Scottish Enterprise Economic Impact Guidance


Optimism Bias in Strategic Infrastructure Projects

	Optimism bias is the tendency for those involved in projects, as funders, managers or beneficiaries, to be too optimistic in terms of forecasting project costs, scale, timing and benefits.  Accordingly, advice is that in any appraisal an optimism bias adjustment should be made. This will probably reduce the forecast benefits over the expected duration of the project. However, SE’s experience is that this is a complicated issue.  Accordingly optimism bias adjustments are not necessarily as straightforward as traditional guidance would imply. Advice should be sought from the Appraisal & Evaluation Team before making any such adjustments.

This guidance note deals with optimism bias in strategic infrastructure projects. A companion note deals with optimism in non-infrastructure developments.


Why is Optimism Bias Important?

Appraisals, and many evaluations, include forecasts of such things as employment and GVA over the impact period. There is a view (for example articulated in the Treasury Green Book
) that beneficiaries and those involved in project development:-

· Underestimate costs;

· Underestimate the time taken to develop a project and for it to begin to deliver impacts; and

· Overestimate the net impacts. 
Unless this tendency to be optimistic is factored into appraisal work there is a danger that decision makers will be provided with information that results in their assuming that the eventual impacts will be greater than will be the case. 
This paper reflects on the extent to which SE’s Business Infrastructure (BI) programmes may have been over-optimistic in their target outputs in the past. This experience can then be drawn on to inform   assumptions underpinning optimism bias adjustments in future BI project appraisals. The focus is upon SE’s strategic infrastructure projects, essentially defined as large scale projects involving considerable resource commitment which are often intended to have a transformational impact either spatially or for a particular industrial sector or activity.
Project Costs

Within SE it is not usual to apply any optimism bias adjustments to project costs.  This reflects SE’s project approval processes. Generally projects are approved with a set budget.  The absolute and relative impact metrics, such as the impact ratio and cost per job, are then calculated on the basis of these approved costs.  If project costs exceed the approved budget then projects generally will apply for re-approval through the submission of a change request.  If the increase in costs is judged to be sufficiently large then a reappraisal, recalculating the impact metrics, will be carried out.  It may also be the case that cost increases result in the impacts arising later than originally planned.  In these cases the benefit timescales would also be adjusted.  As the GVA and employment impacts will be adjusted in the light of changes to timescales, this is explicitly taking account of changes to the time taken to realise project benefits. 

Gross or Net Adjustments?

In most cases optimism adjustments are made to the net impacts: usually GVA and employment.  If they are made to the gross impacts then, after the additionality adjustments have been made to arrive at net figures, the calculated impacts should be identical to the ones that would have been derived had optimism adjustments been made to the net figures. Thus it should make no difference to the net impacts when optimism adjustments are made.  However, there may be instances when it is felt worth highlighting the impact of potential optimism on the forecast impacts. In these cases optimism may most usefully be reported at the gross stage. This will avoid its potential effect being lost when included with the other additionality adjustments.  Again, advice should be sought from the Appraisal & Evaluation Team before making any such adjustments.

Why Are BI Project Developers Too Optimistic?
Optimism can relate to many things that are often interrelated:-
· Costs: generally underestimating project costs because of such factors as unforeseen remediation works or site assembly costs, resulting in higher public expenditure or reduced project scales;
· Scale and timing: overestimating the scale or speed of development and investment; and
· Impacts such as jobs and GVA: overestimating economic outcomes as there has been over-optimism over such things as project scale, timing and demand.  
Some examples, drawn from a review of SE’s strategic BI programmes, are discussed below.  One important distinction to make in assessing optimism adjustments is between:-
· Publicly financed buildings, that is where SE is paying for a building; and
· Privately financed buildings: where SE waits for the private sector to construct buildings, with SE having made initial investments in such things as land assembly, remediation and site servicing.  
SE has followed both development models over the last two decades, often financing a first building to demonstrate the opportunity for subsequent private sector build out.  The evidence points to an unchanging unwillingness from the private sector to develop non-standard commercial buildings such as incubator, R&D/innovation and multi-occupancy space.  This is because of the lower returns and greater risk and uncertainty inherent in these developments.  In its turn this reflects such factors as shorter leases, poorer covenants and lower net: gross floorspace ratios.

If, therefore, the BI project is about encouraging private development of non-standard commercial buildings, rather than direct public provision of it, appraisers should be alert to the high likelihood of (perhaps considerable) over-optimism.
SE’s Strategic BI Experience

SE has considerable experience of developing strategic BI projects and therefore now has a body of evidence that can be drawn on when applying optimism adjustments.  What this shows is that each case tends to have unique features and, even when a project is 100% funded by the public sector, there can still be delivery delays.  For example:-
· In a joint venture project the only construction undertaken was by the public sector. One consequence was that by 2013 the development had achieved only 20% of the economic activity originally envisaged.  However, the public sector build was delivered to time;
· In another project, totally financed by the public sector, only half of the floorspace originally planned was created at double the cost and a year late; and

· Other major long-term BI programmes reliant on private sector build-out or operation have also exhibited over-optimism at the approval stage when compared to subsequent performance. 
Why Have SE’s BI Projects Been Over-Optimistic?

Common reasons for over-optimism appear to be:-
· Macroeconomic: not expecting the recession and slow growth from 2008 onwards which has had a major impact upon companies, developers and economic development projects;
· Sectoral: over-optimism about demand, often in sectors where the route to market can be very lengthy in part due to the need to get regulatory approval for products.  It may also be the case that the potential market opportunities for Scottish companies are poorly understood;;
· Private developers: overestimating the appetite of private developers for “non-standard” space such as incubators, R&D/innovation, and multi-occupancy properties; and
· Scale and complexity: while bespoke single building projects can be delivered to plan over short timescales, major complex programmes (typically involving the development of a strategic site with several commercial buildings and owners/partners and funders) can end up many years behind original schedules. 

In addition to these SE specific factors the general reasons outlined above are also applicable.
Optimism Bias Adjustments

Guidance on infrastructure optimism bias provided by the Treasury is now rather dated and tends to focus upon optimism related to the costs and timing of developments rather than the benefits 
. Given this, SE’s approach is to draw on its own experiences. Thus project appraisers should consider applying higher levels of optimism bias (over 50% and possibly up to 90% in some cases) to BI projects in cases where:-
· The development is of a large scale and complex;  ;  
· There is a greater reliance upon private developers/investors to finance “non-standard” commercial developments; and
· There are uncertainties in the wider demand and economic context such as the sectoral demand underpinning the development, the macroeconomic outlook and the confidence of the private development sector.
Where projects are discrete and financed by the public sector, optimism adjustments of 0-40% are likely to be more appropriate.

Regardless of project specifics, the advice of the Appraisal & Evaluation Team should be sought before making any adjustments
As more evidence is gathered by SE then these rule of thumb adjustments cn be replaced by ones derived from SE’s experience of tracking projects through from appraisal to evaluation.  In this way decision makers will be able to make decisions based on evidence as to past optimism.
Need More Help?

For further information contact:-
Suzanne Fleming, 0141-228-2062

Suzanne.fleming@scotent.co.uk 

� See:-


�HYPERLINK "https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/220541/green_book_complete.pdf"�https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/220541/green_book_complete.pdf�


where it is stated that there is a “demonstrated systematic tendency for appraisers to be over-optimistic about key project parameters”, p. 85.


�� HYPERLINK "http://www.parliament.vic.gov.au/images/stories/committees/paec/2010-11_Budget_Estimates/Extra_bits/Mott_McDonald_Flyvberg_Blake_Dawson_Waldron_studies.pdf" �http://www.parliament.vic.gov.au/images/stories/committees/paec/2010-11_Budget_Estimates/Extra_bits/Mott_McDonald_Flyvberg_Blake_Dawson_Waldron_studies.pdf�
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