Scottish Enterprise Economic Impact Guidance


Economic Impact Assessment for

Appraisal, Monitoring and Evaluation

A Guidance Overview
	This Guidance outlines the approach that Scottish Enterprise takes, and wants others to take, to the assessment of the economic impacts of its interventions. This overview provides a broad, general, introduction. More specific guidance is then accessible through a number of links to the detailed information sheets.


Introduction

The purpose of this Guidance is to outline the approach that Scottish Enterprise (SE) takes to assessing the economic impact of its interventions through:-

· Appraisals, undertaken at the project approval stage and which make use of forecast data to estimate impacts;

· Evaluations, that are undertaken once a project has been implemented and can draw on actual performance data; and

· Monitoring that is undertaken between the appraisal and evaluation processes. This   involves the systematic collection of data so that progress towards target and objective attainment can be tracked.  

The overview given below and the associated links to the detailed information sheets indicate that assessing the impact of interventions can be complex and quite technical.  As assessments can be based on a large number of assumptions, it needs to be recognised that they provide the best assessment of impacts using the evidence available at the time they are undertaken.  Accordingly such assumptions should be clearly set out so that impacts can be reworked if new evidence becomes available.
Additionality
The language used in the economic impact assessment process, as well as often falling into jargon, tends to change over time.  At one time additionality was defined as the proportion of impacts that would NOT have occurred without public sector support.  This is effectively the converse of impact deadweight (that is the proportion of impacts that would have occurred had no public sector support been provided).  In other words, where deadweight and additionality are stated as a proportion (and, in principle, both could take any value between 0 and 1) then:-

Deadweight   = (1 - Additionality)

Additionality   = (1 - Deadweight)
Using this definition when additionality was one (absolute additionality) then deadweight was zero.  
However, additionality is now generally used (and is used in this Guidance) to refer to the combination of factors applied when converting gross to net impacts.  Thus additionality includes such factors as deadweight, displacement, leakage and the multipliers.  It is therefore now used as a generic rather than a specific term.  In this SE is following wider impact assessment practice as used, for example, by the Department of Business Innovation and Skills.
  
Language
Throughout the guidance attempts have been made to use language that non-technical people will understand.  Impact assessment, like any other technical area, has developed its own jargon.  Some of this is inevitable.  For example, it is hard to avoid using such terms as deadweight without getting into lengthy explanations that could potentially confuse rather than enlighten. 

However, attempts have been made to avoid using some of the other terms that can become barriers to understanding.  For example, the literature often talks about ex-ante (before the event) and ex-post (after the fact).  For economic impact assessment purposes it is more understandable if the terms appraisal (trying to estimate the impacts of an intervention before it takes place) and evaluation (estimating impacts after the intervention has been implemented) are used. 
Objectives and Target Audience

The aim of this Guidance is to ensure that any assessment of the impacts of SE’s interventions is undertaken in a consistent and transparent way.  This will then enable the impacts of different types of interventions to be compared, with the confidence that the comparison is valid in so far as similar approaches and assumptions have been made.

There are a variety of audiences for the Guidance:-

· Consultants whom SE commissions to undertake work on its behalf;

· SE’s Appraisal and Evaluation Team;

· Operational staff who are developing projects and who could find the outline of the approach taken useful in informing their thinking and influencing project development and implementation in order to increase economic impacts; and

· Partner organisations who may be interested in learning from the approach taken by SE in assessing the impact of its interventions or in simply comparing it to their own approach.
Guidance Structure

This note gives an overview of SE’s preferred approach to impact assessment, giving details of the key concepts and approaches.  Where further details are needed, either because the reader is interested or there are insufficient details in this overview, links are given that can be followed to the various supporting information sheets.  These provide the detail technical guidance and justification.  

As part of the Guidance a Glossary (1) has been produced, which succinctly defines various aspects of the terminology used. This is not intended to be an alternative to the detailed information sheets but a complement to them. 

Given that the process of assessing economic impacts has a number of elements, the Guidance includes a Summary Checklist (2) of the stages of the various processes. This can be referred to as necessary in order to ensure that the key adjustments have been made.
Is an Economic Impact Assessment Always Appropriate?

It is not always the case that all of SE’s interventions require a quantitative economic impact assessment, or that a quantitative assessment is appropriate.  There may be instances, for example at the appraisal stage, where the characteristics of the beneficiaries are not known, or where a meaningful and robust evidence base does not yet exist.  In such instances attempting to provide a robust and sensible quantitative justification for a project will be so difficult, or just not possible, that it should not be attempted.  This does not mean to say that there will be no economic impacts from the intervention, just that it is not possible at the appraisal stage to be definitive about these.  In such instances a qualitative outline of the expected benefits should be given.  Guidance on these instances is available
.

The Scope of the Guidance

The approach that SE has adopted to the assessment of the impacts of its interventions focuses upon the identification of three key factors, the net impacts of interventions on Scottish:-
· Gross Value Added (GVA) (3);
· Employment (4); and

· Two metrics derived from these: the impact ratio (GVA per £1 of SE spend) and the cost of creating a job
.
This is not to suggest that other impacts are not identified and where appropriate the effects on other National Performance Framework indicators should be assessed
.  However, these three are the main reported comparative metrics.  As such, SE’s economic impact assessments tend not to look in detail at the wider implications of interventions, for example the community and social impacts.  Given this, it should be stressed that SE is not undertaking a full “Green Book
” cost-benefit assessment of its activities but a more limited economic impact assessment, albeit that this conforms to the Green Book principles.  Likewise it needs to be stressed that the economic appraisal work undertaken is not synonymous with financial appraisal which is concerned with the financial feasibility of an intervention rather than the wider economic impacts.
The Policy Context

Appraisal, monitoring and evaluation are key steps in the policy cycle.  They provide:-

· The economic justification  for policies, programmes or projects;

· Evidence that these interventions are meeting their defined targets and objectives;  
· The evidence that they have achieved the desired impacts; and

· Learning that can be fed into ongoing policy, programme or project delivery (formative evaluation) or which can influence the development of new interventions.
When appraising projects SE makes use of HM Treasury’s Five Case Model
.  The core of this is the Economic Case and it is on this that this Guidance concentrates.  However, it is important that interventions are justified in a wider strategic context in terms of:-
· There being a sound rationale for the public sector to intervene; and

· These interventions then contributing to the relevant Scottish policy context, in particular the Government Economic Strategy (GES)
.
As such, part of the Guidance looks at the rationale for intervention (5) and the strategic context (6) within which SE operates: the Strategic Case in the Five Case Model.
SE’s Project lifecycle
 contains a wide range of information and guidance on the whole of the project development, implementation and closure processes. This Guidance forms part of the lifecycle and complements it.

The Rationale for Intervention  
The rationale for intervention (5) needs to be articulated so that it is clear why SE is becoming involved and why the private sector, alone, cannot take the planned action at the same level, timescale or quality.  If there is no clear rationale then the danger is that there is crowding out of the private sector and public resources are being used to create benefits that would have happened anyway.  Having a clear rationale is not simply something of theoretical concern.  Without a clear rationale there may be considerable deadweight (7) or displacement (8), both of which will result in the net impacts of the intervention being limited.  There are various categories of rationale, including;-
· Equity, where the intervention is justified as the market results in an inequitable distribution of benefits, on a spatial or perhaps a beneficiary basis, which is politically or socially unacceptable; and
· Market failures, where it is felt that, for some reason, the market alone cannot achieve an efficient or as good an outcome.
The rationale should be clearly articulated and evidenced (if possible).

Strategic Fit

As well as there being a sound rationale for intervention there also needs to be policy justification, that is the intervention is being undertaken as it will contribute to the strategic direction for Scotland as articulated in the Government Economic Strategy
 (GES). . measures such as employment, exports and R&D activity.  There is a need for SE’s interventions to demonstrate their contribution to GES and the National Performance Framework, as well as the contribution of projects to SE’s own measurement framework
 This has, as its main priority, the increase in sustainable economic growth.  A key measure of this is GVA along with other National Performance Framework
  Key SE measures include R & D activity, turnover growth, exports, innovation activity and carbon reduction.
In addition SE has several sector strategies that will be relevant to specific interventions.  Appraisals and evaluations should indicate how the interventions are contributing to the attainment of these.
The Intervention Logic Model
The objective of this Guidance is to enable the impact of SE’s interventions to be estimated.  To understand how impacts arise, the intervention logic model (9) is useful.  The trajectory of SE’s interventions will generally be as follows:-
· SE first makes an input to a project.  This will be in terms of such tangibles as finance and staff.  In projects involving other public sector partners, all public sector costs and inputs in kind should be identified;

· These inputs are then used to undertake activities and this then results in outputs, for example the numbers of companies who attend an event or are given advice and support.  These can be seen as the immediate benefits of support and can be measured quantitatively or qualitatively;
· This then results in outcomes: for example attendees at events change their behaviour in some way or start to do something new so that, for example, there is an increase in output.  These are also known as the intermediate benefits of support; and

· There are then impacts: that is an increase in net GVA and/or employment.

SE is generally interested in the impacts of its interventions which are the focus of this Guidance. The intermediate stages (outputs and outcomes) tend to be the focus of monitoring and essentially involve the collection and collation of management information.  However, systematic collection of information about these intermediate stages will facilitate the eventual impact assessment. 

Assessing the Impact of SE’s Interventions – an Overview
When SE intervenes in the market the assumption is that this results in activities happening that would not otherwise take place, or that these activities take place at a great scale, faster or are of better quality than would otherwise be the case.  The expectation is that this is positive: from an economic perspective there is turnover and/or jobs growth which results in additional Gross Value Added (3) (GVA) and employment (4) that would otherwise not occur within Scotland.
The key to identifying this additionality, converting gross to net impacts, is to look at what has happened (or is expected to happen) as a result of SE’s intervention (the “with project” scenario or the “intervention option” as it is described) and then compare this to what would have happened (or is expected to have happened) without SE’s support (the “without project” scenario or the “reference case“).  The difference between the two is the additionality of SE’s intervention and is mainly accounted for by five factors:-
· Deadweight;
· Displacement;
· Leakage; 
· Substitution; and

· The multiplier.
Deadweight (7) is the extent to which SE’s interventions are not resulting in any additionality: for example, SE supports a company but the company does exactly what it would have done without the support.  In such a case deadweight is 100% as the outcomes and impacts would have been exactly the same if there had been no SE intervention. 
Displacement (8) is the negative impact that support by SE has upon other companies that are not supported.  For example, if SE supports a company, so that it becomes more competitive and increases its market share, then this may result in other companies in Scotland, producing similar goods and services, losing market share.  The net effect is that growth in the Scottish economy is less than it would have been had all competitors been based outside of Scotland.
Leakage (10) is the proportion of the impact of an intervention that benefits economies outwith Scotland.  For example SE may support a company to develop a new product, some of which is manufactured outwith Scotland.  Generally a surrogate for leakage is the proportion of staff supported by an intervention who work outside of Scotland.
Substitution (11) occurs when a company deliberately stops doing an activity to take advantage of public sector financial support.  The commonest examples probably relate to labour market subsidies when, for example, a company may recruit from a particular group (for example the long term unemployed) as it can benefit from a wages subsidy.  In such instances this may result in someone else who does not fall into this target group being denied a job.  However, as substitution is generally seen as being a minor issue, SE’s guidance is that it should be ignored unless there is strong evidence to the contrary.
The multipliers (12) measure the knock-on effects associated with the support provided by the public sector.  This takes two main forms:-

· The indirect impacts on the supply chain as additional economic activity requires additional inputs (supplies) from other companies (the Type I multiplier); and
· The induced impacts (in directly assisted companies and the supply chain) as a consequence of the intervention result in wider economic impacts as employees spend their income (the Type II multiplier that combines the indirect and induced effects
).
Generally in the gross to net calculations the leakage and substitution adjustments are minor.  The other three factors tend to predominate.  For example, analysis of over 280 evaluations found that, at the regional level, the median estimate for deadweight was 43% and for displacement 25%.  In contrast the median leakage estimate was 5% whilst substitution was 0%.
.
Calculating the Additionality Parameters

SE has developed a standard question set (13) which should be used to gather the values for deadweight, displacement, substitution and leakage.  Generally the multipliers used are those produced by the Scottish Government and published in the Input-Output tables
, with the appropriate multiplier being selected based on the company’s Standard Industrial Classification (SIC) registration at Companies House
.  If this is not available then the appropriate sector should be chosen based upon the company’s main activity.  There may be instances when the standard multipliers may be adjusted as it is felt that the company is atypical of the sector.  For example, it may be felt to make greater or lesser use of local suppliers.  The standard question set contains questions that ask companies to estimate the proportion of supplies sourced within Scotland.  Details of the adjustment process are given in the multipliers section of the Guidance.
Impact Template
SE has an Excel GVA calculator (14) that has been set up to calculate the impacts of a company based intervention. All the user needs to do is to input the additionality metrics derived from the standard question set (13) and the company specific data. The gross and net impacts will then be calculated. This can be modified as necessary, given that it may be too complicated for some interventions.
Other Comparability Factors
The above outlines in very broad detail the key concepts involved in identifying the additionality of SE’s interventions and those of other public sector agencies.  However, if impacts are to be comparable across interventions there needs to be consistency in the treatment of a number of other factors.  These fall into three categories:-
· Those cross-cutting factors, such as the period over which impacts are assessed  (15) and benchmarking (16) of impacts, which are important in putting the impact of specific interventions in context;
· Factors that are relevant to particular types of interventions.  These include, for example, ones that have, as an outcome, the generation of research income (17) to Scottish organisations and the treatment of projects that generate a revenue stream (18) to SE; and

· Factors that are applicable to property and infrastructure interventions.  These include such things as the use of standard employment densities (19) to estimate impacts and the short term impacts of construction (20).

Each will be dealt with in turn.

Cross-cutting Factors

SE has developed an impact model (21) which draws on appraisal and evaluation evidence to assess the net impact of interventions on GVA over a 10 year impact period (15).  Ten years has been selected as it is a compromise between interventions that may bring short term impacts but then rapidly decay and those such as infrastructure that may only bring benefits over a longer period and therefore have greater persistence.  Using a 10 year impact period does not imply that all impacts last for 10 years.  For example, interventions that are judged to have a short term impact may have no reported impacts for years 4 to 10.  Ten years is simply the reporting template.  Likewise it is the case that interventions that will deliver impacts over a longer time period will have their impacts appraised and reported over this period although they will not feature in the overall model. 
In determining how long an intervention is likely to last such things as the potential survival of a business (either as a consequence of closure or take over) and the product life cycle for new products as well as the life time of an asset (in the case of infrastructure projects ) need to be considered. There are three factors that need to be taken account of: the time taken to deliver impacts, the persistence of these impacts and the time over which they then decrease or decay (22):-
· The time taken to deliver is the time it takes from making the first input (for example spending money) to impacts arising;

· Persistence is the time that these impacts last; and

· Decay is the gradual decrease in impacts over the persistence period as, for example, a once new product gradually loses market share.
Over this 10 year period (or longer if appropriate) impacts are to be reported at milestone years (1, 3, 5 and 10 years) and the net impact ratio reported: this being the net GVA impact per £1 of SE spend.  This is a key benchmarking measure.

However, in reporting monetary (GVA) impacts the emphasis is upon comparability.  To this end it is important that impacts are reported in constant prices (23): that is reporting impacts in values that are comparable as they adjust for the impact of inflation which, over time, erodes monetary values so that £1 in 2014 buys less than it would in, for example, 2008. 

In addition to using a constant price base to ensure that there is comparability, it is important that adjustments are made to reflect the time that the impact stream appears.  This reflects the fact that generally greater value is placed upon impacts that appear sooner rather than later.  To reflect this, future impacts need to be discounted to give Present Values (24).  This normally involves the application of a 3.5% annual discount rate.  The consequence of this is that, for the same GVA impact, greater value is place on this if it comes about in year 1 rather than year 4.  Discounting also enables the costs and benefits that occur at different times to be compared between different types of intervention.
When calculating the impact ratio attempts need to be made to estimate all of SE’s intervention costs.  Often it is only the direct project costs that are readily identified and staff costs (25) and associated overheads are often not included.  To obtain an accurate estimate of the true costs of an intervention these costs should be included.
When undertaking appraisals there may be a tendency for those developing the project and individual companies to be over-optimistic about the scale of the impacts and the time it will take for these to materialise.  Accordingly there may be a need to apply an optimism bias adjustment to forecast impacts, albeit that SE’s evidence is that the extent to which forecasts are always over-optimistic may be overstated.  When the appraisal relates to non-infrastructure projects (26) it may be possible to benchmark   performance against similar companies or projects.  For infrastructure projects (27) there are evidence based adjustments that can be made.  When this is not possible, or when there is no other information available, then a “rule of thumb” adjustment should be made.  However, SE’s evidence base indicates that optimism adjustments are not necessarily as straightforward as is often implied.
SE is increasingly concerned about the equity impacts of its interventions.  For example, will an intervention create jobs for young people or create jobs in an area where unemployment is above average?  These are factors that, although they may not directly influence any decisions, should be noted in any appraisal or evaluation.  
Appraisals and evaluations produce both absolute (£ million of GVA) and relative (cost per job)   measures of impact.  In isolation these can have little meaning as, for example, it may be unclear if creating a net additional job at a cost of £10,000 is good, average or bad.  To set impact metrics in context benchmarking (16) can be undertaken: that is comparing the metrics to ones obtained by similar interventions. 

Particular Types of Interventions

There will invariably be interventions that have atypical features that may reflect such things as the nature of the beneficiary and the design of the intervention.  The Guidance deals with some of the most frequently encountered instances of these.

Some projects that SE is involved in may have as an objective the attraction of research income (17).  If this comes from outwith Scotland then this should be counted as part of the gross GVA impacts of the intervention. 
Support may be given to companies that are not yet producing a sales income; that is pre-revenue (28) companies.  Such companies can, however, still be generating impacts as they are likely to be employing staff and buying supplies, although it can be that the GVA impact, if calculated in the standard way, is negative. In such cases common sense should be used and it may be preferable to base GVA impacts on employee costs alone.
There may also be instances where the project that is being supported is a cost centre (29): that is the site employs staff but does not have a separate profit and loss account as it is part of a larger group.  This means that calculating GVA using one of the standard methods is inappropriate.  In such instances it may be more appropriate to base impact on wages’ costs only. 

There are also instances of interventions where the intention is that there will be an eventual income stream (18) to SE.  Examples include investments that will eventually be realised and infrastructure developments that are intended to generate rental income.  However, often these income streams may be very uncertain.  Accordingly as a general rule the potential for income should be noted but should not be included in the benefit side of the impact calculations.  The exception is VAT on SE owned infrastructure projects when SE has opted to pay VAT that can subsequently be reclaimed.  
Often SE has provided on-going support to projects or companies.  Examples may include companies in which SE has made an initial and then follow-on investments and companies that may have received R&D grant support and then further funding through sources such as Regional Selective Assistance.  These past costs are referred to as sunk costs (30).  At a minimum they should be clearly identified.  There may also be instances when they should be included in any impact calculations, especially when calculating impact ratios.  Examples of this may be instances where support is being given to realise the benefits of past investments, for example taking a product that has been developed through R&D support into production.  In this instance, to ascribe all the turnover benefits to the last intervention would overestimate the cost to impact ratio.  
In many projects (although not all) SE will be one of a number of public sector partners.  The danger is that when impacts are estimated all partners then “claim” all of these, with the usual assertion being that “but for our support the project would not have gone ahead”. To avoid the consequent double counting the overall net impact should be apportioned (31) to each public sector partner in proportion to their share of the total public sector funding package.  Thus if SE is contributing 25% of the public sector cost of a project then it can claim 25% of the net impacts.
Generally SE is only interested in looking at impacts at the Scotland level, as it is a Scottish economic development agency.  However, there may be instances when there is a desire to look at the impact on a sub-regional or local authority level, for example in physical regeneration projects.  When reporting of spatial impacts (32) is required the same impact assessment criteria apply, albeit that there may be variations from the Scotland-level (based on evidence) for such things as displacement and leakage.
Although SE is primarily interested in measuring the economic impacts of interventions, and is not undertaking a cost-benefit analysis, the wider impacts of interventions (33), the spillover effects, will normally be reported in a qualitative way.  These are distinct from the multiplier impacts and might include such things as changes to work practices or management styles. 
Property and Infrastructure

When SE funds property or infrastructure developments this is not done as an end in itself.  SE is an economic development agency not a property developer.  The “end” is the economic impacts associated with the users of the developments.  However, construction impacts should be calculated and then reported separately as there will be GVA and employment benefits for the duration of the work.
When undertaking appraisals of property or land development projects then the potential end use employment and GVA impacts can be estimated based on employment densities (19).  There is evidence-based guidance on this that gives typical densities for broad use categories.  Per employee GVA figures can then be used to derive a gross estimate of the impact of the development, with this data being sourced from the latest version of the Scottish Government’s Annual Business Statistics (currently 2011, published in 2013)
.  In some instances SE has developed its own density estimates based on experience.  If these are available they should be used as they may be a more accurate reflection of Scottish circumstances. 
Last Words

The process of assessing the impact of public sector interventions can be seen as complicated, technical and a very precise science.  What needs to be remembered is that assessing impact, even in an evaluation when the intervention is in the past, can be imprecise and is invariably based on a large number of assumptions.  This imprecision can be even greater in appraisals when assessments are being made of future events.  What is important is to develop assessments based on the best evidence available to allow decisions to be made  
It also needs to be remembered that decision makers are unlikely to base their actions on precise numbers: Project A is unlikely to be supported as it is estimated to produce £0.248 million more GVA over ten years than Project B.  It is the order of magnitude that is of interest to policy makers.  This has two implications:-

· When calculating and reporting on impacts the assumptions underlying the work need to be clearly outlined.  This will allow others to see exactly what has been done.  This will also mean that if there is evidence to challenge these assumptions then the impacts can be reworked.  However, it is important to stress that any reworking needs to be based on evidence not simply a feeling that the impacts are too small or too large; and
· Reported impact numbers should be rounded.  Not only is this acknowledgement of the imprecision of what is being done but it will also be far easier to understand.
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� It should be stressed that the impact ratio is not a cost benefit ratio. The former is comparing GVA impacts with the financial costs of an intervention whereas the latter is looking at the totality of economic, environmental and  social costs and  benefits
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