?

% See http://ec.europa.eu/information_society/digital-agenda/index_en.htm
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To what extent do RIAs explore aternative options?

The results of the expert survey questions are transformed into a compound index on 1-10
scale, using the ssmple mean of sub-indicators.

4.3.2.3. Post Bureaucracy Index

A further important notion of administration modernisation is areform of staff management in
the public sector. The principal features of such reform ideas include a reduction of hierarchy,
an emphasis on flexibility and performance rather than rule-following and career-orientation
and life-time employment, and afocus on performance-related pay.

Indicator B.3: Post bureaucracy index

The 'Post Bureaucracy'-Index developed by Demmke and Moilanen (2010) in a study on
"Civil Servicesin the EU of 27" commissioned for EUPAN, captures important aspects of a
reform towards strategic Human Resources Management (HRM) by describing the degree of
implementation of different HRM tools. The index documents general accordance to a
reform paradigm, which predominantly includes a shift from a strong reliance on public
servants towards more flexible modes of public employment. Based on a detailed analysis of
public sector employment systems across the Member States, Demmke and Moilanen (2010)
derive the index by aggregating indicators for

legal status of employees (public law civil servants vs. employment based on private law),
career structures (regulated insider promotions etc.),

recruitment (special requirements, private sector experience)

salary systems (seniority, performance-based, regulated by law) and

tenure system (lifetime tenure, special job security),

into a composite measure on a scale from 0 to 100 that indicates the use of post-bureaucratic
elements in the public employment system. Although structures differ substantially across
Member States, Demmke and Moilanen (2010) find no systematic connection between
administrative culture and post-bureaucratisation, except for the fact that Scandinavian
countries observe exceptionally high degrees of modernisation.

4.4. Corruption and fraud
4.4.1. Thelink to competitiveness

The occurrence of corruption is probably one of the most profound and widespread problems
that public administration in poor as well as rich countries faced in the past and continue to
face in the present (Mokyr, 1990; Guriev, 2004). However, corruption is not uniform but
rather a multi-faceted phenomenon. Here, we distinguish three types of corruption, namely a
general type, state capture including the diversion of public funds, and administrative
corruption (see below for a detailed description).

Corruption affects both the direct channels of transmission and the indirect ones. In the
context of the direct channels of transmission, the impact of corruption relates to both the cost
and the uncertainty channel. Corruption represents a de-facto tax of productive activities of
businesses. These costs will reduce ex-ante incentives for new investments as well as
incentives for innovative firms to enter a market.

Uncertainty about outcomes, duration as well as cost may also arise because in a corrupt
environment, outcomes become uncertain as they tend to be driven by bribes rather than rules,
and the rules themselves may be changed in response to corruption. Thisis especially relevant
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in the context of patent applications, licensing, the issuance of permits and the allocation of
public subsidies. Thus, increased uncertainty in interactions with public administration will
again discourage incumbent as well as new firms to invest in innovative projects due to the
threat of arbitrary and artificially slow decisions which increases the risk of obsolescence for
afirm'sinitial investment.

Conceptually, corruption in interaction with public administration is also related to the
indirect channel of transmission. Here, corruption is especialy relevant in the context of
public procurement or the utilisation of public funds in general which leads to a misallocation
and an inefficient usage of public funds reducing significantly their contribution to long-run
growth and a country's competitiveness. For instance, this may be the case in the context of
public procurement tenders, when less efficient but bribe-paying firms are chosen.

What should be measured?
Measuring corruption empirically is quite complex due to several reasons.

Corruption is a multidimensional phenomenon and therefore cannot be measured by a
one-dimensional indicator alone (see further details below).

Corruption is hidden, and revealing it is difficult as both the bribe-taker and giver are
likely to try to conceal corruption. Therefore, corruption must be revealed by third parties
such as journalists, but the latter type of evidence is typicaly incomplete. Therefore,
every corruption indicator should only be seen as a noisy signal of the 'rea' level of
corruption within a country.

Corruption indicators often rely on perceptions. Yet, it can be argued that individual
perceptions are incomparable between different individuals if they apply different criteria
or scales for evaluating corruption (Veenhoven, 2002). As a consequence, some
individuals may evaluate a country as highly corrupt, whereas other individuals seen the
same country as only moderately corrupt based on the same type of information. These
issues are even more problematic for comparison across countries.

Bearing in mind these general aspects, an idea set of indicators should try to measure
corruption by capturing the dimensions summarised in the matrix in figure 4.4.
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Figure 4.4 - The multi-dimensionality of corruption

Measurement

General SE— ——

Administrative
corruplion

Type of corruption
I
I

State capture S—— .

Source: ZEW.

The matrix consists of two main dimensions, namely how corruption is measured, and the
type of corruption.

1. Measurement:

a. Perceptions based: Since corruption generally comprises illegal and hidden activities,
it is difficult to assess its actual level solely based on objective empirical data such as
the number of successful prosecutions. Therefore, we have to rely on perceptions based
indicators. Perception measures are relevant since they do not solely respond commonly
observable information but also reflect subjective opinions based on the individuals
assessment of corruption. Given that such indicators might suffer from systematic biases
as described above, the design of questionnaires and the survey methodology are
essential.

b. Experience based: Another option isto rely on experience based indicators to measure
the occurrence of corruption within a country. Corruption experience is certainly a
major component in the foundation of corruption perceptions, but it is more objective.
One major drawback of experience based indicators is that respondents may fear legal
consequences when reveaing themselves as bribe-takers or -givers. Therefore the
framing of survey questions and the assurance of complete confidence are of high
relevance. Thus, an ideal indicator in this context would ask for the incurrence of
'passive’ corruption such as™...have you been asked to pay a bribe?" rather than "...did
you pay abribe?' to minimise dishonest responses.

c. Anti-corruption measures. The third column in figure 4.4 differs from the first two in
the sense that it does not measure corruption, but rather the effectiveness of measures to
fight corruption. It therefore takes a different perspective and provides an additional
dimension for policy-analysis. An ideal indicator should not only try to evaluate the de
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jure existence of corruption safeguards, but should as well address their de facto
implementation and effectiveness.

2. Type of corruption: Recognizing differences between various types of corruption is
necessary to design anti-corruption measures. A set of ideal indicators would distinguish
between the following three types:

a. General: Indicatorsin this category would help to assess the general level of corruption
in a country. Indicators hence have to cover not simply single incidents of corruption
with respect to public administration. They rather have to include the business or private
sector, media, religious bodies and NGO's as well to name just a few examples. Hereby,
such indicators would not only quantify the level of integrity in the public sector but for
the whole society.

b. Administrative corruption is defined as an attempt to influence the implementation of
existing laws and regulations in favour of individuals or firms through corruption.
Indicators covering this dimension are especialy valuable in the context of this project
and represent the direct channel of transmission from our conceptual framework.
Idedlly, relevant corruption indicators should distinguish various branches of public
administration providing different public services. However, in practice, compiling such
an indicator is not feasible because only few respondents are using all specified public
services. Anideal indicator would therefore put special emphasis on sample selection.

c. State capture: State capture refers to attempts of individuals or firms to influence the
nature of laws or regulation and to ater government decisions with respect to spending
and funding. Relevant indicators would reflect the direct as well as the indirect channel
of transmission from our conceptual framework.

Since the combination of an experience based indicator assessing the genera level of
corruption seems not feasible given the nature of a general assessment, this quadrant has been
coloured in light rather than dark grey in figure 4.4.

442 Sdected indicators and databases

Despite the large number of existing indicators aiming at measuring corruption, there is
obviously no single one which measures corruption in a complete and comprehensive manner
according to the framework developed above. Therefore, it is necessary to combine various
indicators or even extend them to cover all dimensions as described in figure 4.4. In the
following sub-section, we present our list of selected indicators.

4.4.2.1. World Economic Forum - Global Competitiveness Report

Within the annual Global Competitiveness Report (GCR) business executives are surveyed in
up to 142 countries including all Member States and covering all main sectors of the
economy. Firm selection follows a dual stratification procedure with strata according to firm
size and business sector. In the most recent wave in the case of Member States, small,
medium and large sized enterprises are represented with shares of 43%, 34% and respectively
22%.

Data from the most recent wave of the GCR refers to 2011 and reaches back severa years.
The average sample size for the subset of Member States was equal to 92 business executives
per country. Survey respondents were asked to evaluate corruption on a discrete scale ranging
from 1 to 7, where 1 represents the highest level of corruption and respectively 7 the lowest.
A distinctive feature of the GCR is a thorough data editing process at the level of individual
observations as well as at the country level. It thus allows for the detection of outliers within
the dataset, and consequently, individual answers with a high deviation are dropped. These

63



steps may help to mitigate potential biases. From this source we selected two indicators for
inclusion in our assessment framework:

Indicator C.1: Diversion of public funds

Based on our matrix in figure 4.4., this stand-alone indicator reflects perceptions of state
capture corruption and thereby represents effects on competitiveness through the indirect
channel of transmission of our conceptual framework. The survey question is. "In your
country, how common is the diversion of public funds to companies, individuals or groups
due to corruption?*?’

Indicator C.2: Irregular payments and bribes

This indicator quantifies perceptions of administrative corruption; this type of corruption
affects firms through the direct channel of transmission. The indicator is only available since
2010. The survey question is: "In your country how common is it for firms to make
undocumented payments and bribes connected with... (5 different services offered)?”
Proposed services are imports & exports, public utilities, annual tax payments, the award of
public contracts & licenses and obtaining favourable judicial decisions. Instead of reporting
results for each service separately, this indicator provides pooled results in order to overcome
potential problems as described for experience based indicators in the previous section. While
at first sight this might seem like a disadvantage from a policymaker's perspective, it actually
decreases the number of missing observations thereby making the indicator more reliable.

4.4.2.2. European Commission - Special Eurobarometer

In the context of the Special Eurobarometer (SEB), a general public poll is conducted to
measure views and experience of corruption on the behalf of the European Commission.
Country coverage includes all current Member States. So far, 4 SEBs have been carried out
between 2005 and 2011. The most recent version has been published in 2012 with data
referring to 2011. Comparability over time and waves is ensured because the survey questions
in all waves areidentical.

In each country a multi-stage random sample design was applied. Sampling points were
drawn from administrative regional units reflecting size and distribution of the population and
geographical properties. In the most recent wave, the median sample size was 1015 conducted
interviews per country. In order to obtain representative results, sample properties are
compared to Eurostat population data and weighted accordingly.

Besides the indicator we consider for our assessment framework, the SEB contains further
indicators reflecting corruption perceptions and corruption experience with regard to public
administration. In these cases, data is reported separately for 12 different areas referring to
police services, customs, judicial services, politicians at the national, regional and local level,
the award of public tenders, the issuance of building permits, the public health sector, the
public education sector as well as public inspectors. Corruption assessments are reported in
terms of the share of respondents approving the statement proposed in the survey question for
each area. Compared to other experience based indicators of corruption, the framing of survey
guestions in the SEB makes it more likely to obtain honest replies by respondents, since they
ask for 'passive’ corruption only. For our assessment framework we considered the following
indicator:

z A second perceptions-based indicator from the GCR measures state capture at the government level as

well and thereby refers to the indirect channel of transmission. The survey question is. "To what extent do
government officials in your country show favouritism to well-connected firms and individuals when deciding
upon policies and contracts?' Thisindicator is only available since 2008.
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Indicator C.3: Experience of administrative corruption

Given the classification in figure 4.4 this indicator quantifies the experience of
administrative corruption in interaction with public services. While asking for incidents of
corruption along the same 12 public services mentioned above, it does not provide data
individually for each of them. Instead, data is reported as the percentage of respondents
conveying an incidence in at least one of the proposed areas. Although a breakdown of
experienced corruption by specific public services may be very attractive from a policy-maker
perspective, it limits the number of potential respondents because not al of them have used
the service and are hence able to reply. The survey question is. "Over the last 12 months, has
anyone in your country asked you, or expected you, to pay abribe for hisor her services?"

Popular measures of corruption not included in our monitoring framework
We did not select three of the most popular corruption indicators due to different reasons:
1. Control of corruption (part of the World Bank's Worldwide Governance Indicators)

The Worldwide Governance Indicators (WGI) merge 31 different data sources into six
thematic composite indicators. Individual data sources are drawn from surveys of firms and
households as well as subjective assessments of business executives and experts provided by
non-governmental organisations, commercial business information providers and multilateral
organisations. In this framework the WGI relies exclusively on perceptions based indicators.
Data from the most recent wave of the WGI refers to 2010 and covers 213 countries including
all Member States; scores have been calculated based on ten different sources, and data
reaches back to 1996.

With respect to the type of corruption, the WGI corruption indicator cannot be classified
unambiguously because it is drawn from many different types of underlying source datasets
which cover different points of impact. By using a variety of source indicators, the WGI tries
to avoid potential problems of perceptions based indicators as described in the previous
section. While asingle indicator is more likely to suffer from biases, it can be hoped however
that individual biases are cancelled out when using several sources for one country.

A unique feature of the WGI isthat it addresses the fact that every corruption indicator is only
able to capture a noisy signal of the true level of corruption for the reasons explained above:
the methodology of the WGI embodies the assumption that that there is a functiona
relationship between the observed signa and the true level. This functional relationship is
exploited in the sense that the real level of corruption is estimated based on observed data
which increases reliability of this indicator and which is therefore a key strength of the
concept. However, as aresult of this estimation procedure, confidence intervals are necessary
for comparisons across countries, and this complicates the use of the WGI for our purposes.

2. Corruption Perceptions Index by Transparency International

The Corruption Perceptions Index (CPI) published by Transparency International is one of the
most commonly known indicators on corruption, but it did not pass our quality assessment
due to major methodological limitations. Similarly to the WGI, the Corruption Perceptions
Index combines severa different data sources. However, instead of relying on the specific
assessments or individual scores from those sources, the CPI uses country ranks as input data.
This approach is fundamentally flawed: a country's rank may change in the absence of a
change in the actua or perceived level of corruption because country coverage of the
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underlying source indicators may change. In turn, the inclusion and exclusion of countries
may lead to changes in the relative positions and consequently country ranks.

3. Global Corruption Barometer by Transparency International

In the context of the Global Corruption Barometer (GCB), Transparency International
conducts an annual poll of the general public to measure views on corruption. Country
coverage ranges up to 86 countries including 21 Member States; Belgium, Cyprus, Estonia,
Malta, Slovakia and Sweden are omitted. In each country, the sample selection was
probabilistic, and the survey has been conducted among male and female respondents above
16 years. In the most recent wave, median sample size was equal to 1003 conducted
interviews per country. In order to obtain representative results for the country as a whole,
weights are applied to account for the actual distribution of the population. The most recent
wave contains data referring to 2010. Unfortunately, Transparency International provides
insufficient information on how thoroughly data consistency checks have been applied. In
combination with inconsistencies in the actual data set, we see this as a mgjor methodological
limitation in terms of representativeness.

4.5. Starting a business and licensing
45.1. Thelink to competitiveness

Easily obtaining permits and starting up a business legally is essential for the creation of new
business activities and affects in that sense the competitiveness of companies already in the
first stage of its existence. Not only the direct costs of dealing with registration procedures
(applicable fees and the cost through staff time induced by red tape) but also the costs of the
duration of fulfilling all procedures (due to delays of long processing time) are important to
achieve competitive firms.

Administrative entry regulations have received substantial attention from both policy makers
as well from researchers following the study by Djankov et a. (2002). Djankov et al. (2002)
have shown that countries with higher administrative entry barriers have higher corruption
and lower levels of wealth. Moreover, high entry regulations have a negative influence on
entrepreneurial behaviour and thereby impede economic performance. Further empirical
evidence is provided by Ciccone and Papaioannou (2007) and Klapper, Lewin and Delgado
(2009). However, the results of Stel, Storey, and Thurik (2007) suggest that administrative
entry regulation is less important than other types of regulation for more ambitious start-ups
in high income countries.

In fact, the legal creation of a company is only afirst step in starting up business activities.
Before being fully capable of carrying out an economic activity, companies have to require
licenses by contemplating with all processes and documentation required by all different
layers of administration. This aspect needs aso be covered in our assessment framework.

The efficiency of obtaining permits and starting up a business is typically measured by
differing yet interrelated aspects: (i) the duration of procedures, (ii) the number of procedures,
(iii) the number of governmental entities to contact, and (iv) the cost of procedures.

The Doing Business database of the World Bank (see textbox) provides most of the relevant
and up-to-date indicators that quantify the ease of starting up a business. The reliability and
comparability of the available indicators across countries is good given the 'straightforward'
nature of the indicators.
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The World Bank's Doing Business Database

The Doing Business Database provides information on specific contract enforcement
institutions and their working in international comparison. Since 2000, the Doing Business
group at the World Bank has collected data on duration, number of procedures and cost of
specific legal and regulatory procedures that are relevant for business. The data are collected
through surveys and are the outcome of the study of the rules and regulations that are applied
to homogenous model cases in order to ensure cross-country comparability. These indicators
are used to rank countries according to the ease of doing business. The Doing Business
Project isimpressive in terms of design, scale and rigor. The Doing Business reports have had
great impact and led to reforms in some countries. At the same time the Doing Business
project has been controversial form the beginning (Association Henri Capitant 2006, Michaels
2009). The main criticisms are

1. The ranking methodology may not be appropriate in view of the differences of countries
in other dimensions. From a policy perspective this may lead to the incentive to improve
rankings instead of addressing problems.

2. More substantive in the criticism is functional reductionism. The full functions of the law
cannot be encoded using simple survey but ignoring functional equivalents may bias the
results towards certain legal systems. For example, extensive formalism in transferring
property may reduce the need of title insurance and title searches in systems with less
formalism; however, the latter cost is not included in the Doing Business reports. Hence,
Doing Business indicators are biased in favour of common law systems.

3. The focus on regulations that affect all firms is necessary to provide general information
for comparative purposes. However, it may conceal important information if important
regulation is sector-specific.

4. The Doing Business project does not provide measures of the degree of certainty with
which information about legal and regulatory practices is held. This is essential given the
importance of the uncertainty channel. Uncertain legal rights may have less value than
certain ones, especially for risk averse actors (Davis and Kruse, 2007). In addition the
likelihood of a settlement before tria is less likely with a higher divergence of beliefs
about the content of legal norms.

5. The Doing Business database is designed in a way to capture information that involves
faithful compliance with applicable laws. However, this is in some instances rather
doubtful. In the US around 90 percent of civil cases are not disposed by full trial. This
implies that if there is a divergence between stylised legal practices and actua legal
practice then the case method as implemented with Doing Business may sometimes
concern uncommon hypothetical scenarios.

In sum, the Doing Business Project provides probably the best comparative information about
legal and regulatory procedures that affect the ease of doing business, athough there appears
to be an inherent bias in favour of less formalistic systems. Comparability over time is not
always given, as the methodology is continuously improved and changes also in response to
criticism.

The theoretical and conceptual framework developed in chapter 3 shows that the aspect of
obtaining permits and starting up a business is related to quite a number of channels through
which public administration impacts on competitiveness. Primarily direct channels of
transmission are affected.
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One of the most important channels is cost, both direct cost for fees and staff time and more
concealed cost due to delays of public administration. Apart from this direct cost channel of
transmission in the interaction of firms with public administration, there is also a transmission
via the uncertainty channel. Uncertainty about the total duration of procedures and possibly a
lack of transparency and honesty of public officials hinder companies from starting up a
business or new activities. Hence, innovative ideas and concepts are probably not devel oped
and commercialised, thus affecting the competitiveness of the companies and the EU.

What should be measured?

The construction of an assessment framework involves trade-offs. Here the trade-off is to
capture the characteristics of starting up new business activities (by the creation of a company
or by obtaining permits) that affect the links between the excellence in public administration
and competitiveness in a concise, unambiguous and comparable way with a small number of
indicators. With regard to the direct links our wish-list for indicators includes the following
indicators:*®

1. The number of procedures required to start a business (creation of new legal entity). It
would be ideal to have a distinction between the start-up of a corporation and the start-up
of other types of companies like sole proprietor firms as the complexity of the two types
(and the number of procedures) will be different.

2. The time required to start a business (creation of a new lega entity). Similar to the
previous indicators a distinction between the start-up of a corporation and the start-up of
asole proprietor firm would be advisable.

3. The cost of business start-up procedures (creation of a new legal entity). Ideally we
have an indication of both direct costs (applicable fees and staff time to prepare and
execute all relevant procedures) and more indirect costs (costs due to delays in processing
time of public administration). In order to exclude for differences between wage levelsin
different member states, the cost isideally divided by the income per capita.

Paid-in minimum capital necessary to start-up a business.

Existence of afully operational ‘'one-stop-shop' to start-up a company.

The number of procedures required to obtain construction permits.

The time required to complete al procedures to obtain construction permits.
The cost to complete each procedure to obtain construction permits.

© 0o N o g A

The number of procedures required to obtain environmental permits. It would be ideal to
have a distinction between 2 different classes of environmental permits.

10. Thetimerequired to complete all procedures to obtain environmental permits.
11. The cost to complete each procedure to obtain environmental permits.

These indicators should provide a comprehensive characterisation of the link between the
excellence of public administration and competitiveness regarding obtaining permits and
starting up a business. Indicators 1 to 4 exist in the Doing Business database for 26 Member
States (except for Malta) but without making a distinction between different types of
companies (corporation, sole proprietor). Indicators 6-8 are also available for 26 Member
States, while indicator 5 is available for al EU-27 countries. Indicators 9 to 11 are not yet
available, but seem to be relevant for many companies.

» Please note that the numbering of the indicatorsis not indicative of importance.
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45.2. Sdected indicators and databases

In this section indicators to measure the performance of the link between obtaining permits
and competitiveness will be presented. Here we concentrate on the indicators that we selected
for inclusion in the assessment framework. A list of further available indicators can be found
in a supplementary document (Indicator fiches).

45.2.1. EC monitor start-up procedures

In 2006, the Council set a number of ambitious and concrete targets to facilitate start-ups
throughout Europe before 2008. Point 30 of the Presidency conclusion stated that "The
Member States should establish, by 2007, a one-stop-shop, or arrangements with equivalent
effect, for setting up a company in a quick and simple way."

The functions of a one-stop-shop are defined as follows:

One-stop-shops must be fully capable of handling all the procedural steps pertaining to
the preregistration and registration of a company so that an entrepreneur may only need
one single point of contact to carry out al the aforementioned procedures and processes.

One-stop-shops will have to be in a position to handle both the full registration process
for any company irrespective of societal form or size and guide and advise the
entrepreneur on all the administrative matters pertaining to the registration and pre-
registration of a company.

In addition, one-stop-shops will ideally also be able to furnish additional services to
would-be entrepreneurs such as coaching, training, financial advice and business plan
guidance.

This objective largely converges with the provisions of the "Services Directive', which
obliges Member States by the end of 2009 to make it possible for providers to complete all
procedures and formalities relating to the access to and execution of their activities, a a
distance and by electronic means, through "Points of Single Contact” ("PSCs"). The PSCs
will also have to provide easy access to general information concerning requirements
applicable to service activities.

Since 2006 the European Commission monitors the progress of the implementation of this
ambition by a yearly country by country performance table. Member States are encouraged to
report in their National Progress Reports on their situation and policy measures taken relating
to start-up procedures. From this database the

Indicator D.1: Fully operational one-stop-shop to start-up a company
is selected for inclusion. The indicator only has 2 values ('yes or 'no’).
45.2.2. World Bank — Doing business

The Doing Business Database (see textbox above) provides homogeneous information on the
costs and duration of procedures to start-up a business. The data are collected through surveys
and are the outcome of the study of homogeneous cases. In the Doing Business Database most
indicators are composite indicators but we decided to select only some stand-alone indicators
to be able to focus on those aspects that reflect the best the relationship between public
administration and competitiveness.

Doing Business records all procedures that are officialy required for an entrepreneur to start-
up and formally operate an industrial or commercia business in the legal form of a limited
liability company. These include obtaining all necessary licenses and permits and completing
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any required notifications, verifications or inscriptions for the company and employees with
relevant authorities.

A detailed list of procedures is developed after a study of regulations, laws and publicly
available information on business entry, along with the time and cost of complying with each
procedure under normal circumstances and the paid-in minimum capital. Subsequently local
incorporation lawyers, notaries and government officials complete and verify the data
Information is aso collected on the sequence in which procedures are to be completed and
whether procedures may be carried out simultaneously. It is assumed that any required
information is readily available and that all agencies involved in the start-up process function
without corruption. If answers by local experts differ, inquiries continue until the data are
reconciled.

To make the data comparable across economies several assumptions about the business and
the procedures are used. The model company:

Is a limited liability company (or its legal equivaent). If there is more than one type of
limited liability company in the economy, the limited liability form most popular among
domestic firms is chosen. Information on the most popular form is obtained from
incorporation lawyers or the statistical office.

Operates in the economy's largest business city.
Is 100% domestically owned and has 5 owners, none of whom isalega entity.
Has start-up capital of 10 timesincome per capitaat the end of 2010, paid in cash.

Performs general industrial or commercial activities, such as the production or sale to the
public of products or services. The business does not perform foreign trade activities and
does not handle products subject to a special tax regime, for example, liquor or tobacco.
It is not using heavily polluting production processes.

L eases the commercia plant and offices and is not a proprietor of real estate.
Does not qualify for investment incentives or any special benefits.

Has at least 10 and up to 50 employees 1 month after the commencement of operations,
al of them nationals.

Has aturnover of at least 100 times income per capita.
Has a company deed 10 pages long.

For all Member States, except Malta, data is available up to 2011, which makes it a relevant
indicator to describe the link between public administration and competitiveness in this field
in the EU. While other databases also collect data about the time required to start-up a
company or the cost to do so (e.g. EC monitor on start-up procedures), we preferred using the
Doing Business indicators as the World Bank scores better on timeliness and the methodol ogy
is explained in much more detail. A major drawback however is that only the start-up of a
limited liability company is considered. Similar indicators for a sole proprietor company may
yield different results.

From this database the following indicators were selected for inclusion into the report:
Indicator D.2: Time required to start-up a company (# of calendar days)
Indicator D.3: Cost to start-up a company (% of income per capita)
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4.5.2.3. DG Enterprise Business Dynamics

The Business Dynamics study prepared in 2010 for the European Commission, DG Enterprise
and Industry analyses the economic impact of lega and administrative procedures for
licensing, business transfers and bankruptcy on entrepreneurship in Europe. The study
encompasses the 27 Member States plus Croatia, Turkey, Iceland, Norway, Serbia and
Montenegro. For each of the focus areas, the study analyses the following: (1) licensing
procedures. to what extent do these administrative procedures delay the creation of new
enterprises? (2) business transfers. to what extent have the recommendations included in the
1994 Commission Recommendation to improve transfers of business been implemented and
which are the main obstacles still remaining to successful business transfers?, and (3)
bankruptcy procedures and second chance: what is the impact of bankruptcy law and practices
on the availability of a second chance (re-starter) for failed entrepreneurs? From this study the

Indicator D.4: Index of total licensing complexity

is selected for inclusion into the report. The index of total licensing complexity focuses on
licensing procedures, which are clearly distinguished from start-up procedures for the
creation of a new legal entity (which is covered by the selected indicators from the World
Bank). The licensing procedures contemplate the processes and documentation required by
different layers of administration (licenses required for a new legal entity to become fully
capable of carrying out an economic activity). Licenses refer to compulsory permits,
certificates, authorisations and other documents in order to start producing and/or offering a
company's product an or services after the registration of a company. Examples include
product conformity licenses, environmental licenses, licenses related to premises, licenses
related to employee's safety. This composite indicator covers in fact al aspects from the
indicators 6-11 of our wish list. Often the time to get all necessary licensing procedures is a
multiple of the time needed to start-up a company legally.

The index of total licensing complexity takes into account two types of costs: (1) the direct
costs (i.e. monetary costs related to fees, taxes, duties towards public administration and non-
monetary internal effort / number of person-days required to apply for licenses) and (2) the
indirect costs (i.e. monetary costs related to external support such as consultants, lawyers, and
non-monetary, time out-of-market (the time-calendar days - during which a company cannot
operate in the market while waiting to obtain required licenses).

The index of total licensing complexity reflects the level of complexity in terms of the above
mentioned direct and indirect costs. The index has been calculated for five model companies
(hotel with a restaurant, plumbing company, wholesale or retail distributor, manufacturer of
steel products, manufacturer of small IT devices), but for the use in the framework we decided
to take only the average of the five as an aggregate to assess cross-sector complexity.

4.6. Public procurement
4.6.1. Thelink to competitiveness

The economic significance of public procurement in Europe is considerable, with yearly
purchasing valued at 3.5 % of the region's GDP. This money is spent by a very large and
heterogeneous population of public authorities (more than 250.000 contracting authorities and
more than 2 million procedures). It is not surprising that the total cost of public procurement
in Europe is also considerable (estimated at about 1.4 % of purchasing volume). This equates
to about bn. 5.3 € in 2009 terms (European Commission, 2011). Businesses account for 75
percent of these costs. Although the unit costs for developing a request and managing the
process are higher for authorities, the fact that several bids are prepared and submitted for
each tender explains the higher total costs for suppliers. The average competition uses the
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equivalent of 123 person days of resources which in monetary terms equates to 28.000 €.
There are enormous differences in cost efficiency between Member States.

Given the considerable process cost for al parties, it is essential for the competitiveness of
companies that public authorities manage the procurement process as efficient as possible.
Not only avoiding direct costs of dealing with the procurement procedures, e.g. the cost
through staff time to prepare an offer, but aso the cost associated with the duration of the
awarding procedures and delays of long processing time are important for competitiveness.

The conceptual framework outlined in chapter 3 shows that public procurement issues affects
primarily direct channels of transmission. One of the most important channels is cost, both
direct cost of staff time to prepare al relevant documents and possibly financial cost of
companies if public authorities don't manage to pay invoices on time. There are also more
concealed costs due to delays of public administration in awarding the contract. Apart from
this direct 'cost’ channel of transmission in the interaction of firms with public administration,
there is also the transmission via the uncertainty channel. Uncertainty about the total duration
of the procedures and possibly the lack of transparency and honesty of public officials in
awarding the contract possibly hinder companies from submitting a bid.

What should be measured?
Our wish-list for indicators includes with regard to the direct links the following indicators:

1. Total person-days of award procedures per competition for authority and firms as
this gives an indication of the total time both authorities and firms are spending to finalise
the procurement process. This process covers the identification of procurement
opportunities, the preparation of relevant documentation (an invitation to tender / offer),
and the conduct of the whole procurement procedure (including possible complaints and
litigation). Thisindicator takes into account the number of bids.

2. Typical cost of a competition for authority and firms (in 1000 €) expresses indicator 2
in monetary terms. In order to exclude for differences between wage levels in different
member states, the cost isideally divided by the income per capita

3. Total person-days of award procedures per individual firm per competition (in
person days). Compared to indicator 1, this one only focuses on the person-day units cost
of one individual form and excludes the competitiveness in a specific country (expressed
as number of bids per competition).

4. Average cost of award procedures for firms (in 1000 €) expresses indicator 3 in
monetary terms. In order to exclude for differences between wage levels in different
member states, the cost isideally divided by the income per capita.

5. Average delay in payments from public authorities (in days): after completion of the
project, it is important that the companies, in particular SME's, are paid right on time. If
not their available working capital will be reduced and this will pose a threat to the
survival of otherwise viable businesses. The financial and economic crisis exacerbates this
situation.

6. E-procurement visibility: e-procurement has been akey target of European policies since
the introduction of Directives 2004/18/EC and 2004/17/EC, intended to modernise and
simplify public procurement processes and enabling the use of electronic technologies.
Thisindicator shows to what extent potential suppliers can find information and links to e-
procurement on contracting authorities websites.

7. E-procurement process availability indicator (pre-award phase): this indicator
measures to what extent the procurement process is e-enabled throughout its pre-award
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phases from its notification (e-notification indicator), through requests for proposals (e-
submission indicator) to awarding contracts (e-awarding indicator).

8. E-procurement process availability indicator (post-award phase): this indicator
measures to what extent the procurement process is e-enabled throughout its post-award
phases from the placement of orders (e-ordering indicator), through the delivery of
electronic invoices (e-invoicing indicator) to the online payment of contracts (e-payment
indicator).

46.2. Sdected indicatorsand databases

In this section selected indicators to measure the link between public procurement and
competitiveness will be presented. The full list of available indicators can be found in a
supplementary document (Indicator fiches).

4.6.2.1. European Commission — Public procurement in Europe: cost and effectiveness (PwC,
London Economics, and Ecorys, 2011)

The study on the cost and effectiveness assessment of public procurement in Europe was
prepared in the context of a comprehensive evaluation of the procurement directives. The
analysis was based on a large empirical basis comprising the entirety of contracts in the TED
database in the period 2006-2010, a survey of over 7.300 procurers and participating firms
and in-depth interviews with 150 procurement professionals. Data on the costs of the
procurement processes are not readily available and the data collected through this study is
therefore unique. A (bi-)annual recurrence of the data collection would therefore be advisable
to monitor the evolution of cost and effectiveness of public procurement. From this database
the following indicators were selected for inclusion into the monitoring framework:

Indicator E.1: Total person-days per individual firmand per competition (in person days)

An estimate of the total number of days per participating firms per competition is mainly
based on estimates of person-days spent in each procurement process. The time taken by the
procurement process is thus interpreted as a proxy for efficiency. Shorter procedure times
indicate higher procedural efficiency. In addition, shorter process times imply lower
uncertainty for participants and this may be particularly relevant for smaller firms who need
to wait for the outcome of a procedure to know whether they have the resources to bid on
something else.

Time spent during the whole procurement delivery chain is taken into account but only for the
suppliers and consists of 4 phases:

Pre-award phase: For suppliers this phase includes monitoring and identifying
opportunities, as well as assessments of competitiveness and collaboration and developing
and finalizing expression of interest and pre-qualification documents if applicable.

Award phase: For suppliers this phase is mainly about developing and finalising the
proposal (developing approach, method and cost calculation). It also includes formal and
administrative steps such as producing administrative documentation, printing and
delivery, and presentation and negotiation if applicable.

Post award phase: Suppliers may have to provide additional information upon request by
contracting authority, obtain and assess feedback and finally enter the contract or assess
whether to file acomplaint or litigate.

Litigation and complaint (if applicable): Finally, suppliers may decide to complain or
litigate.
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For comparability purposes the median costs over all respondents (expressed as man-days) is
chosen. This indicator excludes the costs at public authority level and it aso excludes the
competitiveness in a specific country (expressed as the number of bids per competition) as
this may make comparisons more difficult. For countries with a high number of man-days it
would be otherwise hard to distinguish between a high number of companies (intense
competition) or many man-days per company (inefficient procedures), or a combination of
both aspects.

Indicator E.2: Typical cost of a competition per individual firm and per competition as a % of
GDP per capita

The indicator in the study is only available as a monetary cost. In order to exclude for
differences between wage levels in different member states, we preferred to divide this
monetary cost by the income per capita (as a % of GDP per capita). This reflects better the
relative cost for an individual firm when participating in public procurement.

4.6.2.2. Intrum Justitia European Payment Index

Every year Intrum Justitia is conducting a written survey in 25 European countries (involving
6.000 companies) tracking trends in payment behaviours in Europe. The survey takes into
account the weight of the different size classes of companies, business sectors and customer
groups (B2B, B2C, or authorities). Results are presented in the annual European Payment
Index report. The yearly interval is intended to capture and compare international trends and
makes benchmarks possible. From this database the

Indicator E.3: Average delay in payments from public authorities (in days)

is selected for inclusion in the monitoring framework. If a date or period for payment is fixed
in an agreement the debtor is considered to be late for payment upon the expiry of the
payment deadline or period without the necessity of a reminder. The current financial and
economic crisis makes it even more important that firms are paid on time. Public authorities
can set an example by paying their invoices within the agreed period. However, facing severe
budgetary stress, public administrations often decide to delay payments even further.

4.7. Tax compliance and tax administration
4.7.1. Thelink to competitiveness

An efficient tax system must meet two requirements. On the one hand it should be designed as
to minimise distortions of taxpayers decisions. On the other hand it should avoid tax
compliance costs for firms as well as costs of tax administration to levy taxes in order to
maximise efficiency and to reduce the excess burden of taxation. While both tax compliance
and tax administration costs are certainly driven by tax legislation, they likewise reflect the
efficiency of tax administration. In this regard, reducing compliance cost may reduce the tax
burden without decreasing tax revenue which islikely to be growth-promoting.

Ease of paying taxes directly affects competitiveness. Firms spend a considerable amount of
resources on interactions with tax administration, both in monetary terms and in terms of
time. In the context of direct channels of transmission, the ease of paying taxes conceptually
relates to both the cost and the uncertainty channel.

Costs in the context of paying taxes primarily arise from the necessity of staff devoting time
to comply with complex tax regulations. In this regard, complexity can for instance arise from
extensive documentation duties, the necessity to archive relevant documents, or the necessity
to frequently deal with tax officials. Uncertainty about outcomes may primarily arise due to
tax laws that are subject to interpretation combined with a lack of transparency and perceived
arbitrariness in decisions of tax officials frequently causing tax appeals. In addition,
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uncertainty about duration arises due to delays in processing time of tax returns.
Conceptually, efficiency in collecting taxes and reducing resource needs also relates to the
indirect transmission channel as explained above.

What should be measured?

While measuring the magnitude of tax compliance costs seems feasible, measuring the degree
of uncertainty is more difficult. Ensuring the comparability of costs between Member States
may also be problematic given the interdependence of compliance costs and tax policy.
Nevertheless, an ideal set of indicators should quantify the following dimensions of tax
compliance costs:

1. Estimates of monetary tax compliance costs, including all necessary expenses, including
costs for external tax advisers, storage of documents or the purchase of necessary
software.

2. Estimates of time necessary to comply with all tax-related requirements
3. Frequency of visits by tax officials.

Ideally, indicators differentiate by sector and firm size. The latter aspect is especialy
relevant, since large firms may have specialised tax departments reducing the negative
impact of tax compliance costs. In addition, an ideal indicator should account for
compliance costs for a wide range of tax types taking the heterogeneity of tax laws
between Member States into account. In this