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Contract renewal in urban water services, incumbent advantage and market
concentration

ABSTRACT. Contract renewal with the incumbent is common practice in the contracting-out of
public services. It could, however, affect competition by reinforcing trends towards market
concentration. This article contributes empirical evidence on the determinants of the result of
public tenders for the renewal of private provision of the urban water service. A dataset with
information on 215 public tenders held in Spain between 2008 and 2019 is employed. The
methodology is grounded in logistic regression techniques. The findings indicate that incum-
bents’ size does not play a role in the probability of alternating between service providers. Fur-
thermore, competition—proxied by the number of bidders—and transparency in managing public
tenders both increase the likelihood of alternating between providers. Lastly, the estimates sug-
gest that larger municipality size and discretionary power of entrenched political parties might
also play a role in favoring incumbents’ contract renewal.

KEYWORDs. Competition; contract renewal; market concentration; private urban water
industry; Spain; transparency.
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EVIDENCE FOR PRACTICE

e More bidders and higher transparency make alternation more likely in public tenders for the
renewal of contracts for the private provision of urban water services. Conversely, discre-
tionary power of well-established political parties and large municipality size make incum-
bent renewal more likely.

e Incumbents’ size and their share of the private market for urban water provision do not play
arole in explaining the result of renewal public tenders.

e Promoting competition in tenders and boosting transparency in the management of contracts
are critical for assuring the achievement of public interest goals in the contracting-out of

urban water services.
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It is common practice in developed economies to contract-out the provision of municipal ser-
vices, including some social services, environmental conservation, street cleaning, water supply
or waste collection and treatment. A large body of literature has addressed the different forms
of contracting-out (Bel and Gradus 2018), and the factors that explain such decisions made by
local governments (reviews are provided by Bel and Fageda 2009 and Wassenaar et al. 2013).
While city councils always retain responsibility for assuring the provision of local services,
delivery concessions are normally awarded through public tenders and are limited to a given
period of time. Once the concession is over, the local government must decide whether to renew
it or return to in-house provision.

In the case of renewal, a new competitive tender could lead to the contract being awarded to
either the incumbent or to some other bidder, i.e., alternation. Literature on the determinants of
contract renewal is, however, scarcer and mainly focuses on remunicipalization (Gradus and
Budding 2018). Existing research suggests that the renewal of public service contracts largely
depends on the type of service concerned, with the incumbent’s contract more likely to be re-
newed in more complex services (Brown and Potoski 2003; Rodrigues et al. 2012) such as
urban water services and waste disposal (Guérin-Schneider et al. 2014; Campos-Alba et al.
2017).

Competitive tenders in public services are seen as a mean of introducing competition into sec-
tors with natural monopoly conditions (Demsetz 1968); however, incumbents very often retain
contracts. Although the debate is ongoing, some authors have construed the lack of alternation
as a symptom of insufficiently effective competition and collusive behavior (Yvrande-Billon
2009). Lalive and Schmutzler (2015) performed a comparative analysis of negotiations with
the incumbent and open auctions in the procurement of railway services in Germany, finding
that negotiations correlate with lower consumer surplus and higher prices. Conversely, renewal

with the incumbent has also been perceived as the result of cooperation among the players
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(Beuve et al. 2018). In the case of the construction of social housing in France, Chever et al.
(2017) found that negotiations after an informal auction led to lower costs than those following
open auctions. Kang and Miller (2015) developed a procurement auction model in which the
degree of competition is optimally chosen by public buyers, finding that limiting competition
does not necessarily result in higher procurement costs.

Little empirical evidence exists on the importance of incumbency in the contracting-out of pub-
lic services, and the determinants of incumbents’ contract renewal. Guérin-Schneider et al.
(2003, p.50) noted that the incumbent’s renewal rate in urban water contracts in France during
the period 1998-2001 was 87%; Amaral et al. (2009, p.172) reported a rate of 88% in bus
transport services in France, as an average for 1995-2002, and 63.5% in London between 1999
and 2006; and Yvrande-Billon (2009, p.118) found an incumbent renewal rate of 83.8% in
French bus transport in 1995-2006. To the authors’ knowledge, the latter study is the only one
that examines the factors explaining why alternation is so rarely seen; the main finding is that
large firm size is the most significant explanatory factor of incumbents’ renewal.

The advantage enjoyed by large firms in contract renewal can reinforce trends towards market
concentration, particularly in public services with significant network costs, such as the urban
water service. Increasing concentration in the water industry has been reported for all European
countries with a major presence of private providers: France (Biswas and Tortajada 2014),
Spain (Gonzélez-Gémez et al. 2012), England and Wales (Britton 2019), and the Czech Repub-
lic and all over Europe (Guinea and Erixon 2019). This is a relevant issue for public policy
because weakened competition can compromise the potential benefits to be obtained from pri-
vate participation in the water industry.

Against this background, this article studies the determinants of concession renewal for the
private provision of the urban water service in Spain. The research focuses on the factors ex-

plaining the probability of alternation, i.e. the incumbent being replaced by another bidder. The
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contribution to the field of research is twofold. On the one hand, this article provides the first
empirical evidence on the factors explaining the result of public tenders for the renewal of con-
cessions for the private provision of urban water services. On the other hand, going far beyond
the existing literature, variables related to incumbents’ size, competition, transparency, neigh-
boring municipalities and municipalities’ size, in addition to several political issues, are con-
sidered as potential explanatory factors of the probability of alternation.

As a result of the wave of deregulation and privatization of public services that began in Anglo-
Saxon countries in the late 1970s, some developed economies changed their laws to allow for
private provision of the urban water service (Ruiz-Villaverde et al. 2015). Nowadays, provision
is entirely public—or, at most, with a token presence of private firms—in countries such as Aus-
tria, Denmark, Ireland, Japan, the Netherlands, Norway and Sweden (EurEau, 2018). Con-
versely, in England and Wales provision is fully in private hands, with the government’s in-
volvement limited to control and regulation. Lying between these two extremes are countries
including the Czech Republic, France, Spain, Germany, Italy, Portugal, and the United States,
where legislation allows for public-private collaboration (Smith and Walker, 2020). Further-
more, there has been intensive development of private provision in the Czech Republic, France
and Spain (EurEau, 2018), where a trend towards increasing concentration in the hands of larger
players in the water industry has also been reported.

In Spain, private firms currently provide urban water services to nearly 23% of municipalities
and over 53% of the total population, according to the authors’ own estimates. Nevertheless,
despite the deep-rooted tradition of private service delivery, some Spanish municipalities are
returning to in-house provision, as happened in other European cities. Furthermore, unlike
countries such as Italy or Switzerland, where water firms also operate in other businesses, there
are practically no multi-utility firms in Spain. Instead, more like in France, some Spanish water

companies belong to large holdings that also deliver other local services, but through different
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subsidiaries. That said, many utilities in Spain jointly provide water distribution and wastewater
treatment services.

Following this introduction, the background is presented and some hypotheses are established
regarding contract renewal for urban water services. Then, the institutional context for the pro-
vision of urban water services in Spain is described, before detailing the data and the empirical
strategy in the following section. After that, the results are presented and discussed. Finally, the
main conclusions are summarized, and several policy implications and lines for further research

are proposed.

Background and hypotheses

Drawing on economic theory, a number of factors can be suggested as potential determinants
of the outcome of contract renewal for the private provision of the urban water service, and
several hypotheses can be proposed. Firstly, although all bidders should compete on the same
terms, incumbents likely enjoy a privileged position because of the knowledge they accumu-
lated during the previous contract (Williamson 1976), such as in-depth information about the
state of the distribution network and wastewater treatments plants (Chong et al. 2015). In order
to ensure a level playing field, local governments should inform competing firms about the state
of water infrastructures, which is not always easy given the difficulties in assessing some of
their features (Chauchefoin and Sauvent 2014).

Looking beyond city councils’ responsibility to facilitate information to all bidders, larger firms
might enjoy a number of competitive advantages in public tenders: they may benefit from econ-
omies of scale; have more resources and capabilities that they can deploy throughout the tender
process; or have more experience in managing bids due to their larger presence in the industry.

The competitive advantages held by larger players—incumbents or otherwise—work against
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small incumbents and are expected to reinforce the trend towards market concentration, as ob-
served in some of the major European countries. Thus, the first hypothesis to be empirically

tested is:

Hypothesis 1. Small incumbents are more likely to lose their contracts when they come up for

renewal in competitive tenders.

Secondly, competition also matters. The number of bidders competing for the provision of the
urban water service could influence the result of the tender, such that more competitors will
likely boost the probability of alternation. Previous research suggests that competition affects
key variables in public tenders. Coviello and Mariniello (2014) found that an increase in the
number of bidders results in better economic proposals, thus reducing the costs of procurement.
Bel et al. (2015) found that in areas with few providers and high market concentration, bidders
anticipate weaker competition and thus propose higher water tariffs in public tenders. Thus, the

second hypothesis is:
Hypothesis 2. The more bidders admitted to the tender, the higher the probability of alternation.

Beyond factors related to the structure of the water industry, the transparency with which ten-
ders are managed by public administrations could also substantially influence the outcome of
the bidding. Greater transparency is expected to increase the number of competitors and to
reduce the discretionary power of the local government to influence the result of the tender.
Transparency can be seen as composed of different factors, most notably publicity and non-
discretionary decisions. Coviello and Mariniello (2014) found that increased publicity has a
positive effect on the number of bidders, which can make alternation more likely. Yvrande-
Billon (2009) found that when the contract is awarded by means of a competitive tender—which
could be seen as an indicator of transparency—the probability of renewal with the incumbent is

lower than when the contract is hand-picked. Coviello et al. (2018) found that more discretion
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in the procurement process is positively related to the probability of incumbents winning the
new contract, and that incumbent renewal can actually improve performance.® In Spain, a recent
article by Albalate et al. (2017) confirmed that the passing of Law 30/2007 on Public Sector
Contracts—which improved transparency in public procurement, both regarding publicity and
non-discretionary decisions—substantially weakened the connections between political parties
and big players in the water industry when it came to the contracting-out of urban water ser-

vices. Hence, the third hypothesis is:

Hypothesis 3: Greater transparency in awarding public contracts increases the probability of

alternation.

Furthermore, there is a series of political variables that might influence the result of tenders for
the renewal of the contract for the private provision of urban water services. Local governments
may have an interest in the incumbent retaining the contract at the time of the new tender, thus
avoiding costs arising from the transfer of physical assets and human capital to a new firm
(Laffont and Tirole 1993). While this interest would exist independently of the ruling political
party, it seems reasonable to assume that it would be stronger when long-term relationships of
trust and reciprocity have been established between local politicians and service providers
(Brown et al. 2006); moreover, these relationships are expected to be closer when it is the ruling
party at the time of the renewal that established them in a previous term of office. In this regard,
Picazo-Tadeo et al. (2020) suggested that bonds of trust between providers of the urban water
service and local politicians in Spain could explain relations of mutual dependence, such as the
use of water tariffs for electoral purposes. Renewal with the incumbent would also require the
local government to enjoy some discretionary power in the bidding process (Klein 1999), which
might be more likely if it holds an absolute majority in the city council. Accordingly, the fourth

hypothesis is:
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Hypothesis 4. When the ruling political party in the city council at the time of the contract
renewal was also in power in the prior term of office and holds an absolute majority, the

probability of alternation decreases.

Municipality size could also affect the results of renewal tenders. Chong et al. (2015) suggested
that more heavily populated cities are more attractive for bidders as they offer a larger market
—although more clients could mean more management complexity, thus deterring some firms
from participating in the tender. However, there are a number of other arguments supporting
the idea that the probability of alternation might decrease in larger municipalities. On the one
hand, according to Gonzalez-Gomez et al. (2011) it is more profitable to provide urban water
services in more populated municipalities, so incumbents will strive to present competitive bids
to preserve their contracts. On the other hand, the larger a municipality, the more a provider
can exploit economies of scale (Bottasso and Conti, 2009), and since the population tends to be
more concentrated in large municipalities, economies of density can be exploited. Although
high population concentration might also lead to congestion expenses, Bel et al. (2015) sug-
gested the existence of economies of density in the provision of urban water services in Spain.

Accordingly, the fifth hypothesis is:
Hypothesis 5. In larger municipalities there is a lower probability of alternation.

Furthermore, when the incumbent manages the urban water service in neighboring areas, fixed
costs could be shared, which could constitute a competitive advantage that deters competitors
from bidding. Moreton and Spiller (1998) found this effect in the US telecommunications sec-
tor. Gonzélez-Gomez et al. (2011) suggested that Spanish water firms that are already estab-
lished in a given area would attempt to expand their business to take advantage of economies
of scale, by offering attractive deals to neighboring municipalities. Experience in the manage-
ment of water services in the local area can also reduce uncertainty in decision-making (Bel et

al. 2015). Accordingly, a sixth and final hypothesis has been formulated as follows:
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Hypothesis 6. When the incumbent also provides the urban water service in neighboring mu-

nicipalities, the probability of alternation decreases.

The institutional context

The management of the urban water service in Spain

The provision of urban water services in Spain is regulated by Law 7/1985 on Local Govern-
ment Regulations, and Law 57/2003 on the Modernization of Local Government. The respon-
sibility for the provision corresponds to local governments, which can decide whether the urban
water service should be provided in-house or outsourced. With outsourcing, management can
either be transferred to a government-owned firm or privatized. Furthermore, privatization can
be carried out with either a fully private firm (contractual public-private partnership, PPP) or a
public-private firm (institutional PPP).

In institutional PPPs, ownership is shared between the local government, which usually retains
a large stake in the firms’ capital in order to be able to define and control strategic objectives,
and the private partner, which is in charge of running the day-to-day operations (Warner and
Bel 2008; Da Cruz and Marques 2012). Furthermore, whatever the legal form of the urban water
service provision, private ownership of networks is rarely seen in Spain mainly because of his-
torical reasons; accordingly, the infrastructure almost always remains under the ownership of
local governments.

After the passing and entry into force of Law 7/1985, many local governments took the decision
to privatize the management of the urban water service, to the extent that Spain is currently one
of the developed countries with the largest presence of private firms in this sector (EurEau,
2018; Bel, 2020). As in other developed countries, the reasons behind the privatization of urban
water services in Spain have been mostly pragmatic (Gonzalez-Gomez et al. 2011), financial

(Miralles 2009), and to a lesser extent ideological and political (Picazo-Tadeo et al. 2012).
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The private water industry in Spain is highly concentrated (Bel et al. 2013), with the market
dominated by two major providers: Agbar (acronym of Aguas de Barcelona), which is part of
the multinational group Suez and operates under different regional denominations; and Aqualia,
which belongs to the Spanish group Fomento de Construcciones y Contratas (FCC). Albeit
with a much smaller market share than these two big players, other firms with significant pres-
ence in the national market are Acciona and Gestagua. Furthermore, some firms originally pro-
vincial or regional in scope, such as Global Omnium and FACSA, have expanded their activity

to other areas of Spain, thus increasing their market shares.

The contracting-out of urban water services: Legal and administrative aspects

The contracting-out of the urban water service in Spain is currently regulated by Law 30/2007
on Public Sector Contracts, which transposed to national legislation Directive 2004/18/EC of
the European Council. According to this regulation, the bidding process unfolds as follows. The
city council announces the public tender, including detailed information about the technical and
economic conditions of the contract, the assessment criteria and the commitments that must be
met by the winning firm. Then, bidders place a first-price sealed-bid that must also contain their
technical and economic proposals, which might refer to issues such as service quality or emer-
gency plans in case of service disruption. Finally, a jury adjudicates the public tender based on
a set of criteria.

The mayor or any other city council member or public servant is the head of the jury, whose
first undertaking is to verify that all the proposals meet the commitments required in the tender;
non-complying bidders are given three days to amend rectifiable errors. Then, the jury assesses
and scores the technical conditions offered by the admitted bidders, which necessarily requires
some value judgments given the qualitative nature of some of these conditions. In a third step,

the economic conditions offered by each bidder—which must include water tariffs and proposals

for infrastructure investment, when appropriate—are also evaluated and scored. Following the
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joint assessment of both technical and economic conditions, bidders are awarded an overall
score, on which the decision is based. Furthermore, when the assessment is based more on
qualitative factors than on quantitative valuations, awarding reports need to be reassessed by
an external committee formed by three referees; in practice, this requirement limits the discre-
tionary power of the jury, making public tenders more transparent.

Finally, Law 30/2007 also requires public administrations, including city councils, to create a
so-called Contractor Profiles website, in which all information regarding the contracting-out
of public services and bidding processes must be announced. The purpose of this requirement

is to introduce greater transparency into the management of public administrations.

Data, variables and empirical strategy

Data and sources

The database built for this analysis contains data from 215 public tenders for the renewal of the
contract for the provision of urban water services held in Spain between 2008 and 2019. All
cases correspond to competitive tenders for contract renewal in which the service was formerly
provided by a private firm, either a contractual or institutional PPP—in this literature, institu-
tional PPPs are usually considered private managers as the day-to-day management is under
the responsibility of the private partner. Accordingly, tenders in which urban water services
were previously provided either in-house or by a public firm are excluded from the analysis;
moreover, tenders in which water services return to in-house provision after having been man-
aged by a PPP are also omitted (Gonzalez-Gomez et al., 2009, and March et al., 2019 analyze
the trend for remunicipalization of the urban water service in some Spanish cities).

Setting up the sample and building the dataset involved several steps. The starting point was
the data in Gonzalez-Gomez et al. (2014) on Spanish municipalities with private management

of urban water services. The next step was to search the consultancy pages that publicize public

12


https://onlinelibrary.wiley.com/doi/abs/10.1111/puar.13282

This is a pre-print of an article published in Public Administration Review. The final version is
available online at: https://onlinelibrary.wiley.com/doi/abs/10.1111/puar.13282

tenders in Spain—including Infopublic and Infonalia—to identify tenders for contract renewal in
the period of study. Having identified the relevant tenders for the purposes of this article, the
information needed to carry out the empirical analysis was obtained from the city councils’
Contractor Profiles websites. In the few cases where this website was not available or it lacked
some relevant data—most of them relating to tenders carried out at the beginning of the period
analyzed—a direct request for information was sent to city council officials by email.

The time period for the empirical analysis—which runs from 2008 to 2019—is justified for two
reasons. On the one hand, current legislation regulating the management of municipal services
in Spain dates from 1985, with the enactment of Law 7/1985. This legislation allowed for the
private provision of the urban water service so that privatizations began to take place in the
second half of the 1980s, and particularly in the 1990s, when many large and medium-sized
Spanish municipalities opted for this form of management. Given that the term of the contract
is generally about 20 years—although it can be up to 25 years—contract renewals did not begin
to regularly occur until the second half of the 2000s. On the other hand, the passing of Law
30/2007 fueled greater transparency and public access to information concerning public con-
tracts. As a result, the Contractor Profiles websites allowed full access to information on public
tenders for the provision of urban water services occurring in Spain from late 2007. In particu-
lar, access was granted to a couple of essential variables for empirical purposes: the name of
the firm awarded the contract, and the number and names of all bidders.

According to the data published on these websites, approximately 450 public tenders for the
private provision of the urban water service occurred in Spain between 2008 and 2019, of which
about half were for the renewal of contracts. Although these figures must be taken with caution,
since there are no official records and the information is highly decentralized, they suggest that

the sample encompasses around 95% of the targeted population.
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Variables

The central variable in the empirical analysis is the name of the firm awarded the contract for
the provision of urban water services after the public tender. Based on this information the
dummy variable Alternation is created, which is the dependent variable in the econometric
models. It takes a value of 1 if the winner of the tender is different from the incumbent provider;
and 0 if the contract is awarded to the incumbent. Alternation occurs in 35.3% of cases in the
sample, while incumbent renewal is the outcome of the remaining 64.7%.

The six hypotheses posed in this research are tested by means of specific sets of covariates.
According to H1, a higher probability of alternation is expected if the incumbent is a small firm.
This is empirically tested by including the dummy variable Small incumbent, which takes a
value of 1 if the incumbent is a firm other than Aqualia or Agbar, the two largest firms in the
private water industry in Spain; and 0 if the incumbent is one of the two abovementioned firms.>
By introducing the incumbent size as a dummy variable, the possible non-linearity of its effect
on the probability of alternation can be considered. Furthermore, the robustness of the results
for hypothesis H1 has been checked by relaxing the non-linear assumption and replacing the
dummy Small incumbent by the continuous variable Market share, which measures incum-
bents’ share of the national market in terms of population served in the year prior to the tender,
to avoid endogeneity issues.

Hypothesis H2 claims that more competition in the public tender reduces the probability of the
incumbent’s successful contract renewal. The degree of competition is measured by the variable
Number of bidders, which represents the number of effective bidders competing for the con-
tract.

Furthermore, H3 states that higher transparency standards in contracting procedures increases
the probability of alternation. This claim is empirically tested with the variable Provincial

transparency provided by the non-governmental organization International Transparency,
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which is a dummy that takes a value of 1 if there is complete transparency in contracting pro-
cedures measured at the provincial level.® This indicator is built with the information provided
in the Provincial Councils’ websites regarding four items. The first two refer to the procedure
for contracting services: composition and convening of the juries in charge of adjudicating the
tenders; and full minutes of the sessions of the jury. The other two items refer to the relationship
between the Provincial Council and suppliers and contractors: list and amount of transactions
with suppliers; and list and value of all contracts awarded and its successful bidders. Complete
transparency is considered to exist when information regarding the four abovementioned items
is published in its entirety on the Provincial Council’s website.

Hypothesis H4 is related to political issues, and suggests that the probability of alternation de-
creases when the ruling political party in the city council at the time of the renewal decision
was also in power in the prior term of office, and holds an absolute majority. This hypothesis
is tested through the dummy variable Continuity and majority, which takes a value of 1 when
the abovementioned situation occurs. Additionally, two further political variables are included
to capture the common effects generated by the two main political parties in Spain: the dummies
PSOE (center-left-wing Partido Socialista Obrero Espafiol) and PP (right-wing Partido Pop-
ular), which take a value of 1 when the awarding local government is ruled by one of these two
parties, respectively. In this case, there is no clear expectation—positive or negative—regarding
the effect of these variables on the probability of alternation.

The two final hypotheses are H5 and H6. On the one hand, H5 refers to the effect of munici-
pality size on the probability of alternation. The hypothesis is tested through the variable Pop-
ulation, measured by the number of inhabitants in thousands, for which a negative sign is ex-
pected. On the other hand, the neighboring effect suggested by H6 is tested through the variable
Vicinity, which measures the incumbent’s share of the regional market in the year prior to the

tender, in terms of the number of municipalities served. According to Albalate et al. (2017),
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regional markets are the relevant ones regarding private provision of the urban water service in
Spain. A negative sign is expected as the probability of alternation should decrease if the in-
cumbent holds a dominant position in the region.

In addition to the abovementioned variables aimed at testing the research hypotheses, two fur-
ther controls have been included in the empirical models: the Percentage of tenders, capturing
the number of tenders in which the operator has participated over total tenders held in the region
in the period analyzed; and the Year in which the tender for contract renewal took place. While
the former is aimed at controlling for the experience and knowledge of the incumbent in tenders
held in the region, the latter is intended to capture any common trends in the likelihood of
alternation due to other unobserved factors not included in the set of determinants that might
vary over time.

Table 1 describes all these variables and their sources in more detail, while Table 2 displays
some descriptive statistics.

<<I|nsert Tables 1 and 2>>

Empirical strategy

The empirical strategy to test the hypotheses of interest in this research consists of estimating
the probability of alternation with logistic regressions.* The dependent variable is the dummy
Alternation which, as already mentioned, takes a value of 1 if the incumbent is not awarded the

renewed contract, and O otherwise. The model to be estimated including all covariates is:

Probability (Alternation;= 1) = a + ;Small incumbent; + B,;Number of bidders; +
BsProvincial transparency; + 4Continuity and majority; + BsPSOE; + B¢PP; +
B,Population; + BgVicinity; + BoParticipation in tenders; + ByoYear; +

2321 H-Region;; + g 1)

where i = 1,..., 215 stands for observed tenders, and ¢ is a heteroscedasticity-robust error term.
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Equation (1) includes all the variables needed to test the hypotheses posed in this article, in
addition to control variables and a set of regional dummies—denoted by Region—to identify the
regions in which tenders take place—all 17 Spanish regions except Navarra, for which there are
no observations. These regional dummies control for region-specific common characteristics
of municipalities and markets. In some models, the common time trend is replaced by specific
dummies for the years in which tenders take place, to account for the specific individual effects
produced by any particular year that might be affecting the behavior of both municipalities and
firms. Moreover, errors are clustered at province level to account for possible correlation within
the same geographical area, explained by shared practices and other common characteristics.
The estimations have been carried out with Stata software; a specification test—the linktest—has

also been run, the results of which confirm that all models are correctly specified.

Results

The empirical results are presented in Table 3. The baseline estimates are in models (1) and (2);
the former includes all variables specified in equation (1), while in the latter the time trend Year
is replaced by year-specific dummy variables. Furthermore, in models (3) and (4) the dummy
Small incumbent is replaced by the continuous variable Market share, to check whether relaxing
the non-linear assumption about the relationship between incumbent size and the probability of
alternation affects the results regarding hypothesis H1. The last column displays the marginal
effects evaluated at mean values for the baseline model (2).

<<lInsert Table 3>>

Results are fairly stable and consistent across models. The hypothesis H1 is rejected since the
coefficient associated with Small incumbent lacks statistical significance in models (1) and (2);

hence, no support is found for the hypothesis that alternation is more likely when the incumbent
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is a small player. This finding is further checked in models (3) and (4), with the results con-
firming that the incumbent’s Size is not a relevant determinant of alternation in contract renewal
for the private provision of the urban water service in Spain. Accordingly, the lack of support
for H1 does not depend on the non-linearity assumption considered in the baseline models.
The positive sign of the estimated parameter for the Number of bidders and its high statistical
significance—at 1% confidence level across all models—indicates that the more firms bidding in
the tender, the higher the probability of alternation.® Therefore, the results confirm H2, which
stresses the importance of competition intensity in the result of the tender. The estimated coef-
ficient associated with the variable Provincial transparency is statistically significant at 1%
confidence level in all models, suggesting that the probability of alternation goes up as trans-
parency improves. This finding confirms H3, which states that higher transparency standards
undermine the incumbents’ advantage.

There is also empirical support for H4, which addresses the discretionary power of well-estab-
lished political parties which ran the city council in the previous term of office, and which hold
an absolute majority when the renewal is awarded. The estimated sign for the variable Conti-
nuity and majority is negative and statistically significant at 1% confidence level in all four
models, confirming that these governments are more likely to renew the contract with the in-
cumbent. The different political parties—PP or PSOE—do not seem to be associated with partic-
ular contracting patterns.

Hypothesis H5 regarding the effect of municipalities’ size on the probability of alternation is
also backed by the empirical results, although with lower precision. The coefficient for the
variable Population is negative and statistically significant at 5% confidence level in model (3),
and just at 10% in models (1), (2) and (4). These empirical findings suggest that larger munic-

ipalities are more likely to renew the contract with the incumbent.
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In contrast, hypothesis H6 on neighboring effects is not supported by the empirical results. The
estimated coefficient for Vicinity—which accounts for the presence of the incumbent in the re-
gion in terms of municipalities served—is not statistically significant in any of the models. This
suggests that having a larger share of the regional market for the private provision of urban
water services does not provide incumbents with any advantage regarding the probability of
renewing the contract. The neighboring effect has been further tested with the incumbent’s
share of the regional market computed in terms of the population served instead of municipal-
ities. However, no significant effect is found either.

Finally, no statistically significant effects were found for either of the two control covariates
included in the estimations: Participation in tenders, accounting for incumbents’ experience

and knowledge of the regional market; and the common time trend, represented by Year.

Discussion

The findings described above seem to support four of the hypotheses posed in this research,
regarding competition (H2), transparency (H3), politics (H4) and municipality size (H5). Con-
versely, robust statistical support is not found for the remaining two hypotheses about the in-
cumbent’s size (H1) and the neighboring effect (H6).

The empirical results regarding H1-which indicate that incumbent size does not seem to matter
for the outcome of public tenders for the renewal of urban water service provision—merit further
discussion. This finding runs counter to prior expectations based on the existing literature
(Yvrande-Billon, 2009), as competitive advantages held by larger players—incumbents or oth-
erwise—have frequently worked against small incumbents, thus reinforcing trends towards mar-
ket concentration in some of the major European countries. To gain a better insight into the
dynamics of concentration in the Spanish market for the private provision of urban water ser-

vices, two different strategies are applied.
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First, several concentration indices for the period 1995-2019 are calculated, comprising two
symmetric 12-year subperiods before and after the legal reform of procurement passed in Spain
in 2007 (Law 30/2007 on Public Sector Contracts). That reform, together with the parallel re-
form of the legal framework for donations to political parties (Law 8/2007 on the Financing of
Political Parties) reduced politically-driven favoritism in the adjudication of water contracts in
Spain (Albalate et al. 2017). Merging the information provided in Albalate et al. (2017) on
Spanish municipalities with private delivery of urban water services and the database specifi-
cally produced for this article, a much-enlarged database of municipalities is compiled, which
includes up to 988 municipalities (in 2019) with a private provider of urban water services for
which the name is known; this sample covers over 50% of the private water market in Spain in
terms of municipalities, and 70% in terms of population. Then, the Hirschman-Herfindahl Index
(HHI) of market concentration, and the Concentration Ratios CR1, CR2, CR3 and CR4 are
computed.

Figure 1 shows that market concentration in the Spanish private water industry has not in-
creased in the period analyzed. The HHI trend in Figure 1a confirms that concentration in-
creased until 2006, when it reached a maximum (0.295); since then, the HHI has continuously
declined, reaching a minimum in 2019 (0.220). Likewise, Figure 1b shows that the market share
of the largest firm (CR1) decreased in the early 2000s due, apparently, to other large firms
entering the market, as suggested by the growth of the ratios CR2, CR3 and CR4. As in the case
of the HHI, all CRs register a continuous decline after 2006, thus confirming the trend towards
less concentration after the legal reforms on procurement and political parties’ funding passed
in 2007-which, as mentioned, substantially weakened the effects of political connections and
favoritism in the awarding of water contracts (Albalate et al. 2017).

<<lInsert Figure 1>>
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As a second strategy to further understand results regarding market concentration, a logistic
regression is run on a restricted sample that only includes tenders resulting in alternation (76
tenders). The dependent variable is a dummy equal to 1 if the contract is awarded to a large
firm—either Agbar or Aqualia—and O otherwise; the covariates and controls are the same as in
model (2) of Table 3, except the region dummies. A market trend towards greater concentra-
tion—without significant mergers—should be reflected in a positive relationship between the var-
iable Small incumbent and the probability of awarding the contract to a large firm. Results are
in Table 4. The lack of statistical significance of the coefficient associated with Small incum-
bent suggests that large firms are not gaining market share by replacing small incumbents in
public tenders.

<<Insert Table 4>>

An additional robust finding from the empirical analysis is that competition and transparency
both boost alternation. Accordingly, an increase in the number of bidders in public tenders and
greater transparency seems to work in this direction, reducing the likelihood of incumbents’
successfully bidding for contract renewal. This finding is consistent with those reported by
Coviello and Marinello (2014) and Albalate et al (2017). Conversely, long-standing relation-
ships between incumbents and political parties, along with the discretionary power that comes
from holding an absolute majority, reduce the probability of alternation—consistent with Picazo-
Tadeo et al. (2020)—as does the fact of being a large municipality. But which of these effects
has the greatest impact on the likelihood of alternation? The marginal effects shown in the last
column of Table 3 suggest that the politics of contracting-out and the accountability and public
checks on political parties—via transparency requirements—play a major role in the outcome of
public tenders for the renewal of water utility contracts in Spain.

Summing up, there is an ongoing scholarly debate on how best to serve the interests of citizens

regarding the provision of local public services. In the urban water industry, one controversy
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concerns the opportunity for private provision: some countries allow privatization, raising the
question of whether local governments should directly negotiate contracts with service provid-
ers or award them through competitive bidding processes. If they opt for public tenders, ensur-
ing a level playing field and guaranteeing competition are of critical importance. In principle,
alternating or renewing with the incumbent is neither good nor bad in itself, what really matters
Is that it is the result of effective competition. A major finding of this article is that there is no
evidence that the big players in the Spanish private market for the urban water service compete
at an advantage; smaller firms are competing on an equal footing as they have benefited from
the 2007 regulatory changes aimed at making public tenders more transparent and competitive.
Besides, transparency appears to be a powerful instrument for boosting competition, even in

oligopolistic industries with dominant players such as the water industry.

Conclusion, policy implications and further research

Contract renewal with the incumbent is a very common outcome of public tenders, which can
be seen as a potential indicator of lack of competition in public services (Guérin-Schneider et
al. 2003; Yvrande-Billon, 2009). There is scarce up-to-date information and empirical research
on this issue in the literature. This article contributes to the field by analyzing the main factors
driving the probability of alternation in contracts awarded for the private provision of the urban
water service. The analysis is carried out using a large sample of bidding processes taking place
in the Spanish urban water sector between the years 2008 and 2019.

According to the empirical findings, small firms do not seem to be at a disadvantage as incum-
bents, given that the likelihood of alternation is not associated with the size of the incumbent.
Furthermore, this result is consistent with finding that market concentration in the private seg-
ment of the Spanish urban water market, which was on the rise in the late 20th and early 21st
century, has instead undergone a decline in the period for which the empirical analysis is con-

ducted.
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More competitors bidding for the contract may undermine the incumbents’ advantage and fa-
cilitate the alternation of service providers in the Spanish private water industry. Thus, policy
measures aimed at encouraging water firms to bid for public tenders could be put in place,
particularly in small municipalities, to foster competition. Such measures could include reduc-
ing bureaucracy and simplifying the administrative requirements for access to public tenders.
Contracting-out practices require integrity and transparency in their procedures to assure that
the public interest is served. The empirical results give some interesting support to the notion
that transparency is an effective tool for diminishing the advantage of incumbents. On the con-
trary, this research suggests that some political factors may work in favor of incumbents: en-
trenched governments ruling with an absolute majority in the city council are more likely to
renew contracts with incumbents.

This article is not without its limitations, which may pave the way for future investigation. The
empirical analysis is focused on the Spanish private market of urban water services, so future
research on other countries and markets may help to ascertain whether these results can be
generalized. Furthermore, the results should be interpreted with caution, avoiding causal infer-
ences regarding the associations found in the statistical analysis, as the article does not provide
a quasi-experimental setting. Future studies would greatly benefit from identifying external
shocks or being able to build the appropriate framework to perform quasi-experiments.

In short, even if there are some gaps in the information needed to provide full, consistent an-
swers to all the questions posed in this article, the findings obtained enable progress towards
developing an understanding of the alternation of urban water service providers as the result of
public tenders for contract renewal. These results open the door to fruitful and interesting future

research on the topic.
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Notes

1 This study is focused on public works in which delay in delivery constitutes a serious issue
and contracts are highly incomplete; for this reason, the authors indicate that their results should
not be extrapolated to more standard auction formats, where increased participation is usually
associated with higher competition, as in the present case study.

2 On average for 2008-19, Agbar and Aqualia are estimated to deliver urban water services to
37.1% and 30% of Spanish municipalities with private provision, respectively. Following these
two firms, the third, fourth and fifth largest players in the market are Global Omnium, Acciona
and FACSA, with market shares of 5.2%, 4.1% and 3.3%, respectively. In terms of the
population served, the joint market share of Agbar and Aqualia is even larger, which means
these two firms can be seen as the ‘big twins’ in the private urban water market in Spain.

3 The lowest level of government in Spain is the municipal administration, followed by the
provincial, regional, national and European levels, in that order. Spanish provinces correspond

to the NUTS 3 classification of the European Union. As noted by one referee, the best choice
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to capture the effect of transparency on the probability of alternation would be a variable rep-
resenting the transparency of municipalities. Unfortunately, such information is not available
for all Spanish municipalities; the closest level of government for which data are available is
the provincial one.

4 Logistic regressions are based on certain assumptions and data requirements, which are sum-
marized as follows in Wooldridge (2019): i) the dependent variable should be binary and ordi-
nal; ii) observations are independent and should not come from repeated measurements; iii)
there should be little or no multicollinearity among the independent variables; iv) the independ-
ent variables are linearly related to the log odds; and v) the sample size is big enough. The data
and models in this research satisfy all these requirements.

® As noted by one referee, having more bidders could be the result of other firms believing that
the incumbent is weak and is more likely to lose the contract. However, while this could be a
problem in the case of incomplete contracts (see Coviello et al. 2018), it is less likely to affect
standard tenders, such as those held in the water industry. Besides, Spanish local governments
do not have the option of adjusting the form of the tender for water provision according to how

satisfied they are with the incumbent.
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Table 1. Variables: Description and sources

Description Source
Dependent variable
Alternation Dummy variable equal to 1 if the incumbent is City councils
not awarded the renewed contract, i.e., there is a
change in the provider of the urban water service
(alternation); and 0 otherwise.
Covariates
Small incumbent  Dummy variable equal to 1 if a firm other than City councils
Aqualia or Agbar—the two largest players in the
private water industry in Spain—was the
incumbent before the competitive tender for
contract renewal; and O otherwise.
Market share Incumbent’s share of the national market for City Councils
private urban water provision in the year prior to
the renewal, in terms of population served.
Number of bidders Number of bidders competing for the renewal of City councils
the contract for the urban water service provision.
Provincial Indicator of transparency in public sector Transparency
transparency contracts calculated at the provincial level. International and

Continuity and
majority

PSOE

PP

Population

Vicinity

Participation in

tenders

Year

Dummy variable equal to 1 in cases of complete
transparency; and 0 otherwise.

Dummy variable equal to 1 if the ruling party in
the city council at the time of contract renewal
was also in power in the prior legislature, and
holds more than half the city council seats; and 0
otherwise.

Dummy variable equal to 1 if the center-left-wing
Partido Socialista Obrero Espafiol (PSOE) was
in power at the time of contract renewal; and 0
otherwise.

Dummy variable equal to 1 if the right-wing
Partido Popular (PP) was in power at the time of
contract renewal; and O otherwise.

Number of inhabitants (in thousands).

Incumbent’s share of the regional market for
private provision of the urban water service,
computed in terms of municipalities served in the
year prior to the contract renewal.

Share of total tenders held in the region in which
the incumbent has participated during the whole
period 2008-20109.

Year in which the contract for the provision of the
urban water service was renewed.

own elaboration

Ministry of
Territorial Policy
and Public Service;
and Home Office

Home Office

Home Office

National Institute of
Statistics

City Councils

City Councils

Own elaboration
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Table 2. Descriptive statistics (Averages 2008-19)

Standard
Covariates Mean deviation  Minimum Maximum
Small incumbent 42 49 0 1
Market share .25 .20 .00003 507
Number of bidders 2.55 1.68 1 10
Provincial transparency .30 46 0 1
Continuity and majority .50 .50 0 1
PSOE .26 40 0 1
PP 45 .50 0 1
Population (000s) 12.40 25.68 .097 211.9
Vicinity .32 .25 .001 .94
Participation in tenders 53 23 .021 1
Year 2013.47 3.12 2008 2019
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Table 3. Logistic regression estimates for the probability of alternation

Marginal
effects from
Covariates Model (1) Model (2) Model (3) Model (4) model (2)
H1: INCUMBENT SIZE
Small incumbent .8161 9154 - -
(.5764) (.5737)
Market share - - -1.8222 -1.7165
(1.4461) (1.4113)
H2: COMPETITION
Number of bidders 5150 5424 5201 5386 11
(.1166) (.1323) (.1180) (.1347)
H3: TRANSPARENCY
Provincial transparency 9588™"  1.0769™"  .99477"  1.0758"" 227
(.3144) (.3380) (.3061) (.3384)
H4: PoLITICS
Continuity and majority ~ -1.4306"" -1.4445™" -1.4665 -1.4679"" -30""
(.2903) (.3432) (.3319) (.3778)
PSOE -.1963 -.2179 -.1950 —-.2563
(.7644) (.7623) (.7828) (.7849)
PP 3971 5915 .3918 5487
(.7350) (.7829) (.7569) (.8023)
H5: MUNICIPALITY SIZE
Population (000s) -.0416" -.0394°  —.0443™ -.0433" -.01"
(.0220) (.0241) (.0221) (.0245)
H6: NEIGHBORING
Vicinity 2.1850 2.1570 1.8692 1.7296
(1.9059) (1.7372) (1.5680) (1.4124)
CONTROL VARIABLES
Participation in tenders -1.5071 -1.0649 -1.2053 -.8548
(1.4880) (1.4153) (1.6158) (1.5152)
Year -.0656 - -.0694 -
(.0626) (.0637)
Region dummies Yes Yes Yes Yes Yes
Year dummies No Yes No Yes Yes
Number of observations 213 213 213 213 213
Log likelihood -106.71 -103.68 -106.81 -104.18 -
Pseudo R? 22 25 22 24 -

Note: ™ stands for statistical significance at 1%; “ at 5 %; and * at 10%. Clustered standard errors in
parentheses. Two observations (out of 215) are left out due to perfect collinearity (models predict success

perfectly).
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Table 4. Logistic regression estimates for the probability of a large firm being awarded a
contract in case of alternation (Selected results)

Covariates Model (5)
Small incumbent -1.7831
(1.4441)
Rest of covariates Yes
Clusters by province Yes
Region dummies No
Year dummies Yes
Number of observations 75
Log likelihood -25.51
Wald Chi? 156.95™"
Pseudo R? 48

*

Note: ™ stands for statistical significance at 1%. One observation (out of
76) is left out because a year-specific binary variable predicts failure
perfectly. Regional dummies are not included in the estimations because
12 of them (out of 16) have to be omitted due to perfect collinearity.

35


https://onlinelibrary.wiley.com/doi/abs/10.1111/puar.13282

This is a pre-print of an article published in Public Administration Review. The final version is
available online at: https://onlinelibrary.wiley.com/doi/abs/10.1111/puar.13282

Figure 1: Indicators of concentration in the Spanish private water market, 1995-2019

Hirschman-Herfindahl Index (HHI)
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Source: Own elaboration.

Note: The HHI has been computed as the sum of the squares of market shares of all firms
operating in the private water industry. CR1 represents the market share of the leading
firm, while CR2, CR3 and CR4 represent the market share of the second, third and fourth
leading firms, respectively. Market shares have been computed based on the number of
municipalities supplied by private firms.

36


https://onlinelibrary.wiley.com/doi/abs/10.1111/puar.13282

