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ECONOMIC ANALYSIS (EA)

1.  Objective.  The statement of objective should clearly define and quantify (to the extent possible) the function to be accomplished.  This may be a restatement of the high level functional requirements from the Operational Requirements Document or the System Requirements Specification.  The statement of the objective should not assume a specific means of achieving the desired result.  If such an assumption is made, the statement of the objective undermines the analytical purpose of the economic analysis by prejudging the result and should be avoided.

2.  Assumptions.  The EA is based on facts and data where possible.  However, the analysis deals with costs and benefits occurring in the future, so some assumptions must be made to account for uncertainties.  Example assumptions are mission life and inflation.

3.  Alternatives.  Provide descriptions of feasible ways of satisfying the objective.  The recommendation resulting from the EA comes from this set of alternatives.  The alternatives must be fully investigated and a determination made whether the alternative satisfies the functional requirements for the project. Alternatives considered feasible are compared in the EA.  Alternatives dismissed as “infeasible” must be discussed, but need not be formally compared in the EA.  Aggressive pursuit of alternatives is strongly encouraged so innovative and improved ways of doing business are actively considered.  At a minimum, the following alternatives must be identified and analyzed.

     3.1.  Status quo or current functional baseline.  Provide information on the current situation.  Provide information on the ability or inability to satisfy the objectives while maintaining the status quo.

     3.2.  New acquisition.  There may be more than one method of new acquisition.  This would include acquisition of commercial off-the-shelf products or services, or development by the agency of the objective.

     3.3.  Modification of existing assets.  Identify the potential to modify the current assets to support the objectives.  This may include conversion, upgrade, or migration of the existing system.

4.  Costs and Benefits.  The costs and benefits associated with each alternative under consideration must be quantified so they may be included in the EA calculations.  

     4.1.  Parameters of the Analysis.  Some of the parameters included in the cost and benefits identification include the following:

          4.1.1.  Economic Life.  The period of time when the benefits from an alternative are expected to accrue.  The economic life is usually constrained by the technological or mission life.

               4.1.1.1.  Physical Life.  The estimated number of years that an alternative can physically be used in accomplishing the objective.

               4.1.1.2.  Mission Life.  The estimated number of years over which the need for the objective is anticipated (previously identified in the Assumptions paragraph).

               4.1.1.3.  Technological Life.  The estimated number of years an alternative will be used before it becomes obsolete due to changes in technology.

          4.1.2.  Start Year.  The first year in which an alternative incurs a cost or realizes a benefit.  The start year is the first year of the period of analysis.

          4.1.3.  Lead Time.  The period from the start year to the time that an alternative begins to produce benefits.  If the alternative produces a benefit in the first year, the Start Year and Lead Year are the same.

          4.1.4.  Period of Analysis.  The period of analysis is from the year the first costs are incurred (Start Year) through the end of mission life.

          4.1.5.  Base Year.  The year to which all costs and benefits are discounted.

     4.2.  Identification of Costs and Benefits.  For each alternative, an economic analysis needs to identify pertinent costs and benefits, estimate the magnitude of those costs and benefits, and estimate the timing of the costs and benefits.  This will include all measurable costs and benefits to the Federal Government that are incident to achieving the stated objectives of the function.  The costs and benefits are exhaustive and may cover multiple government agencies and budgets.  Define the “costs” and “benefits” so they are mutually exclusive. 

Sunk costs and realized benefits are specifically excluded from the comparison of alternatives.  Therefore, sunk costs and realized benefits should not be discussed in the assumptions for the analysis.

          4.2.1.  Nonrecurring Costs.  These are one time costs or costs that occur on an infrequent and intermittent basis.  This would include initial software development, initial purchase of equipment or software, and future equipment upgrades.

          4.2.2.  Recurring Costs.  These are costs incurred on a continuing annual basis to support the alternative.  These may include equipment lease/operation, software licenses, software maintenance, personnel, utilities, and overhead.

          4.2.3.  Opportunity Costs.  Opportunity costs represent the alternative value foregone when an asset is used for other purposes.  For example, if an alternative requires that the Government retain an asset, the opportunity cost would be the estimated value of the asset.

          4.2.4.  Wash Costs.  When the magnitude and timing of a cost or benefit is identical for all alternatives, they can be considered as “wash costs” or “wash benefits”.  Wash costs do not add any additional information to the decisionmaking process and may be excluded from the comparison.  Caution should be taken when identifying “wash costs” to ensure that costs or benefits excluded are identical for all alternatives.  Additionally, wash costs should not be excluded should there be a requirement to reflect the total program costs.

          4.2.5.  Residual Values.  Residual values should be calculated for alternatives that have assets that will still have useful value at the end of the period of analysis.  The value should reflect the remaining worth of the assets at the end of the period of analysis.  Market appraisal for similarly-aged assets, appraisal guidelines, and depreciation schedules are all acceptable techniques.

     4.3.  Treatment of Inflation.  All budget estimates must be in current dollars.  For analytical purposes, all estimates of the costs and benefits for each year of the period of analysis can be made in either of two ways.  Constant dollars that measure costs and benefits for stable purchasing power; or current dollars that measure costs and benefits for future purchasing power.  In an analysis computations should not mix constant and current dollars.

5.  Comparison of Alternatives.  Compare the costs and benefits of each alternative and rank them according to net present value.  

6.  Sensitivity and Uncertainty Analyses.  Account for uncertainties in the analysis by testing the sensitivity of the economic analysis results to various factors.  Sensitivity analysis is a repetition of an analysis with different quantitative values for cost or operational assumptions to determine their effects for comparison with the results of the basic analysis.  Sensitivity analyses conducted on major unknowns for each feasible alternative can provide a range of costs and benefits that may provide a better guide or indicator than a single estimate.  Sensitivity analyses can be performed on all feasible alternatives by describing the approach and assumptions used for conducting the sensitivity analysis and describing the factors that have been determined to warrant sensitivity analysis. 

7.  Results and Recommendations.  Provide a summary of the analysis, an interpretation of the results, and a recommendation of the preferred alternative.  The results of the economic analysis, including all calculations and sources of data, must be documented down to the most basic inputs to provide an auditable and stand-alone document. 
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APPENDIX A -  ACRONYMS

Describe the acronyms as they are used in the document.
APPENDIX B - DEFINITIONS

Describe the key terms as they are used in the document.
APPENDIX C - REFERENCES

Provide a complete list of documents referenced in the text of the document.  Each reference shall contain document number, title, revision number and date.
Policy and Regulation:  Policies or laws that give rise to the need for this document
DFAS Policy and Standards:  Defense Finance and Accounting Service policies and standards that give rise to the need for this document

Other Life Cycle Documents:  Other plans or task descriptions that elaborate details of this document
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