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Abstract

We study the effects of affirmative action through endogenous set-asides. We propose a
share auction for dual sourcing in which more intensive affirmative action strengthens
the favoured provider. This has the potential to level the playing field and induce more
competitive procurement overall. Our main result provides a condition under which
affirmative action not only guarantees very substantial minority representation, but also
reduces the buyer’s provision cost compared to a first-price auction. We also show
that our main result is robust to variations of our benchmark model, including the
assumptions specifying what providers know about each other, and how affirmative
action programs are implemented.

Keywords: Affirmative Action, Bidding Credits, Bidding Preferences, Set-Asides.
Journal of Economic Literature Classification Numbers: D44, D47, H57, J15.



1 Introduction

Government procurement programs often aim to favour firms with specific characteris-
tics to further certain social and political purposes, in addition to allocate supply con-
tracts in a cost effective way. For instance, in the U.S., the Small Business Act and
other programs at the level of states and localities specify geographical preferences
for American-made (or state-made) commodities and non-geographical preferences, in-
cluding for small, minority, disadvantaged, veteran-owned or women-owned businesses
as well as for environmentally friendly commodities. Frequently, these preferential pro-
grams are set-aside programs that reserve some public contracts for certain categories
of bidders.1 Common wisdom holds that these programs are costly for society and this
provides an important argument for opponents of affirmative action.2 There is thus
the perception of a trade-off between cost effective procurement and these other aims,
which following the language of the affirmative action literature throughout the paper
we refer to as minority representation.3

In this paper we investigate the effects of affirmative action through endogenous set-
asides. Our main result is to show that this has the potential to reconcile the conflicting
aims of cost effective procurement and minority representation.

Procurement auctions are usually organized as first-price auctions (FPA hereafter).4

1The U.S. Small Business Administration aims to allocate at least 23 percent of all federal
contracting dollars to small businesses using set-asides, see www.sba.gov/federal-contracting/

contracting-assistance-programs accessed on 22/07/2019. Nakabayashi (2013) reports that Japan
has a similar program. See Qiao et al. (2009) for a survey of forms of preferences in public procure-
ment in the U.S. and other countries, and Holzer and Neumark (2000) for an economic assessment of
affirmative action programs, including procurement. Mummalaneni (2019) reports that companies in
the private sector, including Chevron, Coca-Cola, Microsoft, and MillerCoors, have “Tier II” procurement
programs favouring minority vendors.

2Ayres and Cramton (1996) for example report that various California ballot initiatives tried to end
state-sponsored affirmative action because of the belief that eliminating affirmative action could help
to solve budget problems. Jehiel and Lamy (2015) mention that the World Trade Organization (WTO)
and the European Commission rule out discrimination because they fear that it leads to higher prices.
Marion (2009) finds that the elimination of the consideration of race or gender in awarding state-funded
highway construction contracts in California saved an estimated $64 million in the 1998-1999 period.

3Based on their findings Qiao et al. (2009, p. 396) describe the trade-off as follows: “In summary,
the most interesting and important finding regarding the impact of a preference program is that many
people believe that preference programs violate the free-competition principles and these programs cause
government to pay a higher price . . . ” A similar trade-off arises when public or private procurement
employs a dual sourcing strategy and buys from more than one provider. Dual sourcing avoids that the
buyer is ‘locked in’ with one provider and experiences shortage in the case that this supplier cannot fulfil
his obligations. However, dual sourcing “almost certainly includes one supplier that is not at least cost”
(Albano et al., 2006, p. 110) and hence the “disadvantage is that the price is in general higher than with
single sourcing” (Engel et al., 2006, p. 330).

4See for example Carpineti et al. (2006).
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We derive our main result by comparing procurement expenditure and minority repre-
sentation under the benchmark of the FPA to a share auction that induces endogenous
set-asides. Using the language in Jehiel and Lamy (2019) we take a positive perspective
that seeks to contribute to the policy debate on affirmative action, rather than a norma-
tive perspective that investigates the optimal auction mechanism (Myerson, 1981).

Under the FPA format the buyer specifies the kind of supply contract offered and the
budget constraint (or reserve price). The potential providers propose prices at which
they are willing to supply the contract and the supplier submitting the lowest price is
chosen. We proceed in a similar way as the FPA but endogenize set-asides by assign-
ing each provider a share that depends on the prices submitted. To do so we modify
the Contested Procurement Auction (CPA hereafter) introduced in Alcalde and Dahm
(2013) to allow the adoption of affirmative action programs. The CPA is a share auc-
tion for dual sourcing that allocates shares of the supply contract depending on the
prices of suppliers. To describe more precisely how these shares are computed, define
a supplier’s bid to be the difference between the budget constraint and the price of this
supplier. The CPA assigns shares depending on the relative difference of the bids of
suppliers, as a percentage of the largest bid (submitted by the supplier proposing the
lowest price).

To fix ideas we consider a procurement problem with a local and a foreign supplier
under complete information.5 Since we are interested in affirmative action consider-
ations, we assume that the foreign provider is more efficient than his local rival. We
show that an affirmative action program targeting the local supplier has the potential
to make procurement more competitive. This is because it makes the local provider
stronger, inducing him to set a lower price than he otherwise would.6 The foreign sup-
plier in turn responds to this by setting a more competitive price too. Our first result
is a characterization of equilibrium for any intensity of affirmative action. As this in-
tensity increases, equilibrium minority representation (the local providers’ equilibrium
market share) rises until the playing field is completely levelled and might even sur-
pass this level, resulting in an imbalance in favour of the domestic supplier. Similarly,
any increase in the intensity of affirmative action raises the profits of the local provider
and reduces those of the foreign supplier. This sensitivity of the consequences of af-
firmative action under the CPA contrasts with the FPA. This is so, since under the FPA
equilibrium minority representation and the local provider’s profits are zero, unless the
intensity level of the affirmative action program is sufficient to level the playing field

5The assumption of complete information is considered appropriate for situations in which sellers
know each other well (Moldovanu and Sela, 2003). The case of construction contracting (Bernheim and
Whinston, 1986) and settings with stable technology (Anton and Yao, 1992, p. 691) are examples. In
Subsection 4.2 we modify the procurement auction to relax this assumption.

6We will see that the local provider becomes stronger in the sense that for low intensities of affirmative
action he acts as if his costs were lower than they really are.
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completely.7

Our main result provides a condition under which complementing the CPA with
affirmative action reconciles the conflicting aims of minority representation and cost
effectiveness. To do so the buyer has to choose the intensity of affirmative action in
such a way that, at the equilibrium, both providers select the same price. This levels
the playing field completely and minority representation is maximal, as the equilibrium
market shares of both providers are equal. Moreover, provision costs are lower than
those arising from a standard first-price auction for sole sourcing, so that the supply
contract is allocated in a cost effective way. The condition under which this result
holds requires the cost difference of providers to be sufficiently large. The possibility
to use affirmative action benefits the buyer, because the trade-off between minority
representation and cost effectiveness disappears for a smaller cost difference than in
our earlier paper Alcalde and Dahm (2013).

The benchmark model can be extended in different ways. First, we consider alterna-
tive affirmative action programs. Two prominent ways to introduce affirmative action
into procurement auctions are subsidies and biases affecting the award rule. An ex-
ample for the latter are bidding preferences (or bidding credits) in which the prices of
targeted firms are lowered by a specified percentage amount.8 Our benchmark model
considers affirmative action in form of a subsidy. Our first extension provides an equiv-
alence result between the equilibrium of an affirmative action program affecting the
award rule and the equilibrium of a program providing a subsidy. We also discuss limi-
tations of this equivalence that come from the fact that –unlike in standard contest and
bidding games– in our setting the providers’ strategy spaces are bounded. Second, our
benchmark model assumes that providers have complete information about their rival’s
costs. Since there are many situations in which this assumption is not appropriate, we
discuss a version of our share auction that allows to consider providers with private
information about their costs. Lastly, we also explain how our benchmark model might
be extended to multiple sourcing.

7Ayres and Cramton (1996, p. 7) give a related example of a traditional English (or open ascending)
auction among two strong and two weak bidders for two licenses. Without bidding credit and with a
25% bidding credit the two strong bidders obtain licenses but with a 50% bidding credit one weak and
one strong bidder obtain a license.

8Both subsidies and bidding credits are employed in the U.S. by the Federal Communications Com-
mission in spectrum auctions and under the Buy America Act, see Athey et al. (2013) and Loertscher
and Marx (2017). Subsidies are used in California state highway procurement (Athey et al., 2013) and
twenty-five U.S. states provide bid preferences or set-asides for in-state bidders or products (Loertscher
and Marx, 2017). While the level of a bidding credit to be applied is usually known, this is not true in
the Virginia public procurement market, where suppliers know whether they are eligible to receive a bid
credit, but they do not know the bid credit level that will be applied (Mummalaneni, 2019). There is
also the “right of first refusal” that gives a favoured bidder the opportunity to win the supply contract by
matching the best bid of the competing bidders, see Lee (2008) for an analysis.

3



As mentioned before, this paper builds on our previous work. Alcalde and Dahm
(2013) consider a family of assignment rules to allocate procurement shares that differ
in the sensitivity of a supplier’s share with regard to his price. The CPA in the present
paper constitutes the case of unit elasticity of this family. The main result in Alcalde
and Dahm (2013) says that for any values of the providers’ costs one can always find a
level of sensitivity such that procurement costs are lower than with a standard first price
auction for sole sourcing. The present paper departs from the case of unit elasticity in
our earlier paper by introducing affirmative action programs, rather than by considering
different levels of sensitivity to prices. This allows not only to say that an optimal choice
exists –as in our earlier paper– but also to describe it in a simple closed-form. Alcalde
and Dahm (2019) consider more than two providers and use the additional suppliers to
endogenize the reserve price but do not introduce affirmative action. While attracting
further suppliers also has the potential to lead to very competitive procurement, total
costs depend on the costs of the providers that participate. Hence, from a practical point
of view the optimal intensity of affirmative action derived in the present paper is easier
to target and to control than the design parameters considered in our earlier papers.

In a recent paper Jehiel and Lamy (2019) also take the auction format as given and
investigate the effects of set-asides on procurement expenditure. In their model there
is an incumbent who participates for sure and a set of potential entrants whose partic-
ipation is endogenous. Jehiel and Lamy discover an exclusion principle. It is always
beneficial to (completely) exclude the incumbent. The intuition for this is that exclu-
sion stimulates participation and thereby competition. In contrast, in our model the
set of participants is fixed and the share auction excludes the foreign supplier partially
from the supply contract. Affirmative action makes the local provider stronger and in-
duces the foreign supplier to set a lower price than he otherwise would. We establish
a partial exclusion principle. We provide a condition under which it is beneficial to use
affirmative action in our share auction to set aside half of the supply contract.

By combining a share auction (akin to a contest success function) with a winner-
pay (rather than an all-pay) payment rule, the present paper contributes to bridge the
literatures on auctions and contests. The introduction of affirmative action in our CPA
levels the playing field and has the potential to strengthen competition between sup-
pliers. This parallels findings in the literature on auctions for an indivisible object with
asymmetric bidders, where revenue maximization requires discrimination in the sense
that sometimes the item is not awarded to the bidder whose value estimate is the high-
est (Myerson, 1981; Maskin and Riley, 2000).9 In procurement auctions, affirmative

9Jehiel and Lamy (2015) analyse optimal discrimination in auctions when entry is endogenous. The
assignment of shares also connects our paper to the literature on share and split-award auctions that
explores conditions under which sole sourcing is more advantageous than a split-award (Wilson, 1979;
Bernheim and Whinston, 1986; Anton and Yao, 1989, 1992; Perry and Sákovics, 2003; Bag and Li, 2014).
A major difference is that our allocation rule for procurement shares imposes a particular structure on
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action in favour of a high-cost provider in form of subsidies (Ewerhart and Fieseler,
2003; Rothkopf et al., 2003) and in form of bidding preferences (Ayres and Cramton,
1996; McAfee and McMillan, 1989; Hubbard and Paarsch, 2009) can foster competi-
tion.10 Similarly, in contests biases in the assignment rule of the prize that resemble
bidding preferences can increase total effort (Franke, 2012; Franke et al., 2013, 2014,
2018).11

This paper is organized as follows. The next section introduces the procurement
problem, the CPA assignment rule and affirmative action in form of a subsidy. We
conduct our strategic analysis in Section 3. Section 4 discusses the aforementioned
extensions of this setting. The last section contains concluding remarks. All proofs are
relegated to the Appendix.

2 The Affirmative Action Procurement Problem

2.1 The Procurement Problem

We consider a buyer who wishes to buy a given amount of a perfectly divisible good.
The size of this supply contract is normalized to one. The buyer’s budget (or reserve
price) is denoted by b and represents the maximum expenditure possible. There are
two potential providers (or suppliers): the local provider, denoted by `, and a foreign
supplier, denoted by f. The suppliers’ technologies exhibit constants returns to scale,
so that average and marginal costs are constant. Let ci denote the marginal cost of
provider i ∈ {`, f}. We will refer to the tuple (b, c`, cf) as a procurement problem.

Since we are interested in affirmative action programs, we suppose that the local
provider is less efficient than the foreign supplier. For operational purposes it is also
assumed that the buyers’ budget is not too restrictive. More precisely, we assume that
0 ≤ cf < c` < b. We also assume that the suppliers are perfectly informed about the costs

the trade-off a supplier faces when deciding on his price.
10The empirical literature obtains mixed results. This is consistent with our model, as the level playing

effect of affirmative action depends on its intensity. Analysing small business set-asides, Denes (1997)
finds no significant cost savings in all but one instance. Support for strengthened competition comes
from radio spectrum auctions (Ayres and Cramton, 1996), experimental evidence (Corns and Schotter,
1999), timber auctions (Brannman and Froeb, 2000), snow removal contracts in Montreal (Flambard
and Perrigne, 2006) as well as Japanese and Virginia public procurement markets (Nakabayashi, 2013;
Mummalaneni, 2019), while studies of road construction contracts (Marion, 2007, 2009; Krasnokutskaya
and Seim, 2011) and of timber auctions (Athey et al., 2013) find that procurement costs are increased.

11Chowdhury et al. (2019) review the theoretical and empirical literature on level the playing field
policies and affirmative action in contests. We clarify the relationship between out model and a standard
contest setting in Appendix A.5. The serial contest in Alcalde and Dahm (2007) combines a contest
success function that is closely related to the way in which the CPA assigns shares with an all-pay payment
rule.
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of both providers and the buyer’s budget constraint, while the buyer does not know the
providers’ cost.12

The buyer organises a (simultaneous) bidding game among the suppliers. To fix
ideas we present this game first without yet incorporating affirmative action consider-
ations. Each potential supplier indicates a price at which he is willing to provide the
whole supply contract. For simplicity we impose the feasibility condition that the sup-
pliers’ prices cannot exceed the budget, that is, providers choose their prices from the
set S = [0, b]. Given the providers’ prices, say P = (p`, pf), the buyer determines the
share of the supply contract assigned to each provider. To do so the buyer uses an al-
location function ϕ that associates to each vector of prices P a vector ϕ (P ) ∈ R2

+ such
that ϕ` (P ) + ϕf (P ) = 1. We will introduce shortly two specific allocation functions.

Given an allocation function ϕ and a vector of prices P = (p`, pf), the profit of
provider i follows

πi (P ) = ϕi (P ) (pi − ci) . (1)

Equation (1) simply says that provider i’s profit equals his market share times his mark-
up.

This completes the description of the normal form game Γ = {I, S, π, ϕ}, where
the set of agents is I = {`, f}, each agent’s strategy space is S ⊆ [0, b], each provider’s
profit is given by πi, and the allocation function is ϕ. Our equilibrium concept is Nash
equilibrium in pure strategies.

2.2 The Buyer’s Procurement Objectives

In what follows we will introduce a specific allocation function, combine it with affirma-
tive action, and evaluate the resulting equilibrium from the view point of the buyer. To
model the buyer’s objectives we follow Alcalde and Dahm (2013, 2019) and make the
benchmark assumption that she is only interested in minimizing procurement costs. As
explained in the Introduction, procurement auctions are usually organized as first-price
auctions and we think of the buyer as comparing the procedure that we propose in this
paper to a standard first-price auction for the whole supply contract. Since our main
result identifies circumstances in which procurement expenditure is lower with our pro-
cedure than with a standard auction, this has the implication that the buyer prefers to
use our procedure, even if she does not value affirmative action in itself.13

12We relax the assumption of complete information in Section 4.2.
13Alternatively, we could postulate an objective function for the buyer that specifies how she trades-off

cost effectiveness and a measure of the success of affirmative action, like minority representation or the
local provider’s profits. This would yield results that depend on the specific formalization of the buyer’s
objectives. Since valuing for example minority representation would provide additional incentives for our
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Given a vector of prices P , the FPA allocates the whole supply contract to the
provider asking for the lowest price, that is, for each agent i,

ϕFPi (P ) =


1 if pi < pj
1
2

if pi = pj
0 if pi > pj

. (2)

It is well known that the first-price sealed-bid auction under complete information does
not possess a pure strategy Nash equilibrium. One way to restore existence of equilib-
rium is to make the realistic assumption that the providers’ prices must be stated in legal
tenders, so that the strategy space has a finite grid, that is, SG = {pi ∈ [0, b] : 100pi ∈ N}.
Alcalde and Dahm (2011) analyse pure strategy undominated Nash equilibria in the
normal form game ΓFP = {I, SG, π, ϕFP} and show that in equilibrium the whole sup-
ply contract is ordered at the price c` from the foreign provider.14 Hence, our benchmark
of comparison is the FPA that implies procurement costs of CFP = c`.

2.3 The Contested Procurement Auction

We now introduce the CPA (Alcalde and Dahm, 2013). Unlike the FPA, it has the virtue
that the providers’ shares are a smooth function of the prices. Given a vector of prices
P , the share of provider i is given by

ϕCPi (P ) =


b+ pj − 2pi

2 (b− pi)
if pi ≤ pj

b− pi
2 (b− pj)

if pi > pj

, (3)

for b > min{pi, pj} and ϕCPi (P ) = 1/2 for pi = pj = b.
Alcalde and Dahm (2013) analyse the normal form game ΓCP = {I, S, π, ϕCP} and

show that in the unique equilibrium P̂ the providers’ prices are

p̂` =
b+ c`

2
and p̂f = b−

√
(b− c`) (b− cf)

4
. (4)

procedure, the condition in our main result would be relaxed. Moreover, if the buyer’s objective function
is monotonic in minority representation, this condition might be relaxed quite substantially, because the
optimal policy induces very substantial minority representation.

14For instance, Moldovanu and Sela (2003, footnote 12) write that “asymmetric Bertrand games (and
first-price auctions) have no equilibria in pure strategies here, but introducing a smallest money unit
immediately yields the intuitive solution.” This intuitive solution in which the provider with the lowest
cost wins the supply contract at a price equal to the other supplier’s cost is the unique equilibrium if the
grid size is fine enough. See Alcalde and Dahm (2011) for a general analysis and discussion of the FPA
with finite grid.
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Moreover, when the cost difference of the providers is large enough, that is,
c` − cf
b− c`

>

(
13

8
+

5

8

√
17

)
≈ 4.20, (5)

then the buyer’s equilibrium provision cost under the CPA, denoted by CCP , is lower
than CFP = c`, the cost under the FPA. The costs under the two allocation procedures
are illustrated in Figure 1.

C (c`)

cf

c`

b

C
F
P (c

)̀

ĉ`

ĉ` = 0.8077b+ 0.1923cf

CCP (c`)

Figure 1: The Buyer’s Provision Cost: FPA vs. CPA

2.4 Affirmative Action

In our benchmark model we consider affirmative action by means of subsidizing the
local provider.15 Instead of the local supplier’s price p`, the buyer pays a higher price
αp`, with α > 1. Under such a scheme the local provider’s profit function is increased
by a premium, while the one of the foreign supplier remains as in (1), that is,

παi (p`, pf) =

 ϕi (P ) (αpi − ci) if i = `

ϕi (P ) (pi − ci) if i = f
. (6)

15In Subsection 4.1 we show that the same results are obtained under the alternative assumption that
the allocation function ϕ is biased in favour of the local supplier.
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The subsidy parameter α > 1 measures the intensity of affirmative action, as the higher
α, the more intense the program.16 The buyer announces the intensity of affirmative
action before the providers indicate their prices.

Since the subsidy increases the price of the local provider by a premium, the price
including the affirmative action premium might exceed the budget and hence not be
feasible. To avoid this we assume the following safeguard clause: the local provider
obtains the (entire) affirmative action premium only if αp` ≤ b. We model this by
describing the profits of the local provider as

παC` (p`, pf) = ϕ` (p`, pf) (pe` − c`) , (7)

where the ‘effective’ price for the local provider is pe` = min {αp`, b}. This defines the
normal form game ΓαC = {I, S, παC , ϕ}. It differs from Γ only in that the local provider’s
profit function is given by παC` defined in (7). The foreign provider’s profit function πf
remains unchanged and follows (1). In our benchmark model in Section 3 we focus on
the CPA defined in (3) and analyse ΓCPαC = {I, S, παC , ϕCP}. In what follows we refer
to ΓCPαC as the CPA with subsidy α.

3 Contested Procurement with Affirmative Action

In this section we focus on the CPA with subsidy α. Our analysis is organised as follows.
First, Subsection 3.1 establishes existence and uniqueness of equilibrium in the CPA
with subsidy α. We turn then in Subsection 3.2 to the distributive consequences of
affirmative action and show that increasing the intensity α of the program improves
the position of the local provider. Lastly, Subsection 3.3 provides a condition under
which the appropriate intensity of affirmative action in the CPA not only guarantees
very substantial minority representation, but also reduces the buyer’s provision cost
compared to the equilibrium of a first-price auction.

3.1 Equilibrium

The first result in this section characterizes the unique equilibrium in closed-form for
any intensity α of the subsidy. Before stating this result we introduce the notation
H(b, cf) ≡ 2bcf/(b+ cf) for the harmonic mean of cf and b.17

16The intensity of the program can be measured with the function IS (α) = α − 1. For ease of the
exposition, however, we will refer in later sections to α (rather than to α − 1) as the intensity of the
program.

17Although we are primarily interested in situations with affirmative action in which α > 1 holds, we
remark that the statement also holds for the symmetric setting in Alcalde and Dahm (2013) where α = 1.
For α = 1 the first row in both part (a) and part (b) are relevant and prescribe the same equilibrium
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Theorem 1 The CPA with subsidy α > 1 has a unique equilibrium
(
p∗` , p

∗
f

)
described as

follows.

(a) If the cost difference of providers is large, that is, c` ≥ H(b, cf), then

(
p∗` , p

∗
f

)
=



(
αb+ c`

2α
, b−

√
(b− cf) (αb− c`)

4α

)
if α ≤ 2b− c`

b(
b

α
, b−

√
(α− 1) b (b− cf)

2α

)
if

2b− c`
b

< α ≤ 2b

b+ cf(
b

α
,
b+ cf

2

)
if α >

2b

b+ cf

(b) If the cost difference of providers is small, that is, c` < H(b, cf), then

(
p∗` , p

∗
f

)
=



(
αb+ c`

2α
, b−

√
(b− cf) (αb− c`)

4α

)
if αcf ≤ c`(

min

{
b−

√
(b− cf) (αb− c`)

4α
,
b

α

}
,
b+ cf

2

)
if αcf > c`

Since the harmonic mean partitions the interval [cf, b] into two sub-intervals, the
theorem distinguishes between situations in which the cost difference of providers is
large (part (a)) and those in which it is small (part (b)). In both cases affirmative
action levels the playing field by making the local provider more competitive and the
foreign supplier reacts optimally to this. Affirmative action with low intensity does
not affect equilibrium behaviour much. The local provider behaves as if his cost were
reduced to c`/α instead of c` and chooses the midpoint between this value and b. As
in the situation without subsidy (Alcalde and Dahm, 2013), his optimal price does not
depend on the foreign provider’s cost and the foreign provider undercuts his rival’s price
optimally, trading-off market share and mark-up.

When the cost difference of providers is large (part (a)) and affirmative action is
sufficiently intense, the safeguard clause kicks in and the local provider caps his price
at b/α. But since raising the intensity of affirmative action further decreases b/α, the
local provider is eventually strengthened enough to undercut his rival. At that point the
foreign provider behaves as the high-cost provider and chooses the midpoint between
his cost and b, so that his price is independent of his rival’s price.

The case in which the cost difference of providers is small (part (b)) differs from
the situation with large cost difference (part (a)) in that affirmative action can induce

prices. The statement of the theorem distinguishes six intervals of the affirmative action intensity α. At
the end of the proof of Theorem 1 we describe these intervals explicitly.
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providers to switch the roles of high-cost and low-cost providers before the safeguard
clause kicks in. When the intensity of affirmative action increases sufficiently, the for-
eign supplier behaves as a high-cost provider and his optimal price does not depend
on the local provider’s cost. The local provider in turn acts as a low-cost supplier and
undercuts his rival’s price optimally. Raising the intensity of affirmative action further,
the safeguard clause becomes binding and the local provider caps his price at b/α, while
the foreign supplier’s price is unchanged.

Note that the equilibrium prices in Theorem 1 are continuous functions of the
affirmative action intensity α. We make this explicit using the notation

(
p∗` , p

∗
f

)
=

(p` (α) , pf (α)). Based on this notation we define for later reference the following thresh-
olds for α that have already proved important in the statement of Theorem 1. First, we
define the unique intensity level α∗ for which at equilibrium the safeguard clause be-
comes binding as

α∗ = sup {α ≥ 1: αp` (α) < b} . (8)

Theorem 1 implies that the mathematical expression for α∗ differs depending on
whether the cost difference of providers is large or small.18 Second, we define the
unique intensity αe for which the equilibrium prices of both providers are equal, that is,
p` (αe) = pf (αe). This ‘equalizing’ or ‘level playing field’ intensity is given by

αe =


2b

b+ cf
if c` ≥ H(b, cf)

c`
cf

if c` < H(b, cf)

. (9)

Notice that αe is a continuous function of c`.
We conclude this subsection illustrating the definitions of α∗ and αe as well as the

equilibrium prices in Theorem 1 with the following example.

Example 1 Consider the following three procurement problems (b1, c`, cf) = (95, 90, 72),
(b2, c`, cf) = (110, 90, 72) and (b3, c`, cf) = (130, 90, 72). Notice that these problems differ
only in the size of the budget. Since the harmonic mean is increasing in its arguments,
part (a) of Theorem 1 applies to the first two problems and part (b) to the third prob-
lem, as H1(b1, cf) ' 81.92, H2(b2, cf) ' 87.03 and H3(b3, cf) ' 92.67. The thresholds at
which the safeguard clause becomes binding are α∗1 ' 1.05, α∗2 ' 1.18 and α∗3 ' 1.3,
while the ‘equalizing’ intensity levels are given by αe1 ' 1.14, αe2 ' 1.21 and αe3 = 1.25.

18In the former case we have that α∗ = (2b − c`)/b. For completeness we include the algebraic ex-
pression for the latter case in Appendix A.1 in equation (30). For ease of the exposition, we omit the
arguments of the function α∗(b, c`, cf) when they are clear from the context and write simply α∗. We
follow the same convention with αe which we define next.

11



Figure 2 shows the equilibrium prices for the three problems as functions of α. Each
problem corresponds to a pair of functions that intersect; the higher the budget the
higher the position of the pair of functions. The vertical grid lines indicate α∗ and αe for
each problem. In all three problems the equilibrium prices are piecewise-defined but
continuous functions of the intensity α and a sufficiently high level of intensity induces
the local provider to undercut his rival’s price.

1

pi (α)

cf α
αe1 αe2 α

e
3

α∗1 α∗2 α∗3

p` (α |b1 )

p` (α |b2 )

p` (α |b3 )

pf (α |b1 )

pf (α |b2 )

pf (α |b3 )

Figure 2: Equilibrium Prices

To understand why the budget constraint affects the providers’ equilibrium prices,
recall the CPA allocation procedure when the local provider sets a higher price than the
foreign supplier (the second line in equation (3)). When deciding whether to increase
his price the local supplier trades-off the marginal cost of this adjustment with the
marginal benefit in form of a larger share. Affirmative action subsidises the marginal
costs inducing him to set a more competitive price. The size of the budget, however,
affects the marginal benefits, as the larger the budget, the more insensitive the share
becomes to the prices (in the limit when b → ∞ the elasticity of the share with respect
to the price goes to zero and the supply contract is equally split among suppliers).

3.2 The Distributive Consequences of Affirmative Action

We now turn to the distributive consequences of affirmative action. Since the objective
of such a policy is to favour the local provider, it is important to understand to what
extent affirmative action policies reach this aim.

There are several related ways to measure the distributive consequences. First,
one might look at the provision share of the local provider, that is, minority presen-
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tation. As explained in the Introduction, affirmative action policies in the context
of U.S. government contracts might specify target market shares for women-owned
businesses, minority-owned businesses, small businesses, disabled-owned businesses,
veteran-owned businesses and others. For a given intensity α, taking into account the
equilibrium prices

(
p∗` , p

∗
f

)
= (p` (α) , pf (α)) described in Theorem 1, the equilibrium

provision shares are given by

σ` (α) = ϕCP` (p` (α) , pf (α)) and σf (α) = 1− σ` (α) .

Second, since the local provider’s revenue is given by the buyer’s share of expendi-
ture on this provider, one might also investigate how this share of expenditure varies
with the affirmative action intensity. Let Ci (α) denote the buyer’s equilibrium payment
to provider i when a program with intensity α is implemented. Total expenditure C (α)

is given by C (α) = C` (α) + Cf (α), where

C` (α) = αp` (α)σ` (α) and Cf (α) = pf (α)σf (α) .

Third, one might analyse how equilibrium profits vary with the affirmative action
intensity. Let Πi (α) denote equilibrium profits. Since the local provider has an incentive
to avoid that the safeguard clause kicks in, equilibrium profits can be described as

Π` (α) = σ` (α) (αp` (α)− c`) and Πf (α) = σf (α) (pf (α)− cf) .

The following result establishes how these three measures vary with the intensity of
affirmative action.

Proposition 1 In the CPA with subsidy α > 1, as the intensity α of the affirmative action
program increases,

(a) the equilibrium provision share σ` (α), the revenue C` (α) and the profits Π` (α) of
the local provider increase, while

(b) the equilibrium provision share σf (α), the revenue Cf (α) and the profits Πf (α) of
the foreign supplier decrease.

We illustrate Proposition 1 with the procurement problems from Example 1. Since
the three measures of distributive consequences have similar comparative statics and
since the next subsection deals with the buyer’s provision costs which are the sum of
the providers’ revenues, we focus on revenues.

Example 2 Consider again the three procurement problems (b1, c`, cf) = (95, 90, 72),
(b2, c`, cf) = (110, 90, 72) and (b3, c`, cf) = (130, 90, 72) from Example 1. Figure 3 shows
the providers’ revenues for the three problems as functions of α. In all three problems
the suppliers’ revenues are piecewise-defined but continuous and monotonic functions
of the intensity α.

13
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Figure 3: Expenditure Shares of Suppliers

Notice that the CPA is very sensitive to the intensity α of the affirmative action
program. Any increase in intensity improves the position of the local provider no matter
how the distributive consequences are measured. This is not the case with the FPA,
where the local provider’s share is zero unless the intensity level of the affirmative
action program is sufficient to level the playing field completely. The fact that increasing
the intensity of the affirmative action program results in a transfer of revenue from
the foreign provider to the local supplier does not imply that total provision costs are
constant. In fact, in the next subsection we show that raising the intensity of affirmative
action might even decrease provision costs below c`. This contrasts again with the FPA
where it is not possible to successfully induce minority representation (that is, the local
firm wins) and have provision costs below c` (as αp` < c` implies that the local firm
makes losses).

3.3 Procurement Expenditure with Affirmative Action

In this section we explore how provision costs depend on the intensity of affirmative
action. As explained in the Introduction, this is an important question, because there
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is a popular perception that affirmative action programs increase provision costs. Note
that, even though Proposition 1 does not address this issue directly, it does suggest the
possibility that this popular perception might be incorrect. This would be the case if for
some intensities of the program, the foreign supplier’s revenue decreases faster than the
local provider’s revenue increases. The following example illustrates this idea.

Example 3 Consider again the three procurement problems (b1, c`, cf) = (95, 90, 72),
(b2, c`, cf) = (110, 90, 72) and (b3, c`, cf) = (130, 90, 72) from Examples 1 and 2. Figure 4
shows the buyers’ provision costs for the three problems as functions of α.19 In the first
two problems there is a local minimum at αe, while in the third problem provision costs
are increasing in α. In the first problem this local minimum is also global, implying
that for a wide variety of intensities affirmative action does not increase provision costs.
In fact, at this global minimum provision costs are even below c`, the provision costs
arising from a standard FPA without affirmative action.

1

C (α)

cf α
αe1 αe2 α

e
3

α∗1 α∗2 α∗3

c` C (α |b1 )

C (α |b2 )

C (α |b3 )

Figure 4: Provision Costs

The purpose of the remainder of this subsection is to generalise the previous exam-
ple. We investigate under what conditions affirmative action reduces provision costs
and describe which levels of intensity are optimal. We first establish in Proposition 2 a
limit on the intensity of the affirmative action program. It is never beneficial to exceed
αe, the level for which the equilibrium prices and shares of both providers are equal.
This implies that minority representation, that is, σ` the share allocated to the local
provider, should never exceed half of the supply contract. We then explore in Theorem
2 conditions under which an affirmative action program (with small but positive inten-
sity) reduces the buyers’ provision cost, compared to the benchmark without affirmative

19Unlike Figure 1, in this section we focus on the CPA. Hence for simplicity we omit the superindex CP
and denote the cost function by C (·).
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action. Lastly, we provide in Theorem 3 conditions that guarantee that the intensity αe

for which the equilibrium prices and shares of both providers are equal is both a local
and global minimiser of provision costs. In the later case, when the providers’ costs are
different enough, provision costs are lower than c`, the provision costs arising from a
standard FPA without affirmative action. The conditions in Theorems 2 and 3 essentially
require the cost difference of providers to be large enough.

We start establishing that it is never beneficial to choose an intensity of affirma-
tive action exceeding αe, the level for which the equilibrium prices and shares of both
providers are equal as defined in (9).

Proposition 2 In the CPA with subsidy α > 1, the total provision cost function C (α) is
increasing in the affirmative action intensity α whenever it exceeds αe.

The intuition for this result is as follows. When the intensity is αe the equilibrium
prices and shares of both providers are equal, that is, σ` (αe) = σf (αe) = 0.5. When
the intensity of the program increases further so that it exceeds αe, the equilibrium
price of the foreign supplier remains the same. The local provider, however, reduces
his price p` (α), increasing thereby his share of the supply contract. At the same time
his ‘effective price’ αp` (α) is non-decreasing in the intensity. Therefore, total provision
costs are increasing in the intensity when the intensity exceeds αe.

We now turn to low intensity affirmative action programs and provide a condition
under which the introduction of such a program reduces provision costs, compared to
the benchmark without affirmative action. To do so consider a procurement problem
(b, c`, cf) and define the function β(b, c`, cf) as follows

β (b, c`, cf) =
2b− c`

2

√
b− c`
b− cf

− c`

(√
b− cf
b− c`

− 1

)
. (10)

Theorem 2 There is an intensity α > 1 for the CPA with subsidy such that C (α) < C (1)

if and only if β (b, c`, cf) < 0.

To gain an intuition for this result notice that the function β(b, c`, cf) measures the
marginal provision costs when a low intensity affirmative action program is introduced,
that is, α → 1+. Intuitively, if the slope of C (α|b) in Figure 4 at that point is negative
then there exists some intensity of affirmative action that is beneficial for the buyer.

It turns out that the condition β (b, c`, cf) < 0 is the easier to be fulfilled the smaller
b, the larger c`, and the smaller cf.20 This implies this condition will hold when the

20To be fully precise, the function β(b, c`, cf) is increasing in b and cf, while the derivative with respect
to c` is in general ambiguous. However, inspection of (10) shows that β > 0 for c` → cf and β → −∞
for c` → b. In addition, the function β(b, c`, cf)/c` is decreasing in c`. This implies that the condition
β (b, c`, cf) < 0 is fulfilled when c` is sufficiently large.
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cost difference of providers is sufficiently large. To see the relationship between the
cost difference and the budget, remember that Theorem 1 measured the cost difference
comparing the harmonic mean H(b, cf) to c`. A competitive budget implies that the cost
difference is large in this sense, as for b→ c+` , we have that c` > H(b, cf).21

We turn now to our main result, which considers the properties of the provision cost
function at αe. This is the ‘equalizing’ or ‘level playing field’ intensity for which the
equilibrium prices and shares of both providers are equal. We have the following result.

Theorem 3 Let the cost difference of providers be large, that is, c` ≥ H(b, cf). Then,
in the CPA with subsidy α > 1, the buyer’s total provision costs C(α) have a (local)
minimum at αe = 2b/ (b+ cf). If, in addition,

c` − cf
b− c`

> 3 (11)

holds, then αe is a global minimizer and C(αe) < c`.

Theorem 3 says that by choosing the intensity of affirmative action in the CPA opti-
mally, the buyer can reconcile minority representation and cost effectiveness. Minority
representation is maximal in the sense that affirmative action levels the playing field
completely. As a result equilibrium prices and shares of both providers are equal. In
addition, when condition (11) holds, the supply contract is allocated in a cost effective
way. This is because provision costs are lower than c`, the provision costs arising from
a standard FPA without affirmative action.

Notice that condition (11) is less restrictive than condition (5) in our earlier paper
(Alcalde and Dahm, 2013). Similar to the condition in Theorem 2, it holds when the
cost difference of providers is sufficiently large, as then in the expression on the left
hand side of (11) the numerator is large, while the denominator is small. Of course,
when

4.2 >
c` − cf
b− c`

> 3 (12)

holds, then complementing the CPA with affirmative action is crucial for the cost effec-
tiveness of the CPA. This is so, because in the setting of Alcalde and Dahm (2013) where
the CPA is considered without affirmative action, provision costs are higher than c`. As
we have shown in the present paper, however, this changes through the introduction of
affirmative action in the CPA.

21The fact that c` ≥ H(b, cf) does not imply that β (b, c`, cf) < 0. To see this remember the three
procurement problems (b1, c`, cf) = (95, 90, 72), (b2, c`, cf) = (110, 90, 72) and (b3, c`, cf) = (130, 90, 72)

from Examples 1–3. On the one hand, we know already from Example 1 that in the first two problems
c` ≥ H(b, cf) holds. On the other hand, the value of βt = β (bt, 90, 72) increases in the budget constraint
from β1 ' −79.72, to β2 ' 13.1 to β3 ' 52.22 and equals zero for b ' 105.82. Hence, for the second
problem, we have c` > H(b2, cf) and β2 > 0.
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4 Extensions

The existence of an equilibrium with the potential to reconcile the conflicting aims of
cost effective procurement and minority representation continues to hold under varying
conditions. This section considers several extensions. We consider an affirmative action
program affecting the award rule and private information. We also discuss how our
setting might be extended to multiple sourcing with affirmative action.

4.1 Other Affirmative Action Policies

In this subsection we provide an equivalence result between the equilibrium of an af-
firmative action program affecting the award rule and the equilibrium of a program
providing a subsidy. The existence of this equivalence is intuitive and well known in
related bidding games, including contests (Szidarovszky and Okuguchi, 1997; Esteban
and Ray, 1999) and auctions (Athey et al., 2013).22 Surprisingly, in our setting there are
intricacies of this equivalence that come from the fact that -unlike in standard bidding
games- the providers’ strategy spaces are bounded.

4.1.1 The Setting

We generalize the setting in Section 3 in several respects. First, we allow for strategy
spaces with a finite grid, that is, pi ∈ S ⊆ [0, b]. Second, we consider allocation functions
ϕ fulfilling the following two incentive-compatibility properties:

(C.1) The share allocated to each provider i is non-increasing on the supplier’s price,
that is, for each P = (pi, pj), ϕi (pi, pj) ≥ ϕi (p

′
i, pj) whenever p′i > pi.

(C.2) The share function ϕ is cross-monotonic, that is, for P = (pi, pj) given, if pi < pj,
then ϕi (P ) > ϕj (P ).

Condition (C.1) says that a provider’s share is monotonic in his price. The cross-
monotonicity condition (C.2) relates the prices and shares of the two providers. It im-
plies an equal treatment of equals or symmetry property saying that if the two providers
choose the same price, their shares are equal.23

Our equivalence result relates the equilibrium of a subsidy program and the equi-
librium of an affirmative action program affecting the award rule. The latter program

22In Appendix A.5 we clarify the relationship between our setting and contest games. We also compare
our equivalence result in Lemma 1 below to its analogue for contest games.

23A rule that does not fulfil this condition, like e.g. the (constant) equal share rule defined as
ϕ (p`, pf) = (0.5, 0.5) for any vector of prices, might lead to multiple equilibria, and the equivalence
in Lemma 1 below becomes more complex.
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transforms the (original) symmetric allocation function ϕ into a biased allocation func-
tion ϕδ in the following way. Given a bias δ ∈ (0, 1), for each vector of prices (p`, pf),
provider i’s share is

ϕδi (p`, pf) = ϕi (δp`, pf) , (13)

and thus his profit becomes

πδi (p`, pf) = ϕδi (p`, pf) (pi − ci) = ϕi (δp`, pf) (pi − ci) . (14)

This defines the normal form game Γδ = {I, S, πδ, ϕδ}. It differs from Γ in that each
provider’s profit is given by πδ, and the allocation function is ϕδ. In what follows we
refer to Γδ as an affirmative action program with bias δ.

For simplicity of the exposition in this section we focus on undominated Nash equi-
libria in pure strategies.24 A strategy or price of provider i in Γδ and of provider f in ΓαC

is undominated if and only if ci < pi ≤ b, while a strategy or price of provider ` in ΓαC

is undominated if and only if c`/α < p` ≤ b/α.25

4.1.2 The Equivalence Result

Our next result establishes an equivalence between a program with bias δ and a program
with subsidy α provided δ and α satisfy the natural condition α = 1/δ.

Before we introduce our result we need to take into account a (technical) compli-
cation arising from the fact that we allow for strategy spaces with a finite grid. We
introduce a condition on the grid that allows to compare the strategies selected by the
local provider in the two games. Assume that the ‘common’ strategy space is S` ⊆ [0, b],
and select a given parameter δ ∈ (0, 1). We say that S` is δ-consistent whenever for
each p` ∈ S` it holds that δp` ∈ S`. Note that when S` = [0, b], δ-consistency is satisfied
for any δ. Nevertheless, when prices are established in legal tenders –see the description
of SG in Subsection 2.2– divisibility problems might sever the connection between the
local provider’s strategy spaces in the two games.

24For completeness we state that p` ∈ S is a dominated price for ` whenever there is another price, say
p′` such that, for each pf ∈ S, π` (p′`, pf) ≥ π` (p`, pf), with the above inequality being strict for some price
selected by provider f. Dominated prices for provider f are described in a similar way.

25Notice that, for the local provider `, the price b/α dominates any price in (b/α, b]. The reason is
that for any given price of the foreign seller, say pf, and any price of the local provider p` > b/α

the local provider’s mark-up is the same no matter if he selects p` or b/α, that is min {αp`, b} = b =

min {α (b/α) , b}. By condition (C.1), ϕ` (p`, pf) ≤ ϕ` (b/α, pf), and thus παC` (p`, pf) ≤ παC` (b/α, pf).
Now, for p` > b/α consider pf = p`. Then, by condition (C.2), the above inequality on `’s shares becomes
strict, and thus παC` (p`, pf) < παC` (b/α, pf) whenever pf = p` > b/α.
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Lemma 1: An Equivalence Result
Assume Si ⊆ [0, b] for each provider i. Let δ̂ ∈ (0, 1) be a given parameter such that S`
is δ̂-consistent, and α̂ = 1/δ̂. Then

(
p∗` , p

∗
f

)
is an undominated Nash equilibrium for the

program with bias Γδ̂ if and only if
(
δ̂p∗` , p

∗
f

)
is an undominated Nash equilibrium for

the program with subsidy Γα̂.

Several remarks are in order. First, the equivalence between the two affirmative ac-
tion programs does not restrict only to equilibrium prices. The arguments in our proof
for Lemma 1 imply that equilibrium provision shares (and hence minority representa-
tion) as well as payoffs are equivalent.

Second, while the equivalence between the affirmative action programs is intuitive,
there are intricacies that come from the fact that in our setting the strategy space of
providers is bounded by b. This makes the introduction of the safeguard clause nec-
essary. The following example provides an intuition for the equivalence result and
illustrates the role of the safeguard clause.

Example 4 We compare the equilibria for the FPA with bias δ game ΓFPδ =

{I, SG, π, ϕFPδ} and the FPA with subsidy α game ΓFPαC = {I, SG, παC , ϕFP}, where
SG is defined in Subsection 2.2. To highlight the role of the safeguard clause con-
sider also the FPA with subsidy α but without safeguard clause. This is the game
ΓFPα = {I, SG, πα, ϕFP}, which differs from ΓFPαC in that the profit function πα

is defined by (6). Consider the procurement problem (b, c`, cf) = (100, 90, 84). Let
α = 1/δ = 5/3.

Notice that in the FPA with bias δ game ΓFPδ the local provider receives a large
discount. As δb = 60, any permissible price of the local provider outbids the foreign
supplier. The equilibria are hence P ∗ =

(
p∗` , p

∗
f

)
= (100, x), where x ∈ [84.01, b] ∩ SG. In

the FPA with subsidy α, however, the local provider receives a premium when he wins.
This provides an incentive to maximize the mark-up, provided the price is low enough
to outbid the foreign supplier. In the game ΓFPα without safeguard clause the local
provider can set his price relatively high and just undercut the rival, as these prices are
not dominated. Thus, the equilibria are P̃ = (p̃`, p̃f) = (84, x), with x > 84. Note that
αp̃` = 140 > b. This implies that in the game ΓFPαC with safeguard clause this price does
not qualify for the entire premium. Hence this price is dominated for the local provider.
It is thus better to lower the price to b/α and the equilibria are P̂ = (p̂`, p̂f) = (60, x),
with x > 60. This example shows that for the equilibrium prices of the local provider to
fulfil the relationship p∗` = αp̂` the safeguard clause needs to be imposed.

Third, the equivalence result is more complex than a simple change of variable. The
reason is that the safeguard clause makes prices close to the budget constraint less prof-
itable but does not rule them out directly. Ruling out such prices would imply that the
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two providers have different strategy spaces, which is unappealing from a normative
point of view. The next example shows that without the restriction to undominated
prices in equilibrium the local provider might choose a price close to the budget con-
straint but this can only happen if there is no minority representation.

Example 5 Suppose the buyer has a preference for dual sourcing unless one supplier
outbids the rival and the winning bid is sufficiently smaller than the budget. Formally,
for each agent i and a given parameter k ∈ (0, 1)

ϕDSi (P ) =


1 if pi < pj and pi ≤ kb

0 if pi > pj and pj ≤ kb
1
2

otherwise
. (15)

Using (15) rather than (2) in the games of Example 4 we obtain the program with
bias δ game ΓDSδ = {I, SG, π, ϕDSδ} and the program with subsidy α game ΓDSαC =

{I, SG, παC , ϕDS}. We compare the equilibria for these games for the procurement prob-
lem (b, c`, cf) = (100, 88, 50). Let α = 1/δ = 11/10 and k = 0.8. For conciseness of the
exposition we focus on prices for which the mark-up of a supplier is strictly positive.26

Consider the program with bias ΓDSδ. The affirmative action program is not very
powerful and so the foreign supplier can outbid the local provider. This is because
δc` = 80. The equilibria are hence P ∗ =

(
p∗` , p

∗
f

)
= (x, 80), where x ∈ [88.01, b] ∩ SG.

Notice that the specification of (15) implies that the foreign provider cannot raise his
price without sharing the provision, which is unprofitable. Consider now the program
with subsidy ΓDSαC . Because of the premium the local provider can lower his price
until p̂` = 80.01, as c`/α = 80. Thus, the equilibria are P̂ = (p̂`, p̂f) = (y, 80), where
y ∈ [80.01, b]∩ SG. Note that for each y ∈ [80.01, 90.90] that is part of an equilibrium for
a program with subsidy α there is an x = αy that is part of an equilibrium for a program
with bias δ. For y ∈ [90.91, b], however, this is not true, as αy > b. These prices are only
profitable, because there is no minority representation.27

4.2 Private Information

The benchmark model of Section 3 considers the case in which providers are completely
informed about each others’ characteristics. While this is appropriate in situations in

26For any given equilibrium, there might be another equilibrium in which one or both suppliers ask for
one cent less than in the initial equilibrium.

27Notice that the statement of the relationship x = αy in this example and the analogue in Lemma
1 abstract from issues of divisibility when there is a finite grid on the strategy space. For instance, if
y = 80.01 then αy = 88.011 /∈ SG. In such a case there is an element in SG “close to αy” which is part
of an equilibrium (in this example 88.01). Moreover, for y ∈ [80.01, 90.90] the difference between αy and
the closest element in SG becomes smaller as the grid becomes finer. This is not true for y ∈ [90.91, b].
For example, if y = 91, then αy = 100.1 > b and the distance to the closest element in SG is 0.1, no
matter how fine the grid.
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which the providers know each other well (Moldovanu and Sela, 2003; Bernheim and
Whinston, 1986; Anton and Yao, 1992), in other situations it is clearly unrealistic. Fol-
lowing Milgrom and Weber (1982), Edelman et al. (2007), and Alcalde and Dahm
(2013, 2019) this assumption can be dispensed with. In fact, consider the other polar
case in which each supplier only has (private) information about his own costs, but does
not know the costs of his rival. Consider a variant of a reverse English (or Japanese)
auction in which the buyer decreases the price continuously over time. Providers decide
at what price to drop out. These drop out decisions are observed by the rival.

Even though providers initially do not have information about each other, during the
course of the auction all the relevant information is revealed so that in equilibrium each
supplier obtains the same share and payoffs as under complete information. The argu-
ment for this is similar to Alcalde and Dahm (2013, 2019)’s setting without affirmative
action. In that setting it is key that the supplier dropping out first is certain to submit
the higher price, and that the optimal higher price does not depend on the lowest price.
Once the high-cost provider drops out, this drop out decision is observed by the low-cost
supplier who resolves the trade-off between procurement share and mark-up optimally.
This argument is unaffected by the introduction of affirmative action, because Theorem
1 establishes that whatever the intensity of the program the optimal higher price does
not depend on the lower price.

4.3 Multiple Sourcing

Our model can be extended to more than two providers. One possibility to generalize it
to n providers is to use the recursive formulation in expression (1) in Alcalde and Dahm
(2019).

To fix ideas consider a low-cost, an intermediate-cost, and a high-cost provider.
In other words, in what follows we focus on three provider procurement problems
(b, c3, c2, c1) with 0 ≤ c1 < c2 < c3 < b. Given a vector of prices such that p3 > p2 > p1,
the shares of the supply contract are

ϕCP3 =
b− p3

3(b− p1)
, ϕCP2 = ϕCP3 +

p3 − p2
2(b− p1)

and ϕCP1 = ϕCP2 +
p2 − p1
b− p1

. (16)

Assume that only the high-cost supplier 3 is targeted by affirmative action. Suppose
that the intensity of affirmative action is low enough that, on one hand, α ≤ c3/c2 and,
on the other hand, the safeguard clause does not apply, that is, α < (2b−c3)/b. It can be
shown that under these conditions Proposition 2 in Alcalde and Dahm (2019) applies.
Similar to Theorem 1, this proposition guarantees the existence of an equilibrium in
which providers behave as if the high-cost supplier’s cost were c3/α instead of c3 and
the providers’ equilibrium prices are ordered by their costs. In this equilibrium the high-
cost provider 3 chooses the same price and the low-cost provider 1’s price has a similar
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structure as in our benchmark model.28 The intermediate-cost supplier 2’s price has a
similar structure to p3 but also includes an adjustment to make it the more competitive
the higher the intensity of affirmative action. More precisely, we have that

p3 =
b+ c3/α

2
, p2 =

b+ c2
2
− b− c3/α

12
and (17)

p1 = b−
√

(4b− p3 − 3p2)(b− c1)
6

.

To see that with more than three providers the main forces of our model remain
intact and affirmative action still has the potential to help the local provider and induce
more competitive procurement, consider the following example.

Example 6 Consider the following three procurement problems (b, c3, c2, c1) =

(100, 90, 85, 40), (b, c3, c2, ĉ1) = (100, 90, 85, 36) and (b, c3, c2, c̃1) = (100, 90, 85, 32). No-
tice that these problems differ only in the cost of the low-cost provider. The following
table indicates for each problem and for three different intensities of affirmative action
equilibrium prices and procurement expenditure.

b c3 c2 c1 α p3 p2 p1 C (α)

100 90 85 40 1.000 95.000 91.667 82.679 85.595

100 90 85 40 1.025 93.902 91.484 82.211 85.505

100 90 85 40 1.050 92.857 91.310 81.775 85.480

100 90 85 36 1.000 95.000 91.667 82.111 85.093

100 90 85 36 1.025 93.902 91.484 81.627 84.984

100 90 85 36 1.050 92.857 91.310 81.178 84.940

100 90 85 32 1.000 95.000 91.667 81.561 84.603

100 90 85 32 1.025 93.902 91.484 81.062 84.476

100 90 85 32 1.050 92.857 91.310 80.598 84.414

In the first problem with c1 = 40, the introduction of affirmative action reduces expen-
diture, but it does not seem to decrease it to a value below c2. Decreasing the cost of
the low-cost provider to ĉ1 = 36 in the second problem makes affirmative action more
beneficial. Affirmative action with intensity 2.5 % reduces expenditure below c2, while
when there is no affirmative action –i.e., α = 1– the equilibrium cost exceeds c2. Lastly,
decreasing the cost of the low-cost provider further to c̃1 = 32 in the third problem yields
a situation in which affirmative action is not needed to have lower expenditure than c2.
Nevertheless, such a policy (at intensity 2.5 % or 5 %) reduces total cost further.

28For p1, see expression (20) in Appendix A.1.
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While this example suggests that our analysis can in principle be extended to mul-
tiple sourcing, it must be noted that in some circumstances the equilibrium is not
unique.29 One possible way to deal with this might be to apply a refinement to obtain
uniqueness. Another possibility might be to use a different functional form to assign
shares. In any case, a systematic analysis establishing a condition on the configuration
of costs under which affirmative action is beneficial and varying the number of providers
that can be targeted by affirmative action would be very interesting but is outside the
scope of the present paper. We leave such an analysis for future research.

5 Concluding Remarks

This paper has introduced affirmative action in Alcalde and Dahm (2013)’s Contested
Procurement Auction. This yields endogenous set-asides, since shares of the supply con-
tract are allocated depending on the prices of suppliers. Affirmative action strengthens
the local provider and induces him to set a more competitive price. This in turn results
in the foreign supplier setting a more competitive price than he otherwise would and
has the potential to lead to very competitive procurement. Our main result has shown
that when the cost difference between providers is sufficiently large, the conflicting aims
of minority representation and cost effectiveness can be reconciled. To do so the buyer
has to choose the intensity of affirmative action in such a way that it levels the playing
field completely. In equilibrium prices and shares of both providers are equal, so that
minority representation is maximal. Moreover, the supply contract is allocated in a cost
effective way, as provision costs are lower than those arising from a standard first-price
auction. We have also considered extensions of the benchmark model, including an
equivalence result for different affirmative action programs and a version of the share
auction that allows to consider providers with private information about their costs.

While our main result requires the cost difference between providers to be suffi-
ciently large, the possibility to use affirmative action benefits the buyer. This is because
the trade-off between minority representation and cost effectiveness disappears in less
demanding circumstances than in our earlier paper in which the buyer could not use
affirmative action (Alcalde and Dahm, 2013). Our condition can be reinterpreted as
saying that the ratio of the efficiency gains from opening the local market to foreign
competition (that is, the cost difference of providers) to the efficiency gains in the local
environment (that is, the difference between the reserve price and the local provider’s
cost) must be high enough. The less competitive the local provider is, the higher is this
ratio and (it might be argued) the more affirmative action ‘is needed’ to ‘protect the
local supplier.’ Hence, the more one expects to see political demands for affirmative ac-

29See the discussion in Alcalde and Dahm (2019).
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tion. Because of the large cost difference between providers, however, these programs
appear prima facie to be very costly for society. Interestingly, our main result applies
perhaps to those circumstances in which affirmative action is most controversial and
says that –contrary to common wisdom– these programs can be designed in such a way
that they are not costly.

A nice property of our model –which contrasts with those of a standard first-price
auction– is that the equilibrium market share and profits of the local provider are al-
ways positive and very sensitive to the intensity of the affirmative action program. This
is important from a dynamic perspective, as it might allow to reduce the cost difference
between providers over time, so that affirmative action becomes unnecessary. There
are at least two channels for this. First, profits might be reinvested in a better tech-
nology. Second, the greater the local provider’s share of the supply contract, the more
intense his learning process. Further work tackling these dynamics involves challenging
questions for future research.
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A Appendix

A.1 Proof of Theorem 1

In this appendix we provide a formal proof of Theorem 1. To do so it is helpful to
consider first the auxiliary game without safeguard clause. This is the game ΓCPα =

{I, S, πα, ϕCP}, which differs from ΓCPαC in that the profit function πα is defined by
(6). The next proposition characterizes the unique equilibrium of ΓCPα.

Proposition 3 The CPA with subsidy α > 1 but without safeguard clause has a unique
equilibrium (p` (α) , pf (α)) described as follows.

28



(a) If αcf ≤ c`,

p` (α) =
αb+ c`

2α
, and

pf (α) = b−
√

(b− cf) (αb− c`)
4α

(b) If αcf > c`,

p` (α) = b−
√

(b− cf) (αb− c`)
4α

, and

pf (α) =
b+ cf

2

Proof.
Consider the CPA with subsidy α but without safeguard clause. Given the prices (p`, pf)

the profits of the local provider follow the expression

πα` (p`, pf) =


b− p`

2 (b− pf)
(αp` − c`) if p` ≥ pf[

1− b− pf
2 (b− p`)

]
(αp` − c`) if p` ≤ pf

(18)

while the foreign provider’s profits are

παf (p`, pf) =


[
1− b− p`

2 (b− pf)

]
(pf − cf) if p` ≥ pf

b− pf
2 (b− p`)

(pf − cf) if p` ≤ pf

(19)

Note that equation (19) can be expressed as παf (p`, pf) = ϕCPf (p`, pf) (pf − cf),
whereas equation (18) can be rewritten as

πα` (p`, pf) = ϕCP` (p`, pf) (αp` − c`) = αϕCP` (p`, pf)
(
p` −

c`
α

)
.

Consider a given problem with budget constraint b and providers’ cost (c`, cf). The
relationship described above implies that a vector of prices

(
p∗` , p

∗
f

)
is an equilibrium

for the problem without safeguard clause ΓCPα if and only if
(
p∗` , p

∗
f

)
is an equilibrium

when there is no affirmative action, the budget constraint is b, and the providers’ cost
are (c`/α, cf). Note that the latter situation constitutes the original CPA, implying that
the result follows from Corollary 1 in Alcalde and Dahm (2013).

29



In the proposition the threshold for the intensity of the affirmative action program
α̂ = c`/cf appears. For intensities lower than this threshold, the subsidy levels the
playing field but does not change the behaviour in the sense that the local provider
acts as high-cost supplier and the foreign provider undercuts his rival’s price optimally.
Once the intensity of the subsidy exceeds this threshold, however, behaviour is changed.
The foreign provider behaves as a high-cost provider and local provider acts as low-cost
supplier.

Equation (19) shows that, for p` given, the optimal decision by the foreign provider
does not directly depend on the intensity parameter α. Instead, it is (indirectly) affected
by α through the local provider’s price p`. Simple optimization techniques allow to
derive the foreign provider’s reaction function.30 It follows the expression

Rf (p`) =


b+ cf

2
if p` ≤

b+ cf
2

b−
√

(b− cf) (b− p`)
2

if p` ≥
b+ cf

2

(20)

Note that for p` small, the optimal decision by the foreign provider does not vary with
p`, while for p` high, this optimal decision increases with p`.

Consider a given problem, with budget constraint b, and providers’ costs (c`, cf).
Define the function p` : [1,+∞)→ [0, b] as follows.

p` (α) =


αb+ c`

2α
if αcf ≤ c`

b−
√

(b− cf) (αb− c`)
4α

if αcf > c`

(21)

This function describes how the local provider’s equilibrium price in Proposition 3 varies
with α. We have the following result.

Proposition 4 There is α∗ such that αp` (α) < b if and only if α < α∗.

Proof.
First, observe that p` (·) is a continuous function. Construct the function ∆: [1,+∞)→
R defined as ∆ (α) = b − αp` (α). Note that ∆ is also a continuous function. Moreover,
since b > c` > cf, ∆ (1) > 0. Consider the following two cases.

(a) cf = 0. Then, ∆ is strictly decreasing in [0,+∞), and its unique root is

α∗ =
2b− c`
b

. (22)

This implies that ∆ (α) > 0 if and only if α < α∗, as established in Proposition 4.
30This function associates to each strategy selected by the local provider the optimal strategy of the

foreign provider.
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(b) cf > 0. Note that, since limα→+∞∆ (α) = −∞, the continuity of ∆ implies that
there should be some α′ such that ∆ (α′) < 0. Then, since ∆ (1) > 0, Bolzano’s
Theorem guarantees the existence of α∗ such that ∆ (α∗) = 0. To show that such
a value for the intensity parameter is unique, note that

∂∆

∂α
(α) =


− b

2
if αcf < c`

2αb− c`
4

√
b− cf

α (αb− c`)
− b if αcf > c`

(23)

Therefore, for αcf > c`,

b− cf <
αb− c`
α

,

and hence,

∂∆

∂α

∣∣∣∣
αcf>c`

<
2αb− c`

4α
− b = −2bα + c`

4α
< 0.

Then, ∆ is strictly decreasing, and thus its root is unique.

Note that α∗ is the minimal intensity level for which the safeguard clause becomes
an effective constraint.

We are now ready to study the equilibria in the original game with safeguard clause
ΓCPαC . Note that simple optimization techniques help to construct an equilibrium tak-
ing our Proposition 3 as a starting point. For α given, if p` (α), as described by equation
(21), satisfies that αp` (α) ≤ b, then the equilibrium described in Proposition 3 is still an
equilibrium when the safeguard clause applies. Otherwise, an equilibrium is described
as p∗` = b/α, while p∗f is obtained from equation (20) by taking p∗f = Rf (b/α). Theorem
1 provides a more informative description of the equilibrium, since it explicitly states
how the prices depend on the relevant parameters, that is, the budget constraint, the
providers’ costs and the intensity of the affirmative action program. We consider now
the two scenarios distinguished in Theorem 1. Notice that c` ≥ 2bcf/(b + cf) if and only
if b (c` − cf) ≥ cf (b− c`).

(a) The cost difference of providers is large, that is, b (c` − cf) ≥ cf (b− c`). Define

α∗H =
2b− c`
b

. (24)

Observe that

α∗H cf ≤ c` ⇐⇒ (2b− c`) cf ≤ c` b⇐⇒ (b− c`) cf ≤ (c` − cf) b. (25)
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This implies that, for intensity α < α∗H , the safeguard clause does not impose
an effective constraint. This is because the unrestricted equilibrium, described in
Proposition 3, satisfies that αp` (α) ≤ b.

Therefore, by Proposition 3, we have that when α < α∗H , the prices
(
p∗` , p

∗
f

)
are an

equilibrium if and only if

(
p∗` , p

∗
f

)
=

(
αb+ c`

2α
, b−

√
(b− cf) (αb− c`)

4α

)
. (26)

Taking into account Proposition 4 we have that it is optimal for the local provider
to select p∗` = b/α. Therefore, by equation (20), we have that for α > α∗H ,

(
p∗` , p

∗
f

)
is an equilibrium if and only if p∗` = b/α and

p∗f =


b+ cf

2
if α ≥ 2b

b+ cf

b−
√

(α− 1) b (b− cf)
2α

if α <
2b

b+ cf

(27)

(b) The cost difference of providers is small, that is, (c` − cf) b < (b− c`) cf.

Consider the equilibrium function described in equation (21). By equation (25) we
have that the unique value α∗L such that α∗Lp` (α∗L) = b must satisfy that c` < α∗Lcf.
Therefore, by Proposition 4 we have that for each α such that c` > αcf,

(
p∗` , p

∗
f

)
is

an equilibrium if and only if it satisfies equation (26) above.

Now, taking into account that, whenever p` ≤ pf, the foreign provider’ best re-
sponse does not depend on the local provider’s price –see equation (20)– it fol-
lows that, when c` < αcf, the prices

(
p∗` , p

∗
f

)
are an equilibrium if and only if

p∗f = (b+ cf) /2 and

p∗` =


b−

√
(b− cf) (αb− c`)

4α
if α∗L ≥ α >

c`
cf

b

α
if α > α∗L

(28)

We observe that by Proposition 4, α∗L is the unique solution to

2 (α− 1) b =
√
α (b− cf) (αb− c`), (29)

given by

α∗L =
(8b− c`) b+ c`cf +

√
[16b2 (b− c`) + (b− cf) c2` ] (b− cf)
2b (3b+ cf)

. (30)
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We conclude this proof by defining six intervals for the intensity α of affirmative
action. These intervals are based on the cases in Theorem 1 but for later reference
we define them as open intervals. The definition of these intervals depends, on one
hand, on the magnitude of the cost difference of providers and, on the other hand,
on whether the intensity of affirmative action is low, intermediate or high. If the cost
difference of providers is large, that is, c` ≥ H(b, cf), then we define low, intermediate
and high intensity of affirmative action as All = (1, α∗H), Ali = (α∗H , α

e), and Alh =

(αe,∞), respectively. This is illustrated in Figure 2 by the first procurement problem
from Example 1, where we have that All = (1, α∗1), Ali = (α∗1, α

e
1), and Alh = (αe1,∞). If,

however, c` < H(b, cf), that is the cost difference of providers is small, then we define
low, intermediate and high intensity of affirmative action as Asl = (1, αe), Asi = (αe, α∗L),
and Ash = (α∗L,∞), respectively. This is illustrated in Figure 2 by the third procurement
problem from Example 1. In this example we have that Asl = (1, αe3), Asi = (αe3, α

∗
3),

and Ash = (α∗3,∞).

A.2 Proof of Proposition 1

Consider a procurement problem (b, c`, cf) and assume that the intensity of the affirma-
tive action policy is α > 1. For simplicity, given an affirmative action intensity α, let
pe` (α) denote the effective equilibrium price of the local provider; i.e., pe` (α) = αp` (α).
We show that the equilibrium provision share and revenue of the local (foreign)
provider are increasing (decreasing, resp.) in the intensity of affirmative action. Since
the extension to equilibrium profits is straightforward, we omit it here. It is useful to
distinguish the six intervals for the intensity α of affirmative action policies defined at
the end of the proof of Theorem 1. But since for policies with low and high intensi-
ties the equilibrium prices are independent of the cost difference of providers, in what
follows we distinguish only three cases.

Case (a): Low intensity programs.
Consider a procurement problem (b, c`, cf) and assume that the intensity of the af-

firmative action policy is low, that is, it is either such that α ∈ All = (1, α∗H) or
α ∈ Asl = (1, αe). In these cases—independent of the cost difference of providers–
the safeguard clause is not binding and the local provider acts as the low-cost supplier.
Note that the equilibrium prices are described in equation (26); that is

(pe` (α) , pf (α)) =

(
αb+ c`

2
, b−

√
(b− cf) (αb− c`)

4α

)
. (31)

This implies that,
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∂pe` (α)

∂α
=
b

2
> 0, while

∂pf (α)

∂α
= − c`

4α2

√
α (b− cf)
αb− c`

< 0. (32)

From equation (31) also follows that

σ` (α) =

√
αb− c`

4α (b− cf)
. (33)

From equation (33) above we have that

∂σ` (α)

∂α
=

c`
4α2

√
α

(αb− c`) (b− cf)
> 0. (34)

Moreover, since for each α, σ` (α) + σf (α) ≡ 1, it follows that

∂σf (α)

∂α
= −∂σ` (α)

∂α
< 0. (35)

To conclude, note that the functions pe` (α), pf (α), σ` (α), and σf (α) are strictly positive,
as well as continuously differentiable for any low intensity program. Then, by equations
(32)–(35),

∂C` (α)

∂α
=

∂pe` (α)

∂α
σ` (α) +

∂σ` (α)

∂α
pe` (α) > 0, and

∂Cf (α)

∂α
=

∂pf (α)

∂α
σf (α) +

∂σf (α)

∂α
pf (α) < 0.

Case(b): Intermediate intensity programs. Here we distinguish two subcases.
Subcase (1): Intermediate intensity with small cost difference.
Consider a procurement problem (b, c`, cf). Suppose that the cost difference of

providers is small and that the intensity of the affirmative action policy is such that
α ∈ Asi = (αe, α∗L). In this case the intensity of the affirmative action program is high
enough to induce the local provider to act as the low-cost supplier but it is not sufficient
to make the safeguard clause binding. According to Theorem 1, we have that

(pe` (α) , pf (α)) =

(
αb−

√
(αb− c`) (b− cf)α

4
,
b+ cf

2

)
. (36)

Therefore,
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∂pe` (α)

∂α
= b− 2αb− c`

4

√
b− cf

α (αb− c`)
. (37)

Taking into account that αcf > c`, from equation (37) we have that

∂pe` (α)

∂α
> b− 2αb− c`

4α
=
b

2
+
c`
4α

> 0. (38)

Moreover, for the foreign provider we have that

∂pf (α)

∂α
= 0. (39)

Given that p` (α) ≤ pf (α), the allocation for the local provider is

σ` (α) = 1−

√
α (b− cf)

4 (αb− c`)
, (40)

and thus

∂σ` (α)

∂α
=

c`

4 (αb− c`)2

√
(αb− c`) (b− cf)

α
> 0. (41)

Therefore, taking into account that, for each α, σ` (α) + σf (α) ≡ 1, by equation (41)

above we have that

∂σf (α)

∂α
= −∂σ` (α)

∂α
< 0. (42)

Finally, note that functions pe` (α), pf (α), σ` (α), and σf (α) are strictly positive, as
well as continuously differentiable. Then, by equations (38)–(42),

∂C` (α)

∂α
=

∂pe` (α)

∂α
σ` (α) +

∂σ` (α)

∂α
pe` (α) > 0, and

∂Cf (α)

∂α
=

∂pf (α)

∂α
σf (α) +

∂σf (α)

∂α
pf (α) < 0.

Subcase (2): Intermediate intensity programs with large cost difference.
Consider a procurement problem (b, c`, cf). Suppose that the cost difference of

providers is large and that the intensity of the affirmative action policy is such that
α ∈ Ali = (α∗H , α

e). In this case the intensity of the affirmative action program is high
enough to make the safeguard clause binding but it is not sufficient to induce the local
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provider to act as the low-cost supplier. According to Theorem 1 we have that, at the
equilibrium,

(pe` (α) , pf (α)) =

(
b, b−

√
(α− 1) b (b− cf)

2α

)
. (43)

Therefore,

∂pe` (α)

∂α
= 0, while

∂pf (α)

∂α
= − 1

2α2

√
(b− cf)αb
2 (α− 1)

< 0. (44)

Since p` (α) ≥ pf (α), we have that

σ` (α) =

√
(α− 1) b

2 (b− cf)α
, (45)

and thus

∂σ` (α)

∂α
=

1

2α2

√
αb

2 (α− 1) (b− cf)
> 0. (46)

Note that, by equation (46), we can also derive that σf (·) is decreasing in the intensity
level α. Therefore,

∂C` (α)

∂α
=

∂pe` (α)

∂α
σ` (α) +

∂σ` (α)

∂α
pe` (α) =

∂σ` (α)

∂α
pe` (α) > 0, while

∂Cf (α)

∂α
=

∂pf (α)

∂α
σf (α) +

∂σf (α)

∂α
pf (α) < 0.

Case (c): High intensity programs.
Consider a procurement problem (b, c`, cf) and assume that the intensity of the af-

firmative action policy is high, that is, it is either such that α ∈ Alh = (αe,∞) or
α ∈ Ash = (α∗L,∞). In these cases—independent of the cost difference of providers–
the safeguard clause is binding and the local provider acts as the low-cost supplier. By
Theorem 1 we have that, at the equilibrium,

(pe` (α) , pf (α)) =

(
b,
b+ cf

2

)
. (47)

Therefore,
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∂pe` (α)

∂α
=
∂pf (α)

∂α
= 0. (48)

Since p` (α) ≤ pf (α), we have that

σf (α) =
(b− cf)α
4 (α− 1) b

, (49)

and thus

−∂σ` (α)

∂α
=
∂σf (α)

∂α
= − b− cf

4 (α− 1)2 b
< 0. (50)

Therefore,

∂C` (α)

∂α
=

∂pe` (α)

∂α
σ` (α) +

∂σ` (α)

∂α
pe` (α) =

∂σ` (α)

∂α
pe` (α) > 0, while

∂Cf (α)

∂α
=

∂pf (α)

∂α
σf (α) +

∂σf (α)

∂α
pf (α) =

∂σf (α)

∂α
pf (α) < 0.

A.3 The Buyer’s Total Provision Costs

In this appendix we explore how the buyer’s total provision costs vary when the intensity
of affirmative action changes. Given a procurement problem (b, c`, cf) and an affirmative
action intensity α, the total cost function C (α) is described by

C (α) = pe` (α)σ` (α) + pf (α)σf (α) ,

where σi (α) and pi (α) are the equilibrium allocation and the equilibrium price of
provider i, while pe` (α) = αp` (α) is the effective price of the local supplier.

Note that C (α) is a continuous function. Moreover, for α > 1, C (α) is continuously
differentiable, except at (at most) two different values of α. These values are α∗ and αe.
They delimit the intervals of intermediate affirmative action intensity, as introduced at
the end of the proof of Theorem 1. The discussion in Appendix A.2 allows us to focus
our analysis on the values of α for which the equilibrium prices p` (·) and pf (·), as well
as the allocation functions σ` (·) and σf (·) are continuously differentiable.

Taking into account that, by construction, σ` (α) + σf (α) ≡ 1, for any α′ –at which
C (·) is differentiable– we have that
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∂C (α′)

∂α
=

∂C` (α′)

∂α
+
∂Cf (α′)

∂α

=

(
∂pe` (α′)

∂α
− ∂pf (α′)

∂α

)
σ` (α′) +

∂pf (α′)

∂α
+

+ [pe` (α′)− pf (α′)]
∂σ` (α′)

∂α
.


(51)

Proof of Proposition 2
Using the notation introduced at the end of the proof of Theorem 1, we consider the

following cases.

(a) Large cost difference, that is, c` ≥ H(b, cf) and α ∈ Alh = (αe,∞).

Note that, by Theorem 1, for each α′ > αe, pe` (α′) = b, while pf (α′) = (b+ cf) /2.
This allows to simplify equation (51) to

∂C (α′)

∂α
= [pe` (α′)− pf (α′)]

∂σ` (α′)

∂α
. (52)

Then, since b > cf, and thus pe` (α′) > pf (α′), taking into account equation (50), it
follows that C is strictly increasing on α whenever α > αe.

(b) Small cost difference, that is, c` < H(b, cf) and α ∈ Ash = (α∗L,∞).

We distinguish two scenarios. First, consider the high intensity case: α′ > α∗H ≥
αe, where α∗H is defined in equation (24). By Theorem 1, for each such α′, pe` (α′) =

b, while pf (α′) = (b+ cf) /2. Therefore, the arguments above are still valid to
conclude that C is strictly increasing.

Second, consider now the intermediate intensity case, where αe < α′ < α∗H . The-
orem 1 establishes that, at the equilibrium, the relevant prices are described as in
equation (36), that is,

(pe` (α′) , pf (α′)) =

(
α′b−

√
(α′b− c`) (b− cf)α′

4
,
b+ cf

2

)
.

Let define Λ (α) = pe` (α)− pf (α). Note that, for αe < α′ < α∗H ,

Λ (α′) = α′b−
√
α′ (b− cf) (α′b− c`)

4
− b+ cf

2
. (53)

Then, by equation (38), we have that

∂Λ (α′)

∂α
=
∂pe` (α′)

∂α
> 0. (54)
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Additionally, by equation (53), since α′ > αe,

Λ (α′) > α′b− α′ (b− cf)
2

− b+ cf
2

= (α′ − 1)
b+ cf

2
> 0. (55)

Recall that, by equation (41), σ` (α) is an increasing function. Moreover, by con-
struction, 0 ≤ σ` (α) ≤ 1. Therefore, by equation (51), C (·) is an increasing
function for each α ∈ (αe, α∗H).

�

Proof of Theorem 2
Theorem 2 can be proved by analysing the buyer’s cost function when α approaches

1 (from above). Consider a procurement problem (b, c`, cf) and assume that the intensity
of the affirmative action policy is low. Using the notation defined at the end of the proof
of Theorem 1, suppose that either α ∈ All = (1, α∗H) or α ∈ Asl = (1, αe). Note that,
since b > c` and c` > cf, both All and Asl are non-empty open intervals.

Moreover, by equation (31), for low intensity programs, the equilibrium prices are

(p` (α) , pf (α)) =

(
αb+ c`

2α
, b−

√
(b− cf) (αb− c`)

4α

)
.

Therefore, by equations (32) to (35),

lim
α′→1+

pe` (α′)
∂σ`
∂α

(α′) + lim
α′→1+

pf (α′)
∂σf
∂α

(α′) =
c`
8

(
1−

√
b− c`
b− cf

)
, (56)

and

lim
α′→1+

[
σ` (α′)

∂pe`
∂α

(α′) + σf (α′)
∂pf
∂α

(α′)

]
=
c`
8

+
1

4

(
b

√
b− c`
b− cf

− c`
√
b− cf
b− c`

)
. (57)

Therefore,

lim
α′→1+

∂ C (α′)

∂ α
< 0⇐⇒ c`

8

(
1−

√
b− c`
b− cf

)
+
c`
8

+
1

4

(
b

√
b− c`
b− cf

− c`
√
b− cf
b− c`

)
< 0.

Note that the last inequality can be rewritten as β (b, c`, cf) /4 < 0. Therefore
β (b, c`, cf) < 0 is a necessary and sufficient condition to guarantee that the buyers’
cost decreases with the intensity of affirmative action program when it is close to zero
(i.e., α→ 1+). �

Proof of Theorem 3
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Assume that c` ≥ H (b, cf), and thus α∗ = (2b− c`) /b. We start by proving that provision
costs are locally minimized at αe. More precisely, we will see that for α > α∗, C (α) ≥
C (αe). Using the notation defined at the end of the proof of Theorem 1, suppose that
the intensity of the affirmative action program is either intermediate or high. Hence,
either α ∈ Ali = (α∗, αe) or α ∈ Alh = (αe,∞). The expressions used throughout this
proof (i.e., partial derivatives and/or limits) are computed under the assumption that
the intensity belongs to the interval under consideration.

(1) High intensity affirmative action programs, that is, α > αe.
By Proposition 2, for high intensity affirmative action programs, we have that

∂C (α)

∂α
> 0.

Note that, when the high intensity α goes to αe, pe` (α) − pf (α) goes to (b− cf) /2 > 0.
Additionally, since αe = 2b/ (b+ cf) > 1, by equation (50),

lim
α→(αe)+

∂σ` (α)

∂α
=

b− cf
4 (αe − 1)2 b

> 0. (58)

(2) Intermediate intensity affirmative action programs, that is, α∗ < α < αe.
Note that, by equation (44), whenever α∗ < α < αe,

∂C (α)

∂α
= (pe` (α)− pf (α))

∂σ` (α)

∂α
+
∂pf (α)

∂α
σf (α) . (59)

Moreover, by equation (43),

pe` (α)− pf (α) =

√
(α− 1) b (b− cf)

2α
; (60)

and thus, by equation (46), it follows that

(pe` (α)− pf (α))
∂σ` (α)

∂α
=

b

4α2
. (61)

From equations (44) to (46) we have that

∂pf (α)

∂α
σf (α) =

1

2α2

[
b

2
−

√
(b− cf)αb
2 (α− 1)

]
. (62)

Therefore, combining equations (59) to (62),

∂C (α)

∂α
=

1

2α2

[
b−

√
(b− cf)αb
2 (α− 1)

]
. (63)
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Taking into account that α < αe, and thus α (b+ cf) < 2b, it follows that

[α (b+ cf) < 2b]⇔ [αcf < (2− α) b]⇔ [2 (α− 1) b < α (b− cf)]⇔

[
2 (α− 1) b2 < αb (b− cf)

]
⇔

[
b <

√
α (b− cf) b
2 (α− 1)

]
⇔ ∂C (α)

∂α
< 0.

Moreover, from the above chain of equivalences we can also derive that

lim
α→αe

∂C (α)

∂α
= 0. (64)

This demonstrates that the provision cost reach a local minimum at α = αe. �

The remainder of this appendix is devoted to prove that when the cost difference is
large enough the optimal intensity level of affirmative action is easily identifiable. The
level of heterogeneity guaranteeing our result is established in Condition 1 below.31

Condition 1 We assume that 0 ≤ cf < (3b+ cf) /4 ≤ c` < b.

Observe that, under Condition 1, it holds that

2b− c`
b
− 2b

b+ cf
≤ 5b− cf

4b
− 2b

b+ cf
= −

3b2 + c2f − 4bc2f
4b (b+ cf)

= −(3b− cf) (b− cf)
4b (b+ cf)

< 0,

and thus

α∗ = sup {α ≥ 1: αp` (α) < b} =
2b− c`
b

<
2b

b+ cf
= αe,

where αe is the unique intensity level α satisfying that p` (α) = pf (α).
Recall that, for b, c` and cf given, the buyers’ cost at the equilibrium, when an affir-

mative action program with intensity α is implemented, can be described as

C (α) = pe` (α)σ` (α) + pf (α) (1− σ` (α)) = [pe` (α)− pf (α)]σ` (α) + pf (α) . (65)

Moreover, when the parameters fulfill Condition 1, and α < α∗, it follows that

(a) The share for the local provider is

σ` (α) =

√
αb− c`

4α (b− cf)
.

31Note that, since we assume that 0 ≤ cf < c` < b, Condition 1 is equivalent to the requirement that
equation (11) in Theorem 3 is satisfied.
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(b) The effective price for the local provider is

pe` (α) =
αb+ c`

2
.

(c) The price for the foreign provider is

pf (α) = b−
√

(b− cf) (αb− c`)
4α

.

To conclude the proof of Theorem 3 we just need to see that, for each α ∈ All =

[1, α∗],

C (α) ≥ 3b+ cf
4

= C (αe) .

By equation (65), this is equivalent to show that, for α ≤ α∗,

A (α) = pe` (α)− pf (α)−
[

3b+ cf
4
− pf (α)

]
σ−1` (α) ≥ 0. (66)

It is important to stress that, since α∗b = 2b − c`, whenever Condition 1 is fulfilled,
for each α ≤ α∗,

αb− c` ≤
b− cf

2
. (67)

Taking into account the expressions of the auxiliary functions pe`, pf and σ` described
above we have that

A (α) = pe` (α)− pf (α)−
[

3b+ cf
4
− pf (α)

]
σ−1` (α) =

αb+ c`
2

− b+

√
(b− cf) (αb− c`)

4α
+
b− cf

4

√
4α (b− cf)
αb− c`

− (b− cf) =

αb− c`
2

− (b− c`)− (b− cf) +

√
(b− cf) (αb− c`)

4α
+
b− cf

4

√
4α (b− cf)
αb− c`

.

Note that, by Condition 1, 4 (b− c`) ≤ b− cf, and thus

A (α) ≥ αb− c`
α(b− cf)

α(b− cf)
2

+
b− cf

2

√α (b− cf)
αb− c`

+

√
αb− c`
α (b− cf)

− 5

2

 =

=
b− cf

2

 αb− c`
α(b− cf)

α +

√
α (b− cf)
αb− c`

+

√
αb− c`
α (b− cf)

− 5

2

 .

42



Since α ≥ 1,

A (α) ≥ b− cf
2

 αb− c`
α(b− cf)

+

√
α (b− cf)
αb− c`

+

√
αb− c`
α (b− cf)

− 5

2

 . (68)

Consider the function f (x) = x−1 + x1/2 + x−1/2− 5/2 and notice that it has a minimum
at x∗ ≈ 2.31459 where it reaches the value f(x∗) ≈ 0.110719.

Define x(α) = α (b− cf) / (αb− c`). Notice that x(α) is strictly decreasing for α ≥ 1.
Moreover, by Condition 1, x(1) = (b− cf) / (b− c`) ≥ 4, x(α) → (b− cf) /b < 1 as
α → ∞. This implies that there is only one intensity level of the affirmative action
α̂ > 1 such that x(α̂) = x∗ ≈ 2.31459. Moreover, since f (x (α)) ≥ f (x (α̂)) for each
α ∈ [1, αe], from equation (68) we have that

A (α) ≥ b− cf
2

f (x (α)) ≥ b− cf
2

f (x (α̂)) ≈ 0.110719
b− cf

2
> 0.

�

A.4 Proof of Lemma 1

Let us consider a given allocation rule ϕ, and a program with bias with intensity δ ∈
(0, 1). Assume that P ∗ =

(
p∗` , p

∗
f

)
∈ S`×Sf is an undominated Nash equilibrium for such

a program. Assume also that S` is δ-consistent, and thus δp∗` ∈ S`. Then,

(a) for each p` ∈ S`,

πδ`
(
p∗` , p

∗
f

)
= ϕ`

(
δp∗` , p

∗
f

)
(p∗` − c`) ≥ ϕ`

(
δp`, p

∗
f

)
(p` − c`) = πδ`

(
p`, p

∗
f

)
, (69)

and

(b) for each pf ∈ Sf,

πδf
(
p∗` , p

∗
f

)
= ϕf

(
δp∗` , p

∗
f

) (
p∗f − cf

)
≥ ϕf (δp∗` , pf) (pf − cf) = πδf (p∗` , pf) . (70)

Let denote p̂` = δp∗` ∈ S`. Observe that p̂` < b. Then, equation (70) states that for each
pf ∈ Sf,

ϕf

(
p̂`, p

∗
f

) (
p∗f − cf

)
≥ ϕf (p̂`, pf) (pf − cf) . (71)

Therefore, p∗f is a best-response for the foreign provider for the subsidy program with
intensity 1/δ associated to the allocation rule ϕ when the local provider selects the price
p̂`.
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Assume that
(
p̂`, p

∗
f

)
is not an undominated Nash equilibrium for the program with

subsidy with intensity α = 1/δ. Then, by equation (71), and since αp̂` = p∗` ≤ b, it
should be the case that

παC`
(
p′`, p

∗
f

)
> παC`

(
p̂`, p

∗
f

)
= ϕ`

(
p̂`, p

∗
f

)
(αp̂` − c`) (72)

for some p′` ∈ S`. Since the subsidy program satisfies the safeguard clause, and the local
provider is selecting undominated prices, there is no loss of generality in assuming that
αp′` ≤ b. Define p` = αp′` = p′`/δ > p′`. Then equation (72) can be rewritten as

ϕ`
(
δp`, p

∗
f

)
(p` − c`) > ϕ`

(
p̂`, p

∗
f

)
(αp̂` − c`) = ϕ`

(
δp∗` , p

∗
f

)
(p∗` − c`) . (73)

Note that, since δp` = p′` ≤ b, equation (73) contradicts that
(
p∗` , p

∗
f

)
is an equilibrium

for the program with bias with intensity δ.
Now, assume that P̂ = (p̂`, p̂f) is an undominated Nash equilibrium for the subsidy

program with intensity α associated to the allocation rule ϕ. Then,

(a) for each p` ∈ S`,

παC` (p̂`, p̂f) ≥ παC` (p`, p̂f) , (74)

and

(b) for each pf ∈ Sf,

παCf (p̂`, p̂f) = ϕf (p̂`, p̂f) (p̂f − cf) ≥ ϕf (p̂`, pf) (pf − cf) = παCf (p̂`, pf) . (75)

Denoting p∗` = αp̂` we have that equation (75) states that, for each pf ∈ Sf,

ϕf (p∗`/α, p̂f) (p̂f − cf) ≥ ϕf (p∗`/α, pf) (pf − cf) . (76)

Assume that (p∗` , p̂f) is not an undominated Nash equilibrium for the program with
bias with intensity δ = 1/α, associated to allocation rule ϕ. Note that, since ` selects
undominated strategies when playing the subsidy program, p̂` ≤ b/α, and thus δp∗` ≤ b.
Then, by equation (76), there should be some p′` ∈ S` such that

ϕ` (δp′`, p̂f) (p′` − c`) > ϕ` (δp∗` , p̂f) (p∗` − c`) . (77)

Denoting p̆` = δp′` = p′`/α, equation (77) becomes

ϕ` (p̆`, p̂f) (αp̆` − c`) > ϕ` (p̂`, p̂f) (αp̂` − c`) . (78)

Note that, since δ < 1 and p′` ≤ b, it follows that p̆` = δp′` < b, and thus equation (78)

contradicts that (p̂`, p̂f) is an undominated Nash equilibrium for the subsidy program
with intensity α associated to the allocation rule ϕ. �
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A.5 Equivalent Affirmative Action Programs in a Contest Setting

In this appendix we clarify the relationship between our setting in the main text and
contest games. We then prove an equivalence between affirmative action programs with
bias and subsidy in contest games, similar to Lemma 1. This equivalence is well known
in the contest literature, see e.g. Szidarovszky and Okuguchi (1997) and Esteban and
Ray (1999). Similar to Example 4 in the main text, we show that this equivalence no
longer holds when the strategy space of contestants is bounded (Che and Gale, 1997).

Contest games are usually formulated as forward auctions with an all-pay rule, while
our setting in the main text postulates a reverse auction with a winner-pay rule. The
following contest game is formulated as a forward auction and encompasses both a
winner-pay and an all-pay rule. In addition, it differs from our setting in the main text
in that we allow for any number of players.

Consider the following normal form game. The set of contestants is I = {1, 2, . . . , n},
where n might be larger than two. The strategy space of each contestant is S = R+

and we denote the effort of contestant i by ei. The vector of efforts is denoted by
E = (e1, e2, . . . , en) and E−i indicates the same vector without the effort ei. For each
given contestant i, there is a cost function ki so that ki (ei) denotes the i’s cost when
he exerted an effort of ei. Associated to effort ei by contestant i there is an effective
effort fi (ei). The allocation function ϕ maps effective effort into win probabilities, that
is, ϕ (E |f ) ∈ Rn

+,
∑n

i ϕi (E |f ) = 1, and each entry of ϕ is defined by ϕi (E |f ) =

ϕi (f1(e1), f2(e2), . . . , fn(en)). Given the function ϕ, a valuation for winning vi and a
parameter γ ∈ [0, 1], each contestant i chooses effort to maximize his payoffs given by

Ui (E |f ) = ϕi (E |f ) (vi − γki(ei))− (1− γ) ki(ei). (79)

Notice that for γ = 0 we have an all-pay contest, while for γ = 1 the contest is
winner-pay.32 We denote this normal form game by Γ = {I, S, ϕ, U, f, k, γ}.

Two special cases of Γ are of interest. Denoting by id the identity function, define
Γ
f

= {I, S, ϕ, U, f, id, γ} and Γ
k

= {I, S, ϕ, U, id, k, γ}. Notice that the special case
of Γ

f
in which fi(ei) = δiei constitutes the contest with bias δ = (δ1, . . . , δi, . . . , δn),

while the special case of Γ
k

in which ki(ei) = αiei defines the contest with subsidy
α = (α1, . . . , αi, . . . , αn). Note also that these games define contests with a general bias
in the sense that some contestants might benefit from the bias, while others might be
harmed. An affirmative action program would set αi < 1 and δi > 1 for some contestants
(with αj = δj = 1 for the remaining agents), rather than αi > 1 and δi < 1 as in the
main text.

32Note also that the payoffs in (79) relate to the payoffs in (1) in the main text as follows. Define
pi = b− ei and ci = b− vi. Using these expressions we see that both the FPA and the CPA defined in (2)
and (3) respectively are non-decreasing on the effort ei of a contestant, as required in the contest setting.
Moreover, the payoffs in (1) become the payoffs in (79) for γ = 1.
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We have the following result which is related to (but different from) Lemma 1.33

Lemma 2 For each contestant i let ki be the inverse of fi, that is, ki (fi(ei)) = ei. Then
E∗ = (e∗1, . . . , e

∗
n) is an equilibrium for the game Γ

f
if and only if the vector of efforts

(f1(e
∗
1), . . . , fn(e∗n)) is an equilibrium for the game Γ

k
.

To prove Lemma 2 consider Γ
f

and assume thatE∗ = (e∗1, e
∗
2, . . . , e

∗
n) is an equilibrium

for this game. This implies that for each contestant i and effort level ei we have that

Ui (E
∗ |f ) = ϕi (f1(e

∗
1), . . . fi(e

∗
i ), . . . , fn(e∗n)) (vi − γe∗i )− (1− γ) e∗i ≥ (80)

≥ ϕi (f1(e
∗
1), . . . fi(ei), . . . , fn(e∗n)) (vi − γei)− (1− γ) ei = Ui

(
ei, E

∗
−i |f

)
.

For each contestant i let êi = fi(e
∗
i ) and e′i = fi(ei) for ei 6= e∗i . Using this notation

and the fact that ki is the inverse of fi the inequality in (80) is equivalent to

ϕi (ê1, . . . êi, . . . , ên) (vi − γki(êi))− (1− γ) ki(êi) ≥ (81)

≥ ϕi (ê1, . . . e
′
i, . . . , ên) (vi − γki(e′i))− (1− γ) ki(e

′
i),

for all e′i. Hence, we have that Ui
(
Ê |f

)
≥ Ui

(
e′i, Ê−i |f

)
for all e′i. Therefore, for each

contestant i the effort level êi is a best-response to Ê−i in the game Γ
k
, and thus Ê is an

equilibrium for Γ
k
. �

In contrast to Lemma 2, Lemma 1 assumes the safeguard clause. The reason is that
in the model of the main text there is a bound on the strategy space. Che and Gale
(1997) introduce budget constraints in contest models. The next example shows that
when contestants face budget constraints additional assumptions are needed.

Example 7 Consider Γ
f
. Let n = 2, v1 = v2 = v, γ = 1 and consider the so-called

Tullock contest. That is, the win probability of a contestant is given by ϕTi (E |f ) =

fi(ei)/(f1(e1) + f2(e2))) when at least one fi(ei) > 0 and 1/2 otherwise. Let fi(ei) = 4ei
for both contestants. Standard derivations show that in equilibrium e∗1 = e∗2 = v/4.

Now consider Γ
k
. Let ki(ei) = ei/4 for both contestants. Again, standard derivations

show that in equilibrium ê1 = ê2 = v. This is, of course, consistent with Lemma 2, as
êi = 4e∗i for both contestants.

33Lemma 1 and the next lemma are different, because the program with subsidy in the main text and
in the contest setting coincide only when αi = 1 for all players. To see this consider the game Γ. Let γ = 1

so that the payoffs in (1) become the payoffs in (79) when (as in footnote 32) pi = b− ei and ci = b− vi.
Now compare the payoffs in Γ

α
to those with the program with subsidy α in the main text. In the former

case we have ϕi (P ) (αpi + (1− α) b− ci), while under the latter (6) stipulates that ϕi (P ) (αpi − ci). The
fact that the two programs with subsidy α are different implies that Lemmata 1 and 2 are independent
rather than that one is more general than the other.
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Suppose now that contestants face budget constraints wi = v/2. These constraints
are not binding in the first game and the equilibrium is still e∗1 = e∗2 = v/4. In the
second game, however, ê1 = ê2 = v is no longer feasible and Che and Gale (1997) have
shown that in equilibrium the contestants’ effort equals their wealth level wi = v/2.
Consequently, when contestants face budget constraints, Lemma 2 does not hold.
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