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Abstract

In this paper, we study score procurement auctions with all-pay quality bids. A supplier’s score
is the difference between his quality and price bids. The supplier with the highest score wins and
gets paid his own price bid. The procurer’s payoff is the difference between the winner’s quality and
the procurer’s payments to the suppliers. Equilibrium quality and price bids are solved without first
obtaining the corresponding equilibrium scores. We find that quality bids, the suppliers’ payoffs and the
procurer’s payoff do not depend on whether price bids are made contingent on quality bids. Compared
to a benchmark of winner-pay quality bids, in which the losing suppliers’ quality bidding costs are
reimbursed by the procurer, all-pay quality bids tend to reduce quality provision and suppliers’ payoffs,

but they tend to increase the total surplus and the procurer’s payoff.
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1 Introduction

Procurement is widely adopted to acquire goods, services, or work. On average, about 15% of yearly global

I Procurements

domestic product is spent on public procurement alone, including military acquisitions.
involving multi-dimensional bids are ubiquitous. Typically, suppliers are required to bid on both quality and
price, which jointly form single-dimensional scores that are used by the procurer to determine the winner,

whose offer turns out to be the most economically advantageous.

Since the seminal work of Che [7], score auctions with winner-pay quality bids have been studied in the
literature in many contexts, including Branco [6], Asker and Cantillon [1, 2], Bajari, Houghton and Tadelis
[3], Wang and Liu [14], Hanazono, Nakabayashi and Tsuruoka [9] and Nishimura [12]. In this literature,
the central idea in identifying equilibrium bidding strategies is to transform the multi-dimensional bidding
problem into a single-dimensional problem of bidding on score. This idea is based on the insightful observation
that a supplier should choose quality and price bids optimally to maximize his payoff conditional on winning
with any score s. The optimal quality and price choice for any score s would allow the definition of a value
function for each supplier, which only depends on own type and the score bid s. With this value function,
the original problem with multi-dimensional bids is transformed into a standard single-dimensional problem

with a score bid.2

In many situations, the quality bids are more realistically interpreted as an all-pay component (at least
partially) rather than a winner-pay component.® For example, all-pay quality bids are often features of pro-
curements in defense contracting and other military design competitions, architectural designs, government
construction projects with a design component, and business to business customized sales. To the best of our
knowledge, Che and Gale [8] are the first to study score procurement with all-pay quality bids in a complete
information environment. Their focus is to demonstrate the optimality of shortlisting and handicapping in

such environments.

Our study is the first to introduce all-pay quality bids in score procurement auctions with incomplete
information. We provide an alternative procedure to identify the unique symmetric pure strategy equilibrium
with scores monotonic in types, if such an equilibrium exists. The procedure applies to both cases of all-pay
and winner-pay quality bids.* The merit of our alternative procedure lies in that we directly identify the
quality bid and price bid without relying on an intermediate step of solving for the score bid. This procedure
is made possible because of another observation on the relationship between equilibrium price and quality

bids in score auctions, which has not been utilized so far in the literature: We can view the pair of equilibrium

ISee “Supplement to the 2013 Annual Statistical Report on United Nations Procurement: Procurement and Innovation,”
https://www.unsystem.org/content/supplement-2013-annual-statistical-report-united-nations-procurement (accessed Jan. 15,

2019).
2For a recent general treatment of winner-pay quality-bid score auctions, please refer to Hanazono, Nakabayashi and Tsuruoka

[9] for details.
3See Baye, Kovenock and de Vries [4] and Kaplan, Luski, Sela and Wettstein [10] among many others.
40ur procedure also applies to intermediate cases in Siegel [13].



quality and price bids as an incentive compatible direct mechanism, with the quality bid being the allocation
rule and the price bid the payment rule. Then, as well understood from Myerson [11], the price bidding
function can be fully pinned down as a function of the quality bidding function. This observation together
with the well utilized insight that a supplier chooses quality and price bids optimally to maximize his payoff
conditional on bidding the equilibrium score, would allow us to obtain a condition on the equilibrium quality
bidding function which, together with the appropriate boundary condition, identifies that function. It thus
follows that we can further identify the equilibrium price bidding function based on the above mentioned

relationship.

The equilibrium analysis enables us to study the effect of all-pay quality bids in score procurement auc-
tions on quality provision, supplier payoffs, procurer payoffs and total surplus by comparing our environment
to two benchmarks with winner-pay quality bids. In Benchmark I, we have a hypothetical scenario in which
placing a quality bid does not incur sunk cost. In Benchmark II, we assume the losing suppliers’ sunk costs
incurred in placing their quality bids are reimbursed by the procurer. Our setting thus resembles those of

Baye, Kovenock and de Vries [5] and Siegel [13] who study equilibria in auctions with contingent investment.’

Specifically, we adopt a two-supplier environment, in which a supplier’s score is the difference between
his quality and price bids. The supplier with the higher score wins and gets paid his own price bid. The
procurer’s payoff equals the difference between the winner’s quality and her payments to the suppliers. We
find that compared to the benchmark IT environment of winner-pay quality bids, in which the losing supplier’s
cost of quality bid is reimbursed by the procurer, all-pay quality bids tend to reduce quality provision and
the suppliers’ payoffs, but they tend to increase the total surplus and procurer’s payoff. Compared to the
hypothetical benchmark I, in which placing a quality bid does not incur sunk cost, all pay quality bids tend
to reduce quality provision, the suppliers’ payoffs and total surplus, although they can either increase or
decrease the procurer’s payoff. Consequently, although it is reasonable to view the credible assurance of a
given quality level in many procurement contexts as requiring an upfront sunk investment that is all-pay in
nature, our approach suggests an additional reason for adopting all-pay quality bids in score procurement

auctions: the practice may increase the procurer’s payoff.

Moreover, we find that quality bids, supplier payoffs and the procurer’s payoff do not depend on whether
quality bids are placed and publicly revealed before the price bids are made. Our result shows that when
quality and price must be placed in sequence, whether or not information on quality bids is revealed does

not affect procurement performance.

The rest of paper is organized as follows. Section 2 sets up the model with all-pay quality bids. Section 3
provides a procedure for equilibrium analysis, which applies to both all-pay and winner-pay quality bids, as

well as to a continuum of intermediate cases. Section 4 examines an environment in which quality bids are

5Baye, Kovenock and de Vries [5] study auctions with incomplete information, and Siegel [13] studies settings with complete

information.



placed and publicly revealed before price bids are made. Section 5 compares all-pay and winner-pay quality
bids on quality provision, supplier payoffs, the procurer’s payoff and total surplus. Section 6 provides some

concluding remarks. Technical proofs are relegated to the appendices.

2 Model

We consider a score procurement auction with a risk neutral procurer and two risk neutral suppliers. The two
suppliers, ¢ = 1, 2, simultaneously choose their nonnegative bids of quality ¢; and price p; to compete for a
contract. Only the winner will collect his price bid p, while the quality bid ¢ is an all pay component paid by
each bidder. Bidder ¢ must incur a total cost of C;(q) = ¢;5(g) to bid a quality ¢ whether he wins the contract
or not. Here, we assume the function ¢(+) is continuous on [0, +00), with ¢(0) = ¢’'(0) = 0,¢’(¢) > 0,¥q > 0,
and ¢”(q) > 0,¥q > 0.5 For example, the class of functions ¢(q) = ¢7,7 > 1 satisfies these conditions.
¢; is supplier i’s private type, with high ¢; leading to high marginal effort cost. We assume that the ¢;
are independently and identically distributed following cumulative distribution F(-) on [c, €] with a positive

density f(-). We assume 0 < ¢ < ¢ < +00.

The higher score wins and the score function is defined as
s(¢,p) =q—p. (1)

The procurer’s payoff is the difference between the ¢ and p of the winning bidder. Supplier i’s payoff is
p; — Ci(q;) if he wins, otherwise it is —C;(g;).

3 Equilibrium analysis

We now derive the unique equilibrium within the class of symmetric pure strategy equilibria with scores
decreasing in type. There are two key observations that facilitate identifying the equilibrium. Suppose
the score of type ¢; is s(¢;) in the equilibrium. First, if we view the equilibrium strategy (¢(c;),p(c;)) as
an incentive compatible direct mechanism, then the Myerson [11] approach, together with a zero payoff
condition for type ¢, would allow us to pin down a payment rule p(c;; ¢(+)) for any given allocation rule ¢(-)
decreasing in type. Second, define the score by s(¢;) = q(c¢;) — p(ci;4(+)), Ve;. Note s(+) is solely determined
by the allocation rule ¢(-). Given supplier ¢ with type ¢; bids this score s(c;) in equilibrium, supplier ¢ would
choose a pair (q,p) = (¢(¢;), p(c;)) when maximizing his expected payoff. This further gives us conditions
on the equilibrium bidding functions (g(:),p(:)). The restrictions on (¢q(-),p(+)), which are implied by the
above two observations, together with the boundary condition ¢(¢) = 0, pins down a candidate equilibrium

allocation rule g(-). If this ¢(-) is decreasing in type, and the corresponding s(-) is also decreasing in type, then

6¢7(0) and <'"(0) refer to the right hand derivatives at zero.



the identified (¢q(-),p(-)) is the symmetric pure strategy equilibrium. Otherwise, there exists no equilibrium

within the class.

We will demonstrate that the above two observations allow us to derive the unique symmetric pure
strategy equilibrium with scores decreasing in type,” when such an equilibrium exists, and to determine
when no such equilibrium exists. To accommodate both cases of an all-pay quality bid and a winner-pay
quality bid, following Baye, Kovenock and de Vries [5] and Siegel [13], we introduce a parameter p € {0,1}
in the following analysis, where p represents the fraction of the quality bid that is all-pay.® Hence, p = 1
stands for an all-pay quality bid, which is the main focus of this paper; and p = 0 stands for the hypothetical
benchmark scenario of a winner-pay quality bid, in which a losing supplier does not incur a cost to place his
quality bid (Benchmark I). The other benchmark scenario of winner-pay quality bid we are going to study
is the case, in which we have p = 1 but the losing supplier’s cost of placing his quality bid is reimbursed by the
procurer (Benchmark II). Note that the suppliers’ payoff functions are identical in these two benchmark
environments, thus their equilibrium bidding strategies must be the same. Because of the transfers from the

procurer to the losing suppliers, the procurer’s payoff must be lower in Benchmark II.

Implications of the first observation (Myerson incentive compatibility)

We first consider the implications of the first observation. Fix any ¢(c;). We can view any equilibrium
strategy (q(c;),p(c;)) as an incentive compatible direct mechanism that leads to decreasing scores in type.
The quality bid function ¢(c¢;) can be viewed as an allocation rule, and the price function p(¢;) can be viewed
as a payment rule. Then the Myerson approach allows us to pin down the payment rule p(c;) as a function

of the allocation rule g(-). The following provides the details.

Given a (q(c;),p(c;)) pair that leads to scores that are decreasing in type, consider a type ¢; supplier’s
problem of choosing a ¢; to maximize his expected payoff when the other supplier is truthful:
max7i(é;, ¢;) = [1 = F(&)][p(é) — (1 = p)eis(q(@))] — peis(a(éi))- (2)

*

If (q(-),p(+)) is a pure strategy equilibrium, then &, the solution to (2), satisfies & = ¢;, Ve¢;. In other

words, the following incentive compatibility (IC) condition holds:

¢i = argmax m;(C;, ¢;) = [1 — F(&)][p(¢:) — (1 = p)eis(q(@))] — peis(a(@))- (3)

Ci

"The identified equilibrium score, quality and price bids are all differentiable in type.
8The equilibrium analysis in this section applies to an environment with a general number of suppliers, p € [0,1] and score

function s = aqg — Bp, o, 8 > 0.



If ¢'(¢;) < 0, the single crossing condition holds:

mi(Ci i) d{[1 = F(&)](1 — p)s(q(éi)) + ps(q(&))}

85,’ 6‘ci daz

> 0,

which means such ¢(c;) can be supported by the pricing rule that will be identified below.
The IC condition (3), together with the envelope theorem, thus leads to

dm(ci, Ci)

de; —{[1 = F(e)](1 = p)s(a(cs)) + ps(a(c:))}- (4)

Note that in equilibrium with scores monotonic in type, regardless of the value of p, we must have

7;(¢,¢) = 0. In equilibrium, the least efficient type & never wins and never incurs a cost of quality.’

Using the envelope condition (4), we have
mi(ci, ¢i) = /:{[1 — F®)(L = p)s(a(t)) + ps(q(t)) }dt. (5)
By the definition of 7;(¢;, ¢;) in (2), we further have
mi(civei) = [1=F(e)][p(ei) = (1= p)eis(q(ei))] — peis(a(ei))

= /%{[1 — F)](1 = p)s(q(t)) + ps(q(t)) }dt,
which leads to price rule

¢ — — d C; C;
plci) = L AL -F®IQ1 p)<(;1(i))lm+(cé)<(q(t))} t + peis(q(ci) = pesslale)) > 0. (©)

Implications of the second observation (optimal bids for a given score)

We now turn to the implication of the second observation. Suppose (¢(¢;),p(c;)) is a symmetric pure strategy

equilibrium. By implication of the first observation, we must have that (6) holds. Define

s(ci) = s(q(ci), p(ci)). (7)
The second observation says that any equilibrium (g(¢;),p(¢;)) must solve the following optimization
problem:
(g(ci),ple) = argmaxf[l = F(ei)]lp = (1 = p)eis(q)] = peis(a)}
st. + s=q—p=s(c).

9Note g(¢) = 0 for p = 1.



The corresponding Lagrangian for the above problem is

max L(q,p,\) = [1 — F(c;)][p — (1 = p)eis(q)] — peis(q) + Al(g — p) — s(ei)].

(¢,p,N)

The first order conditions are as follows:

L(q,p, )
dq

L(q,p, \)
dp

L(q,p,\)
o\

= —[1=F(e)](1 = p)eis’(q) — peis’(q) + A =0,

We thus have

Al =Fell=p)+p} — al(l=p) + —Fe)

(9 =

We can thus pin down the candidate equilibrium quality

1

e = =+ =t

)- 9)

Note that the quality bid ¢(c;) is identified by only using the second observation. This is the case for the
difference-form score function that we consider, but it is not the case in general. Please refer to Appendix
B for the procedure for identifying ¢(c;) without solving for the equilibrium score bidding function for a

general score function. In particular, the case of a ratio score function is studied there as an example.
Clearly, for an all-pay quality bid with p = 1, we have ¢(¢) = (¢')~*(0) = 0.1 For a winner-pay quality
bid with p = 0, we have ¢(¢) = (¢')7'() > 0 since ¢”(-) > 0. Clearly, we have ¢'(-) < 0, since

lcrr=r—=—7/"
Ci{(l—ﬂ)‘f'%(ci)}

" (q(ci))

< 0.

q'(ci) =

Since ¢(c¢;) is decreasing, the above characterized (¢(-),p(-)) would constitute a symmetric pure strategy
equilibrium within the class we consider if and only if the corresponding score function s(¢;) = q(¢;) — p(c;)
is decreasing in type. This is indeed the case as verified by the following lemma, whose proof is relegated to

appendix A.
Lemma 1 s'(¢;) = ¢'(¢;) — p'(c;) < 0.
We thus have the following theorem.

Theorem 1 The symmetric bidding strategy (q(-), p(+)) identified in (9) and (6) constitutes the unique sym-

metric pure strategy equilibrium with scores decreasing in types. Moreover, q(-) is decreasing in type.

10Tn general, ¢(¢) = 0 holds for any p € (0, 1].



The way we establish the equilibrium implies that the following two remarks are straightforward.
Remark 1 The equilibrium analysis of this section applies to p € [0, 1].

Remark 2 Our equilibrium characterization requires ¢'(0) = 0, which says marginal cost must be zero when
quality is zero. Che and Gale [8] also require the same condition in their equilibrium analysis in a complete
information score auction setting. If <'(0) > 0, the equilibrium involves pooling. For example, consider p = 1.

1-F(&)

Define the cutoff ¢ by ¢'(0) = —%=. In equilibrium, all types in [¢,c] place the same bid as type el

We have the following two additional remarks on applying our procedure to a more general environment.

Remark 3 The above two-step procedure for identifying the symmetric pure strategy equilibrium if it exists
can be generalized to an environment with an arbitrary number of suppliers and a general class of score
functions s(q,p). The details are included in Appendiz B. In an application there with score function s =
s(g,p) = % and N > 2 suppliers,'? we show that if <'(0) = 0, then a symmetric pure strategy equilibrium

generating scores decreasing in type does not exist for the case of all-pay quality bids. However, if <'(0) > 0,

then the equilibrium for the case of all-pay quality bids is identified as

dle) = (HNED,
o Jasla®)dt + cis(a(e)
Pl = T R

Remark 4 Following the insights of Hanazono, Nakabayashi and Tsuruoka [9], there is an alternative ap-
proach, which instead requires identifying an equilibrium score function as an intermediate step before de-
composing it into quality and price bids. The details are as fellows.'

Assume a general score rule of s(q,p) and N > 2 suppliers. From the second observation, if s(c;) is the

equilibrium score, we can solve for

(aleils(ei)), pleils(ei))) = argmax(l - F(e)]"'p— (1= p)eis(q)] — peis(q),
st s(q,p) = s(c).

Then consider supplier i’s optimization problem

max (&, ¢;) = [1 = F(&)] N [p(@ls(@)) — (1 = p)eis(a(@ls(@)))] = peis(a(@ls(@)))-

Ci

' This is implied by (9).

12The equilibrium analysis in the application applies to a score function of s = s(g, p) = 22 with w7 > 0.

=

13Qur approach avoids this additional intermediate step of solving for the score bidding function, which could involve sub-

stantial calculations.



If s(ci) s an equilibrium, then we must have & = ¢;. This gives the following first order condition
~(N = D1 = F(e))" 2 f@)]lp(@ls(@)) — (1 = p)eis(a(@ils(c)))]
1 = F(c)]V 7 pe, (@ls(@) + ps (@il s(6:))s' (@)
— (1= p)eis’ (a(@il5(60))) (e, (Gils(E:) + s (Es]5(E2))s' (€:))]
—peis (q(Gils(6:))) (g, (Gils(E:) + 4s(E:]5(G))s' (€:))
— 0, when & = ¢;.

Under the proper conditions, this equation would pin down a solution of s(c;) with applicable boundary condi-
tion. If s(c;) is decreasing in type, then the equilibrium is identified as (q(+),p(-)) = (q(ci|s(c;)), p(eils(c))).
The procedure proposed in this paper has the merit of saving the middle step of solving for the equilibrium

score by first directly solving for the quality bid directly.

4 Equilibrium when quality bids are placed before price bids

In this section, we focus on the case of all-pay quality bids, i.e. p = 1. Suppose now that the suppliers
must first decide simultaneously which qualities to provide. The quality bids will then be observed by both
suppliers before they simultaneously make the second stage price bids. We solve the game by backward

induction.

We start from the second stage. Suppose the first round quality bids are ¢;,7 = 1,2. Clearly, the second
stage is a simultaneous move price setting subgame between the two suppliers. We use ¢V and ¢(® to denote
the higher and lower quality bids from the first stage. The supplier with higher quality ¢*) would bid at a
level p such that ¢ —p = ¢®, and the supplier with lower quality ¢(® would bid at a zero price.'* The

supplier with higher quality wins the procurement and earns a second stage surplus of p = ¢(¥) — ¢,

We now derive the first stage quality bids. Assume a decreasing symmetric bidding strategy ¢(-). We
apply the truthful direct mechanism approach. Assuming that the other supplier follows strategy ¢(-), the

expected payoff of supplier 7 of type ¢; is as follows if he reports ¢:

Al = [ (alel) — q(r) F(P)dr — exs(alcl)).

/
i

The incentive compatibility condition requires %b_ci = 0, which yields

=

¢ ()1 = F(c)) = cis’(a(ei))ley=e, = ¢ (e)[(1 = F(es)) — cis’(a(ei))] = 0.

1We assume that when the procurer is indifferent between the two suppliers’ scores, he allocates the contract to the supplier

with higher quality. In the event of identical quality, any tie breaking rule works.



This reduces to
1-F C;
(aer)) = L),

Ci
which coincides with (8) for p = 1. Therefore, as was established in Section 3, ¢(¢;) is decreasing in type.
We thus have that the observability of quality bids when suppliers make their price bids does not change

their quality choices.

Moreover, the total surplus, the procurer’s expected payoff and each supplier’s expected payoff are not
affected. It is clear that the total surplus is not affected as this is completely determined by the suppliers’
quality choices, since the total surplus is simply the difference between the higher quality and total costs

incurred.
The first stage IC condition, together with the envelope theorem, leads to

dﬁ-i (Ci 5 Ci)

e — —c(a(e) (10)

Note we still have 7;(¢, ¢) = 0 as the least efficient type never wins and always incurs zero cost. We thus

have
milene) = [ sla(o), (11)

which coincides with (5), which gives the suppliers’ expected payoff conditional on type ¢; for the case of
simultaneous quality and price bids. Since total surplus and the supplier’s expected payoff conditional on
type ¢; are the same across the two scenarios, the procurer’s expected payoff must also be the same. We

summarize these results in the following theorem.

Theorem 2 Quality bids, supplier expected payoff conditional on type ¢; and procurer expected payoff (and
thus expected total surplus) do not depend on whether quality bids are placed simultaneously with or before

the price bids.

5 All-pay versus winner-pay quality bids

We now turn to the comparison between a procurement auction with all-pay quality bids and two benchmark
environments of winner-pay quality bids. In the first benchmark scenario of winner-pay quality bids, we
assume a hypothetical environment, in which the losing suppliers do not need to incur costs to place their
quality bids. In the second benchmark scenario of winner-pay quality bids, we have both suppliers incur
their costs of placing their quality bids but the losing supplier’s cost of placing his quality bid is reimbursed
by the procurer.

10



5.1 Comparison to the first benchmark: loser incurs no quality cost (p = 0)

We first compare a procurement auction with all-pay quality bids with the first benchmark of winner-pay
quality bids, in which hypothetically the losing suppliers do not need to incur costs to place their quality bids.
We will establish that all-pay quality bids lead to lower quality provision in general, and for the class of cost
functions ¢(q) = ¢,y > 1, lower total surplus and suppliers’ payoffs. Moreover, we will identify conditions
under which the procurer derives higher and lower payoffs from all-pay quality bids than winner-pay quality
bids. In particular, we will show that when ¢(q) = ¢7, as v converges to 1 from above, i.e. when the cost
function ¢(q) gets close to being linear, winner-pay bids (p = 0) cannot be procurer payoff maximizing if the

proportion p can be arbitrarily chosen in [0, 1].

First, by (9), the equilibrium quality bid decreases in p, which means that all-pay quality bids lead to

lower quality provision.
Proposition 1 All-pay quality bids lead to lower quality provision than winner-pay quality bids.

From (4), we have

%{:Cz) = —{[1 - F(c)](1 - p) + p}s(qlei, p)),

where from (9)
1 - F(ci)

ci{(1=p)[1 = F(ei)] + p}

).

Therefore, we have

dmi(ci, i) (1= F(c)](1—p)+p n—1 1 - F(ci)
————= =—1—-F(¢g gol(g .
e e T R L (¢ w7 Fy Y
Since 7;(¢,¢) = 0 in both scenarios, if we can show that |%| decreases with p, then all-pay quality

bids lead to lower supplier payoffs than winner-pay quality bids. This is the case when ¢ = ¢ o [(¢/)7}] is
convex as will be verified in the proof of the following proposition. Clearly, ¢(q) = ¢”,v > 1 satisfies this

condition.

Proposition 2 If ¢ = ¢ o (¢')71 is convex, then all-pay quality bids lead to lower supplier payoffs than

winner-pay quality bids.

We next turn to the total surplus and the procurer’s payoff. Total surplus is

TS(p) = /Cq@;p)duf(lfF(c))Z]

=2 Ec {(1 = p)eis(qles p)[1 — F(ei)]} — 2+ Ee, peis(g(cis p))-

The procurer’s payoff equals the difference between total surplus and the suppliers’ payoffs. A supplier’s

11



expected payoff is

/cc mi(ciyci)dF (¢;)

ms(p)

[ [ =i o+ phstatis pparic

Therefore, the procurer’s payoff equals'®

mp(p) = TS(p) — 2ms(p).

In the following analysis, we consider ¢(q) = ¢7,v > 1. With this specification, we have the following

results.

Lemma 2 Assume ¢(q) =q",v > 1. We have

1
TS(p) = 2(1_ ) {[’)/C[(l p)+ - F(C)}]’Y7 (1_F(C))}7
_ i 1 ﬁF(C) B c )
Ts(p) = EC{’}/C[’}/C[(].—p)-i- 17;(6)]} (o) [1 F( )]}7
B 1 S S o (5
mrlp) = zEc{[W[( g eI f(c)1}.

Lemma 2 immediately leads to the following results.!®

Proposition 3 If ¢ = ¢7,v > 1, all-pay quality bids lead to lower total surplus and suppliers’ payoffs than

winner-pay bids; and they lead to lower procurer payoff when (1 — %) - % f((g)) >0,Vc € [,

For example, we consider the class F(c) = (¢ — 1)" on [1,2], n > 0. For this class of type distributions,

we have

15This can be verified as below:

/ (q(c) = p(e))2(1 — F(¢))dF (c) = 2/ [9(c)(1 = F(e)) = p(e)(1 = F(c))]dF(e)

mp(p)
= 2/E{q(0)(1 = F(c) - / {l@ = F@®)(A = p) + pls(a(t) }dt — s(a(c))elp + (1 = p)(1 — F(c))]}F(c)

= / {a(e)(@ = F(e)) — s(a(e))elp + (1 — p)(1 — F(c))]}dF(c)

TS(p)

_2/: /:{[(1 — F(t))(1 = p) + plc(q(t) }dtdF (c).

ms(p)

16 The result on suppliers’ payoffs in Proposition 3 is consistent with that of Proposition 2.

12
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Since % < 1, the right hand side of the above equation is always positive when

1 1 1
(I1-—=)——>0,ie 1+—<n.
v my n

We thus have the following corollary.!”

Corollary 1 Ifs(q) =q7,v > 1, and F(c) = (¢—1)" on [1,2] with 1 + % < 7, then all-pay quality bids lead

to lower procurer payoffs than winner-pay quality bids.

The next proposition reveals a sufficient condition on the cost of quality function that guarantees that

winner-pay bids do not maximize the procurer’s payoff.
Proposition 4 If ¢ = ¢”,y > 1, then 7/»(0) approaches positive infinity when v approaches 1 from above.

Proposition 4 reveals that if the proportion p can be chosen from [0, 1] without restriction, then in general

winner-pay quality bids do not maximize procurer’s payoff if ~ is sufficiently close to 1.

We next answer the question whether it is possible that all-pay quality bids lead to a higher procurer
payofl than winner-pay quality bids, which would justify the adoption of score procurements with all-pay

quality bids. The following analysis illustrates that this is in general possible.

All-pay quality bids can either benefit or hurt the procurer

Although Proposition 4 reveals a weak condition under which winner-pay quality bids do not maximize the
procurer’s payoff when the proportion p can be arbitrarily chosen from [0, 1], it turns out that it is difficult
to identify general sufficient conditions under which all-pay quality bids benefit the procurer compared to
winner-pay quality bids. We next provide examples to illustrate that all-pay quality bids may indeed benefit

the procurer.

o2
Let s(q) = ¢",v > 1, f(c) =4 —2c and F(c) = 2(2¢c — g — 3) on [1,2]. We have % = % and

"Note that yc[(1 — p) + #@] increases with p for any c.
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1— F(c) = (2 — ¢)®. Note that!8

R R v B S i O RN
7p(p=0) =2B(12 171 (- FE)I1 - 1) = 220, ana
o 1—F(c) 11— Fle 10 1 F()
we(p=1) = 2B - P - ) - 2,

Numerical simulation reveals that all-pay quality bids lead to higher procurer payoff than winner-pay
quality bids, i.e. my(p = 1) > mp(p = 0), if and only if v € (1,1.18613), i.e. when the effort cost function
is not far from a linear function. In particular, when v = 1.1, we have mp(p = 0) = 8.28 x 10~* and

mp(p=1)=1.52x 1073,

All-pay quality bids lead to lower quality bids than winner-pay quality bids, which allows suppliers to
lower their price bids. It is thus possible that the drop in price bids dominates the drop in quality bids,
which makes it possible that all-pay quality bids lead to higher procurer payoff.

5.2 Comparison to the second benchmark: loser’s sunk quality cost reimbursed

by the procurer

We next compare a procurement auction with all-pay quality bids with the second benchmark of winner-pay
quality bids, in which both suppliers incur their costs of placing their quality bids but the losing supplier’s

cost of placing his quality bid is reimbursed by the procurer.

Note that suppliers’ payoff functions are identical in the first and second benchmark environments.

Therefore, we must have the following result.
Lemma 3 The equilibrium bidding strategy is the same across the two benchmark environments.

Based on Lemma 3 and the results of Section 5.1, we immediately have the following result.

8Let a = ﬁ One can verify that

o [? 1, 4 1, c 3
mlp=0) =2 (1= Do - @@= § - e

2c
_— 1)(#1{ 20F5 — 4 4 20+13 — 1
B a ala+1)(a+2)(a+3) ala+1)(a+2) a(a+1)
N 20t 4 2043 1 43 4 1 }: and
— - — ; an
(a+1D(a+2) (a+2)(a+3) a a+1 a+2
2 1 1 c 3
mp(p=1) = 27“/ (1— )% (2—¢)2720 - Zc2(2—e)'7292— = — D) de
1 Y v 2 2

23—a

1
—2(1— )" {=—p81(3-2a,1+a) +2° 81 (2—2a,1+a)
a 2 2

a
—22798,(2—2a,2 +a) — 3,31(272(1 a)}
§ b 2a § b b

where 8, (d,e) = [5 z?71(1 — 2)*~! dz is the beta function.
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Proposition 5 Compared to the second benchmark with winner-pay quality bids, (i) all-pay quality bids lead

1

to lower quality provision; (ii) if ¢ = o (¢')~! is convexr (e.g. when ¢(q) = q7,v > 1), then all-pay quality

bids lead to lower supplier payoffs.

Note that equilibrium bidding strategies are the same across the two benchmark environments as shown
by Lemma 3, and in the second benchmark, the loser also incurs a quality provision cost that the procurer

covers. We thus have the following results.

Corollary 2 The suppliers’ payoffs must be same across the two benchmark environments, and the total

surplus and procurer’s payoff must be lower in the second benchmark environment.

This means that a procurement auction with all-pay quality bids is more likely to render a higher procurer
payoff when the second benchmark of winner-pay quality bids is adopted instead of the first benchmark.
In particular, in the examples provided in the end of Section 5.1, all-pay quality bids generate higher
procurer payoffs than winner-pay quality bids under the second benchmark, whenever they do under the

first benchmark.

It remains to further investigate whether the second winner-pay benchmark can generate a higher procurer
payoff than all-pay quality bids, and how the total surplus compares. We investigate these issues under the
assumption that ¢(¢) = ¢7,v > 1. Note that under this specification, we have that ¢(c;p = 0) = (fyc)_ﬁ
by (9) and thus c(g(c; p = 0)) = (y¢) 71

We first look at total surplus. In a procurement auction with all-pay quality bids, i.e. p =1, by Lemma
2, the total surplus is

1—F(c)
e

TS(1) = 2(1- %)Ec{[ |77 (1 - F(e))}

= 2y~ TRl (1= F(e) )

Let ¢! denote the higher cost parameter of the suppliers. In the second benchmark of winner-pay quality
bids, in which both suppliers incur their costs of placing their quality bids but the losing supplier’s cost of
placing his quality bid is reimbursed by the procurer, the total surplus is

TSP(1) = TS(0) - By les(g(cV:p = 0))]
~ 20— %)Ec{[%]ﬁu — F(e))} — 2Ecfes(a(c p = 0)F(c)]
~ 20— %)Ec{[i]ﬁu _F(e)} — 2By T TR (o)

15



We thus have

LSTW = TSW) _ g temstr((1 - F(e)) - (1 - F(0) 71 — ——F(e)]).
2y (v - 1)

v—1

Let z = F(c) € [0,1]. Note [(1f:r)f(1fz)%f%z]’:%[(lfx)v%lfl]§0and 1—2)—(1-

—1
5

2)7T — L2 = 0 when z = 0. Therefore, (1 — F(c)) — (1 — F(c))7T — —-F(c) < 0,Vc. We thus have

~y—1 y—1

TS%(1) - TS(1) <o.

Recall that Proposition 5 says that all-pay quality bids lead to lower suppliers’ payoffs than the second
benchmark scenario if ¢(¢) = ¢7,+ > 1. This implies that the procurer must enjoy a higher payoff with

all-pay quality bids than with winner-pay bids under the second benchmark.

We summarize the above results as follows.

Proposition 6 Suppose ¢ = ¢7,v > 1. Relative to the second benchmark environment where the losing
supplier’s cost of placing his quality bid is reimbursed by the procurer, all-pay quality bids generate higher

total surplus and higher procurer payoffs.

6 Concluding remarks

In this paper, we study the impact of an all-pay quality component in score procurements. Our focus is on the
equilibrium quality, supplier payoff, procurer payoff and total surplus. We find that compared to benchmark
environments with winner-pay quality bids, all-pay quality bids tend to lower the quality provision. However,
all-pay quality bids may improve the procurer’s payoff. This finding thus provides an additional justification
for a procurer’s requirement that suppliers actually incur the cost of developing the product as part of their
bid. Doing so not only guarantees that the procurer acquires exactly the quality that the winning supplier

bids, but also may increase the procurer’s payoff.

Surprisingly, our study shows that when all-pay quality bids are placed and disclosed before price bids,
the same quality bids, suppliers’ payoffs and procurer’s payoff are generated as in the case of simultaneous
quality and price bids. One implication of this finding is that when price bids are simultaneously placed after
simultaneous all-pay quality bids, a policy of revelation of the quality bid information before suppliers make

their price bids does not alter equilibrium quality and expected payoffs of the procurer and suppliers.'’

One methodological innovation in this paper lies in that we come up with a two-step procedure, which
allows us to identify the quality and price bids directly if there exists a symmetric pure strategy equilibrium
that renders scores decreasing in types. This procedure does not rely on solving for the equilibrium score

function as a middle step. Our procedure also reveals if such an equilibrium does not exist.

9Despite identical expected transfers from the procurer to the suppliers under the two informational regimes (due to payoff

equivalence), the distribution of the transfer conditional on the type profile differs.
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Appendix A

Proof of Lemma 1
Note that from (6), we have

(1= Flepled = [ {11~ FOI = ps(at) + psla(®)hdt + pess(aten)) + (1 = Fle)1 = plss(aler).

Note that from (8), we have Ci[p+(1fp)(17F(ci))] ¢'(q(c;)) = 1. We thus have

—F(c;)
(1= Fleplen = pe (a(e)a' () + e =N = stale)}

o U= F(e)](1 = p)s(a(e))}

Note that from (6), we have ¢;(1 — p)s(q(c;)) — p(¢;) < 0. We thus have s'(¢;) < 0.

Proof of Proposition 2

Recall

dmi(ci, ci) [1— F(cy)](1 = p) + n-1 1 - F(c)
T =R e O G g R

W decreases with p, then we have that

Since m;(¢,¢) = 0 in both scenarios, if we can show that |
all-pay quality bids lead to lower supplier payoff than winner-pay quality bids.

1-F(ci)
ci{(1=p)[1=F(ci)]+p}"

respect to p is equivalent to the monotonicity of %gp(m), x > 0. Note ¢(0) = 0 and lim, o %gp(z) =¢'(0) >0,

Let x(p) = We have z(p) > 0, 2’'(p) < 0. Thus the monotonicity of |%\ with

since ¢ increases. In addition, [2¢(z)] = & [z¢/(z) —¢(z)]. 2¢'(z)—p(x) increases with « since its derivative

is ¢ (z) > 0 and reaches zero when z = 0. We thus have [Lo(z)]" > 0, i.e. |W| decreases with p.

Proof of Lemma 2

By (9), we have
1 1

Sy § s e | A

q(cisp) = [
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The expected total surplus is thus

18() = [ alrspdll = (L= FP] =2+ B (1= plestales )1 = F(@)]) = 2+ B peis(a(es )]
= 2Bl g 0 FOD -2 B g - )
-2 Bl =
= 2 — - FO)
2 Bl gy Tl ) - Ty F O
= 2Bl 0 PO 2 Bl R
= - DBl )
Suppliers’ expected surplus is
275 (p
- / / {[L= F()(1 - p) + phs(a(r p))drdF (c)
- / / (L-F p) + pYsla(r)dF (c)dr
- /{1— p) + p¥s(a(r))F(r)dr
= 2B {1 p)+ ’;(T)][W[(lp)l+l 7 g FO
- 250+ e g
T (e =l G LGl
= {[’YT”’YT[(l p)1+ 1_F<T>]]ﬁ (Z)[l_F(T)]}
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Therefore, we have the following procurer’s expected payoff

mp(p) = TS(p)—2ms(p)
1 1
BT (i e )
B 1 1 ﬁF(T) _
BT () e 2o (O R
B 1 L1 F(r 1 _LF(T)
T e L TS O
Proof of Proposition 4
We have
To(p) = 2B {(~ ) 7l(1 = )+ T ) ROl - 2 - ),
Thus
1 (0) = L N _ L L E()
T (0) = 2B {(~ )7l TPl - ) = — O
Therefore

We thus have
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Appendix B

In this section, we describe how to generalize our two-step procedure for identifying symmetric pure strategy

equilibrium in an environment with N > 2 suppliers and a general score function s(g,p) with s,(g,p) > 0,

sp(q,p) <O0.

Implication of the first observation

We treat equilibrium (g(c¢;), p(c;)) as an incentive compatible general direct mechanism that generates scores
decreasing in types, then the Myerson [11] approach allows us to write down payment rule p(c;) as a function

of the allocation rule ¢(c;). The following is the details.

Given (g(c;), p(c;)) that leads to scores that are decreasing in types, consider a type ¢; supplier ¢’s problem

of making an announcement ¢; to maximize his expected payoff when the other supplier is truthful:

max (&5, ¢;) = [ — F(&)]N " p(@) — (1= p)eis(q(&))] — peis(q()).

Ci

If (g(-),p()) is a pure strategy equilibrium, we would have ¢ = ¢;, i.e. the incentive compatibility (IC)
condition:

¢ = argmax (&, ¢;) = [1 = F(&)]" " p(&) = (1 = p)eis(a(@))] - peis(a(&))- (12)

The IC condition (12), together with the envelope theorem, thus leads to

dﬂ-i(cia Ci)

de; —{[1 = F(e)]N 11 = p)sla(c)) + ps(a(e:))}- (13)

Note that at equilibrium with scores monotonic in types, we must have ;(¢,¢) = 0 for both p = 0 and
p = 1. For both cases, the least efficient type ¢ never wins and never incurs cost to produce. Note we must
have ¢(¢) =0 for p = 1.

Using the envelope condition of (13), we have
mi(ciy i) = /:{[1 — F@)IN 11— p)s(a(t) + ps(q(t)) }dt. (14)
By the definition of 7;(é;, ¢;), we have
mi(civei) = [L=F(c)]"ple) = (1= p)eis(alen))] = peis(alei)
= /:{[1 — F(e)V (1 = p)s(ales)) + ps(a(ei)) Yt

which leads to price rule of

oA = POINTH = p)s(a(t) + ps(a(t))}dt + peis(q(e))

p(ci) = [ Fle)V 1 + (1 = p)eis(q(ci)) > 0. (15)
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Implication of the second observation

Suppose (¢(¢;),p(c;)) is a symmetric pure strategy equilibrium. By the implications of the first observation,
we must have ¢’(¢;) < 0 (monotone allocation rule is implied by incentive compatibility condition) and (15)

holds. Define
s(ei) = s(q(ei), p(ci)). (16)

We now look at the implications of the second observation, which says that equilibrium (g(c;), p(c;)) must

solve the following optimization problem:

(¢(ci);plei)) = arg r(r;igf[l — F(c)]Ntp — (1= p)eis(q)] — peis(q),
st s(q,p) = s(c).

The corresponding Lagrangian is

max L(q,p,A) = [1 = F(co)]" 7' [p— (1 = peis(q)] = peis(a) + Als(q, p) — s(co)]-

(g:p,\)

The first order conditions are as follows:

HOLD 1= P (1= e (@)~ pec'(0) + sal:) =0,
L(qéz’” = [1-F(e)]V !+ Asylg,p) = 0,
% = s(g,p) — s(ci) =0.

We thus have
sq(q(ci), p(ci)) 1
splalei),p(ci) ci{(1 = p) + gy}’

(17)
where p(¢;) is given by (15).

Together with boundary condition ¢(¢) = 0, we can pin down the candidate quality bid ¢(c;). If there is
no solution exists, then there is no symmetric pure strategy equilibrium.

Suppose ¢(c¢;) is a solution of (17) with boundary condition ¢(¢) = 0, and p(¢;) is the corresponding
price bid given by (15). If the corresponding score bid s(c;) = s(q(c;), p(c;)) is decreasing in types, then we
have (q(c;), p(c;)) constitutes a symmetric pure strategy equilibrium. Otherwise, there is no symmetric pure

strategy equilibrium.

An application to the ratio score

As an application, we next show that with the ratio form score function s = s(q,p) = %, there might be
no symmetric pure strategy equilibrium for the case of an all-pay quality bid, i.e. p = 1. The equilibrium

analysis in this application applies to a score function of s = s(q,p) = —:L with p,7 > 0.
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In this case, (17) is written as

’ pll— F(Ci)]N_l
= 1
<'(a) . - (18)
Given (15), we have
, 1 ff S(q(t))dt + cis(q(cq))
'(q(ci)) = g
q(ci) Ci
i, cale)ale)) = [ sla®)dt+ eislaten).
Taking derivative wrt. ¢; both sides, we have
q(ci)s’(q(ci)) + ciqlei)s” (q(ci))d (ei) = 0.
We thus have
/ M)
i — <0, 19
q'(ci) e (qlea) (19)
with boundary condition ¢(¢) = 0.
Assume ¢(q) = ¢”,v > 1. We have
' (ci) 1
—1 = —= <o,
(=1 () ”
e dlng(c;) dl—In¢]
ie. =
de; de;
with boundary condition ¢(¢) = 0.
We thus have
1
Ing(c;) = ) Ine; + A,
which gives
1,
ale) = ()77 exp(A).

Note we cannot have ¢(¢) = 0 if ¢ is finite. Therefore, there exists no symmetric pure strategy equilibrium

for this case.

However, if ¢’(0) > 0, then we indeed have a solution for (19) with boundary condition ¢(¢) = 0, which

can be identified as below.

(19) can be rewritten as
ds’(q(cq)) _ d[—Inc;]

dCZ‘ dCi ’

which entails

¢(qler) = <%>exp<A>.

Using the boundary condition of ¢(¢) = 0, we have

exp(4) = &(0),
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which leads to

q(ei) = () (

To confirm such identified (g(¢;),p(c;)) is indeed an equilibrium, we now only need to verify that s(¢;) =

s(q(ey), pler)) = ggz‘g is decreasing in types. Using (18) and (15) for p = 1, we have

' (e)]

el =) e~ e )

— Ly () el e

_ L aslala)
qlei) " [1 = F(e)N-

2N = Dplea) f(ei)
< 0,

which means s'(¢;) < 0.

An interesting observation is that with the ratio score, regardless of the number of players, all type

distributions with the same support [c, ¢] yield the same equilibrium quality bidding strategies q(c;), ¢; € [¢, €.
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