INTRODUCTION TO ECONOMIC METHODS

Benefit Cost Analysis
e Benefit Cost Analysis (BCA) is the primary way that economists evaluate projects and policies.

e BCA evaluates whether the well-being (economic welfare) of the community is in aggregate
improved by a project. It does this by comparing the costs and benefits of a project to the community.

e The community whose welfare is included is broadly defined as anyone who bears significant costs
and benefits of a project. However, in practice most BCA is undertaken at a national level. BCA at a
sub-national level is not recommended however if undertaken at this level should provide decision-
makers with estimates of all significant effects, including those to non-residents of the sub-national
region.

e ltis not possible to justify a project on economic grounds without doing a BCA.

Economic Activity Analysis

e Economists also often provide information to decision-makers on the economic activity that a
project will provide to the regional, state or national economy. This is particularly relevant at the
regional level since many regions and towns are experiencing long term decline as a result of
structural change in the economy. Additional economic activity can help the prosperity of these
regions.

e Direct economic activity provided by a project can be estimated from financial and labour estimates
for a project. Methods that can be used to estimate direct and indirect economic activity include 10
analysis and CGE modelling.

e While economic activity measures from 10 analysis and CGE modelling e.g. direct and indirect
output, value-added and income, are generally not measures of benefits and costs relevant to a BCA
this information can be of interest to decision-makers”.

Economic Analysis and Decision-Making

e BCA and IO/CGE analysis are not mechanised decision-making tools, but rather means of analysis
that provide useful information to decision-makers.

e Decision-making is multi-dimensional. BCA is concerned with the single objective of economic
efficiency (economic welfare) while 10 analysis and CGE are concerned with the objective of
economic activity (growth). They do not address equity and other objectives of government.
Decision-makers therefore need to consider the economic efficiency and economic activity
implications of a project, as indicated by BCA and IO/CGE analysis respectively, alongside the
performance of a project in meeting other, often conflicting, government goals and objectives.

! It should be noted that it is possible to analyse industry benefits and costs within a general equilibrium framework where impacts
are of a sufficient scale that they flow through into multiple sectors in the economy. However, for individual projects a partial
equilibrium framework is the preferred approach for the estimation of costs and benefits (US EPA (2010) Guidelines for Preparing
Economic Analyses, US EPA).



