Army Economic Analysis

A Brief Tutorial

As Army management explores new ways to improve the efficiency of its current business practices, the application and value of economic analysis has grown.  The Army Economic Analysis Manual provides the Army guidance on detailed economic analysis practices.  We have seen a number of frequently asked questions on the application of economic analysis.  This tutorial addresses issues on classification of types of benefits and the recommended economic indicators.

Benefits

Economic analyses address two types of benefits -- those that can be quantified and those that cannot.  Quantifiable benefits can be assigned a numeric value, such as dollars, physical count of items or personnel reductions.  Non-quantifiable benefits are such things as improvements in quality of service, morale, quality of life, and wartime benefits.  An economic analysis should document both types of benefits.

There are three types of quantifiable benefits – cost savings, cost avoidances and productivity improvements.  Cost savings result when an alternative course of action produces the same capability while reducing the requirement for programmed resources below those resources funded and programmed for the current process.  A cost savings identifies either excess dollars in the current planned budget or personnel positions that can be terminated, or both.  Any cost savings claimed for personnel reductions must be identified to an actual force reduction for military personnel or terminations for civilian personnel.  (Alternatively, see discussion of productivity improvement below.)  The baseline source documents for identifying savings are the President’s Budget or the FYDP.  For savings that extend beyond the FYDP, the Extended Planning Annex is used as the baseline document of record.   Within the FYDP, a Management Decision Package (MDEP) must record the planned resource reduction.

The second type of quantifiable benefit is cost avoidance.  Cost avoidances result when an alternative course of action produces the same capability using less resources, but there is no reduction in programmed resources below the current process.  One example of cost avoidance is a proposed Reliability/Availability/Maintainability improvement that will result in future O&S savings in operations that are neither funded nor programmed.  A second example of a cost avoidance is a proposed process that improves the accuracy for a weapon system with resulting reductions to the Authorized Acquisition Objective (AAO), but where the full AAO was not funded or programmed.  In both cases, there are no reductions in funded and programmed resources.  Also any cost reduction beyond the FYDP is a cost avoidance if it is not identified to a specific MDEP.

The third type of quantifiable benefit is a productivity improvement.  When a proposed alternative to an existing process forecasts a reduction in the associated military personnel to a unit or an activity within the Army and these reductions are not directly linked to reductions to the total Army military personnel -- this reduction is categorized as a productivity improvement.  Similarly if forecasted civilian personnel reductions do not result in terminations but result in personnel available to perform other needed functions -- these reductions are also categorized as productivity improvements.  Additionally, when a proposed alternative results in a forecasted savings of less than one civilian personnel space and that person has the opportunity to perform other needed functions, this reduction is categorized as a productivity improvement.

Indicators

Though quantifiable benefits can be identified either in dollars, personnel, and/or measures of performance, in practice they are expressed as dollar equivalents when used in economic indicators.  There are a number of economic indicators that analysts and decision-makers should use to form a more complete assessment with which to comparing competing alternatives.  A more thorough discussion of these can be found in the Army Economic Analysis Manual available at the Army Cost and Economic Analysis Center (CEAC) website (www.ceac.army.mil).

While all indicators should be computed, two of the most useful indicators are the Savings Investment Ratio (SIR) and the Benefit Investment Ratio (BIR).  When dollar savings must be identified to meet funding requirements, the SIR is the recommended ranking indicator.  The SIR is the ratio of the present value of savings to the present value of the associated investment costs.  Similarly, the BIR is the ratio of the present value of the benefits to the present value of the investment cost necessary to produce those benefits.

Annually OMB updates the approved government discount rates used to calculate present value and these are posted on the CEAC website.  Net present value and payback period are other useful economic indicators addressed in the Manual.

Summary Guidance

Decision-making is a complex, multi variable process.  Economic analysis provides one set of tools to provide an objective view of competing alternatives.  Where these alternatives have different capabilities, the principles of economic analysis can be tailored to address their relative “value”.  Examples requiring tailoring are the formal Analysis of Alternatives and Cost as an Independent Variable.  Effective analysis requires the analyst to work closely with the decision maker, to fully understand the process that is to be analyzed, to assess the available information and to recommend appropriate evaluation criteria and economic indicators.  Even when quality data is sparse or uncertain, economic analysis can provide the discipline to rank competing alternatives.
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