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More Headaches
than it’s Worth

Assessing privatized and semi-privatized waste
collection

Executive Summary

In the search for cost reductions, a number of Canadian municipalities have
turned to the promise of privatization for their garbage collection services.

This study reviews econometrics studies of privatization and semi-priva-
tization of solid waste collection in the U.S., the UK, the Netherlands, Spain,
Sweden, Ireland, and in Canada. The conclusion of decades of empirical re-
search is that there is no clear connection between private waste collection
and cost reduction. When all the relevant factors are included, it appears
that privatization is often more of a headache than it’s worth.

What’s the number one reason U.S. city managers cite for reversing a de-
cision to privatize services? Insufficient cost savings. In solid waste collec-
tion, studies reveal that any initial cost savings tend to diminish over time,
and that cost savings have become increasingly less likely.
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There are two main reasons why private waste collection fails to reduce
municipal costs:

1. A widespread lack of competition; and

2.Large and often unaccounted for administrative costs from dealing
with private firms.

Multiple studies have shown that a lack of competition can undermine
cost savings from outsourcing. Researchers have found that a low number
of bidders increases the chances of collusive behaviour and decreases the
likelihood of a low-cost bid, while a higher number of bidders is associated
with more cost savings. Municipalities have reported spending an excessive
amount of time and resources trying to respond by stimulating and sustain-
ing what little competition there is.

The key conclusion from an overview of existing studies: privatization
of public services creates quasi-markets composed of only one buyer and
few sellers. For a service like solid waste collection, competition is limited
to being for the market, not in the market, because once a firm has secured
a contract with a municipality, it is freed from direct market competition.

This study concludes that any government that opts for privatization or
semi-privatization commands greater control over cost efficiencies if they
nurture their own in-house expertise. Maintaining crews, equipment, and
public institutional know-how signals to contracted firms that opportun-
istic behaviour may be met with the loss of business because service de-
livery can be readily resumed by the municipality. Decades of experience
with privatization have shown that such opportunistic behaviour is wide-
spread and remains a real concern for local governments, especially in the
absence of strong competition.

Introduction

Traditionally, municipal public services — such as waste management, road
maintenance, water treatment, emergency services, parks and recreation
management — have been provided directly by government employees. But
for several decades, some jurisdictions have been taking these services out of
public control and paying profit-motivated businesses to do this work instead.
Waste collection is one of the public services most often targeted for pri-
vatization, and many such experiments have been carried out across North
America and Europe. How do these experiments inform the assump-



TABLE 1: Is Private Waste Collection Cheaper?”t

Yes (1)

Dijkgraaf and Gradus (2007)

“Private waste collection is cheaper if study found statistically
significant (below 10% level) negative coefficient to waste costs

No (12)

*Domberger, Meadowcroft & Thompson (1986)
Dublin & Navarro (1988)
*Szymanski & Wilkins (1993)
Callan & Thomas (2001)
*Dijkgraaf & Gradus (2003)
*McDavid (2001)

Ohlsson (2003)

Bel & Mur (2009)

Bel & Fageda (2010)

Bae (2010)

Dijkgraaf & Gradus (2013)

because they did not account for the effect of competition

* Lower costs associated with contracting out explained by

competition, not ownership

Source: Bel, G. et al (2010), and author’s additions

tion that turning waste collection over to for-profit firms is a one-way road
to savings? Are there advantages to maintaining at least some government
involvement in service delivery? This paper reviews the academic literature
to answer these questions (see Appendix).

Little Evidence of Savings

The main argument that local governments invoke when considering pri-
vatizing public services like residential waste collection lies in its potential
to reduce costs. But does the promise live up to reality?

Over the past 35 years, the academic literature has been much more like-
ly to not find empirical support for the assertion that private waste collec-
tion reduces municipal costs. When accounting for the effect that competi-
tion can have on collection costs, 12 of the 13 studies published since 1980

More Headaches than it’s Worth

t Two studies - Tickner & David (1986) and Reeves and Barrow (2000)
- found private waste collection to be cheaper but were not included



have found no significant connection between private contracting and low-
er waste collection costs (see Table 1).

In 2010, researchers published a meta-analysis that incorporated the
data from each of the 19 econometric studies on the cost of public versus
private waste collection published to date. It is the largest, most compre-
hensive, and authoritative study to date on the topic. Their analysis of the
entire data set found the evidence for cost savings from privatization to be
decidedly ambiguous: there is no clear relationship between private pro-
duction and lower solid waste collection costs.!

While there are certainly cases where privatization has meant lower
costs, the combined data set shows that such an outcome is far from guar-
anteed. There are several other variables involved that strongly influence
the outcome.? For instance, the study found that cost savings from privatiz-
ation were less likely to be found in the U.S. and that cost savings were less
likely to be found in more recent studies. Some evidence of publication bias
was detected: studies were more likely to be published if significant savings
from privatization were found.

The source of any savings from private waste collection may also be of
concern. While some researchers claim the savings delivered by private firms
is due to their superiority at increasing productivity through technologic-
al improvements as well as their more flexible labour practices,? other re-
searchers find that the savings are due to paying workers significantly low-
er wages and using outdated equipment.4

Eroding Savings

Insufficient cost savings is the most frequent reason city managers give when
they reverse their decision to outsource and bring service delivery back into
public hands.> When cost savings are achieved by contracting out, evidence
shows they tend to shrink over time.® Whether because the contractor’s price
rises? or public delivery becomes more efficient,® studies show that the sav-
ings of taking public service delivery out of public hands erode over time.

Interviews with a dozen city managers in the U.S. who had contracted
out a service found that only half could claim any cost savings after just four
years.? Similar difficulty in maintaining initial gains over the first few years
of a contract was found in the UK. In Spain, only the newly signed private
contracts showed lower costs than public service delivery."



TABLE 2: Competition in U.S. Public Services

Overall Residential Waste Collection

Average # of alternative suppliers 1.7 2.6

Source: Hefetz, A. and M. Warner (2011), p.10, 23

This erosion of cost savings over time may also explain how more recent
studies have found less of a link between privatization and reduced costs
than older studies.

Lack of Competition

Private ownership can often be conflated with competition. But private
ownership doesn’t necessarily entail competition and competition doesn’t
necessarily entail private ownership. When empirical investigations of waste
collection began to separately examine the two variables in the 1980s, the
findings showed that competition, not ownership, was the factor that most
explained cost savings. Instances of local governments subjecting their resi-
dential waste service to a competitive tendering process and then awarding
the service to their in-house department allowed the two variables — com-
petition and ownership - to be analyzed separately.

A well-known study* and a follow up review with a larger data set both
found that the cost of public or private delivery was essentially the same
if competitive tendering had been done. That is, municipalities achieved
roughly equivalent cost reductions whether the winner of the competitive
bidding process was a private or public entity.*

Similar conclusions that competition is much more important than owner-
ship in explaining costs have also been found in studies of waste collection
in the Netherlands® and Spain.*

The privatization of public services creates quasi-markets composed of
only one buyer and typically few sellers.” For a service like solid waste col-
lection, the municipality acts as the sole buyer. It is essentially a natural
monopoly, since it is prohibitively expensive for each resident to individ-
ually contract with different garbage companies. Here’s the important dis-
tinction: competition is limited to being for the market, not in the market,*®



TABLE 3: Market Share and Concentration Indices by Population in Spain and the Netherlands

Market Share of Largest Private Market Share of Four Largest Hirschman-Herfindahl Index
Firm Private Firms

Spain 52% 86% 0.326

The Netherlands 36% 85% 0.231

Source: Bel, G. et al (2010).

because once a firm has secured a contract with a municipality, it is freed
from direct market competition.

Diminished competition is the preferred outcome for private businesses
bidding to win a lucrative waste collection contract. A competitive market
is bad for business, as it compels companies to shrink their profit margin in
order to stay in the game. A monopolistic market, where firms have the mar-
ket power to command prices far above production costs, is preferred by the
private sector. So it is in the self-interest of private companies to undermine
competition through absorbing, repelling, or colluding with competitors.»

A typical residential waste collection market in the U.S. has fewer than
three competitors (see Table 2).° While there is no agreed upon definition
about what qualifies as competitive or how many bidders it takes to indicate
a competitive market, some researchers note that it is commonly understood
that to have a minimum level of competition requires at least three bidders.*

The lack of potential bidders is also reflected in the substantial market
concentration. For instance, an analysis of the market in Spain found it to
be an oligopoly, as four firms were responsible for collecting 86 per cent of
the country’s solid waste (see Table 3).* A study of Dutch municipalities
found the top three firms controlled 50 per cent of the market nationally,
while by province, three firms typically controlled upwards of 85 per cent.

There are no studies calculating the concentration of the market in the
U.S., but three firms are said to dominate — Waste Management Inc., Allied
Waste Industries, and Republic Services — with one firm typically control-
ling any one particular market.?* Such high levels of market concentration
have also been documented in the UK* and are said to constitute a broad
trend toward monopoly in the market.?

Competition in the waste collection market is differentiated by geograph-
ical region. Specifically, competition is found to be especially deficient in
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metropolitan and rural areas. For instance, an analysis of the waste sector
in Catalonia, Spain found that the large, urban municipalities were “high-
ly oligopolistic,” as they were almost the exclusive territory of the three lar-
gest firms in the region. These municipalities were found to have a Hirsch-
man-Herfindahl index, a commonly used metric of market concentration,
of 0.439, whereas the Federal Trade Commission and the U.S. Department
of Justice defines 0.18 and above as highly concentrated.”

In small, rural municipalities, the researchers found that local firms tend
to monopolize the market as very few, if any, other firms participate in suc-
cessive bids for the contract.?® The physical characteristics of a waste market
can dictate which businesses are able to compete and be profitable. While
the small size and sparseness of rural areas present difficulties, so, too, does
the complexity, denseness, and large size of urban cities.®

Without sufficient competition, firms have more market power to be able
to dictate prices above where they would be from a strictly cost perspective.
Multiple studies have shown that a lack of competition can undermine cost
savings from outsourcing.>®° Researchers have found that a low number of
bidders increases the chances of collusive behaviour and decreases the like-
lihood of a low-cost bid,** while a higher number of bidders is associated
with more cost savings.>

Municipalities have reported spending an excessive amount of time and
resources trying to respond by stimulating and sustaining what little com-
petition there is.3 When competition is not able to generate low-cost bids,
municipalities must expend costly administrative resources in attempts to

acquire costing information by other means.3

High Cost of Contracting Out

Another key reason why cost savings have proven so difficult to achieve from
privatization is due to transaction costs. Contracting with an outside firm
requires public officials to prepare a contract, manage the bidding process,
implement the contract, and oversee the winning firm’s activities to ensure
the conditions of the contract are met.

Even if a private firm succeeds at being more efficient, any cost savings for
the municipality can be overwhelmed by transaction costs. Some research-
ers have estimated that transaction costs can add up to 25 per cent of the
cost of a contract. The full extent of these costs is often not accounted for
when public officials assess the financial case for contracting out.3¢



Three aspects of transaction costs have proven to be particularly im-
portant in public service privatization: monitoring, contract development,
and market management. After insufficient cost savings, the second most
common reason why governments re-internalize public services is unsatis-
factory quality of service.?” To increase profits, private firms have an incen-
tive to reduce costs at the expense of quality.® To guard against a decline
in quality, it’s critical that local government monitors each firm’s activities
and its adherence to the contract.*

Designing effective contracts can be a challenging task. Past experien-
ces with contracting out municipal services show it can be difficult to bal-
ance crafting a contract that is not too vague but one that is also not overly
specific. A contract that is not specific enough exposes the local govern-
ment to a host of problems, as the expectations of the firm and those of the
government may differ significantly around service delivery.* Worse, con-
tract vagueness offers the potential for abuse by opportunistic businesses.*

At the same time, local governments require a certain amount of flex-
ibility in order to meet the changing needs of citizens. Contracts that are too
rigid can prevent governments from being able to adapt.* In waste collec-
tion, for instance, citizens might prioritize less garbage creation through in-
creased diversion yet find their government contractually obligated to main-
tain current operations. Even with seemingly simple services, the task of
designing an appropriate contract and ensuring the firm meets its stipula-
tions can be exceedingly difficult and not necessarily cheap.

City officials may have to not only oversee the activities of a specific
contractor but also the wider market. A regular concern of municipalities
contracting out is ensuring sufficient competition. Surveys of local govern-
ments have found that considerable attention of public managers is given
to creating, sustaining, and growing competition.® Strategies include act-
ively seeking out and pursuing potential vendors, encouraging vendors to
bid, nurturing rather than dropping poor performing contractors, design-
ing contracts in such a way as to discourage monopolization by a single pro-
vider, or directly increasing competitive pressures by re-internalizing all or
part of the service.#

These efforts have been shown to require a real investment of the local
government’s administrative resources 4 and can be more time-intensive
than other forms of transaction costs.“¢



Mixed Delivery and Other Alternatives

Despite its enthusiastic promise, experimentation with privatization has
been hit and miss, leading many jurisdictions to re-think the promise behind
the theory. Over the past decade or so, local governments have increasing-
ly adopted new types of service delivery that do not rely entirely on either
in-house or private firms.

Some research has suggested that dual public-private service delivery
can be cost effective. Using a regression analysis based on a large sample
of U.S. municipal data, a study showed that services jointly delivered by in-
house departments and private contractors were associated with a reduc-
tion in municipal costs.#” A Canadian study found that mixed systems had
lower than average costs.“®

Unfortunately, since then there has been a lack of similar empirical re-
search attempting to measure the economic performance of mixed delivery
systems. Research on mixed delivery has, instead, tended to focus on docu-
menting its increased importance in how public services are being deliv-
ered,” the stated rationale for why municipal governments choose mixed
over a “pure” type of contract, >° or how the effectiveness of the privately de-
livered aspects of the service compare to those delivered by a public agent.5

Mixed delivery has been characterized as a way for municipalities to cap-
ture the benefits of increased competition while also curtailing the short-
falls of complete privatization. As noted above, the main reason privatization
fails is because it doesn’t ultimately reduce a municipality’s expenditures.

Maintaining a level of direct involvement gives the municipality two im-
portant tools that can address this shortcoming: a credible threat to re-in-
ternalize service production and direct information about production costs.
Maintaining crews, equipment, and public institutional know-how signals
to contracted firms that opportunistic behaviour may be met with the loss of
business because service delivery can be readily resumed by the municipality.

Decades of experience with privatization have shown that such oppor-
tunistic behaviour is widespread and remains a real concern for local gov-
ernments, especially in the absence of strong competition. Eroding com-
petition, as well as cost savings, can also be addressed. The flexibility to
be able to re-internalize the contracted out aspects, if need be, enhances
a municipality’s bargaining power and can maintain the pressure on pri-
vate contractors to perform well or lose business. As one U.S. city manager
explained, the city’s involvement in service production alongside private
firms “kept them honest.”>



Similarly, the continued involvement of the municipality in service pro-
duction provides it with direct, independent, and ongoing knowledge of
production costs. The municipality can use this information to better as-
sess the credibility of private firms’ bids and changing costs. Local govern-
ments have noted that there have been attempts by contracted companies
to renegotiate the terms of the deal based on unexpected or higher than an-
ticipated costs. They have also noted tendering processes that do not attract
low-cost bids. Mixed delivery has the potential to address these problems
and curtail the costs involved.

It is the ability to benchmark the cost of private contractors that research-
ers conclude help to explain the association of mixed delivery systems with
lower expenditures. In the Dutch residential waste collection market, re-
searchers found that when a public firm was operating in a market, private
firms in the surrounding area tended to operate more cost effectively. The
opposite was also true: without the presence of a public firm, private oper-
ators tended to inflate their costs.>

While research points to the benefits that can be accrued from a mixed
approach, more empirical research is required to determine the optimal level
of private involvement or competitive bidding. Do cost savings increase as
more of a municipality’s services are put out to tender? What share of a muni-
cipality needs to be serviced by in-house employees for the two key lever-
ages of a mixed-system — the threat of re-internalization and costs bench-
marking - to be effective? These questions remain largely unanswered by
the academic literature. For contractors to believe the government depart-
ment poses a serious threat to their business, it stands to reason that the
public service should have a sizeable involvement in the market. As well,
the comparability of the government departments’ cost figures to those of
private contractors would be bolstered if the two were operating in similar
types of jurisdictions.

Conclusion

The idea of private waste collection may sound appealing to some. But in
reality, it has proven to have limited success and, given the amount of mon-
itoring associated with trying to make private waste collection work for the
public good, it may be more of a headache than it’s worth. In general, lo-
cal governments are primarily seeking to reduce their costs by contracting
out service delivery. In residential waste collection specifically, these sav-



ings are far from guaranteed. Decades of empirical research from jurisdic-
tions across North America and Europe show no clear connection between
private waste collection and cost reductions. Moreover, cost savings appear
to be increasingly less likely.

The two main reasons why private waste collection fails to reduce mu-
nicipal costs: (1) a widespread lack of competition, and (2) large and often
unaccounted for transaction costs. Research shows, for instance, a broad
trend in the waste collection market toward private oligopolies, where mar-
kets are heavily dominated by just a few firms.

In the absence of the political will to completely return the delivery of
such vital public services into public hands, the difficulties with waste collec-
tion privatization suggest that municipalities may benefit from maintaining
a significant in-house presence in the market alongside private firms. This
mixed delivery system has been shown to be associated with lower munici-
pal costs than a fully privatized system, but there is insufficient empirical
evidence to conclusively say it is the most cost efficient option.

The research points to two important leverages that mixed-delivery mod-
els provide municipalities that can be used to address problems with pri-
vatization. Mixed-delivery models can provide the local government with
greater control over the specifics of the contract terms and can also enable
governments to more readily re-internalize collection if the political will
exists. Both of these conditions can increase competitive pressure in the
market, reduce transaction costs, and drive public sector efficiencies.

Appendix

Since 1965, there have been 21 studies that have used multivariate regres-
sion techniques to compare the cost of public and private delivery of solid
waste collection. Most of these studies do not examine a municipality’s costs
prior to and following privatization. Instead, they analyze a large database
using statistical methods to compare the cost of municipalities that keep
service delivery in public hands and those that contract out to private busi-
nesses. These statistical analyses require researchers to control for a range
of variables that may affect delivery costs, such as frequency of waste pick
up and the amount of garbage collected.

Several studies have found a statistically significant relation between pri-
vate delivery and lower municipal costs. But these studies have major lim-
itations. Four of the studies are more than thirty five years old. Two others



did not account for the impact of tendering.% That is, did private ownership
lower the costs or was it the competition between those vying for the con-
tract that drove costs down? Without accounting for the impact of compe-
tition, the studies could very well have credited private ownership for indu-
cing cost savings that were, in part or entirely, due to competition.

Studies have also been faulted for failing to fully account for the various
public administrative costs imposed on municipalities from contracting with
outside firms — costs which must be included for comparisons to be accurate.
Not including this variable biased the findings against in-house delivery.5

Recently, researchers have found evidence that previous studies did not
adequately control for the differences between municipalities being com-
pared.s®

As studies have begun drawing on larger databases, using more sophis-
ticated econometric methods and including more variables in their analy-
sis, previous conclusions about lower costs from private contracting are be-
ing cast into serious doubt. In fact, the four most recent empirical studies,
which analyzed municipalities in the U.S., the Netherlands, and Spain, found
that private residential waste collection is not associated with lower costs.>
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