	
	


	
	



5
Evaluation methods
and what precedes it.
	Key points 

	· Ex post evaluation of regulation and regulatory reforms is an essential part of assessing the value added by regulatory processes. 

· Most evaluation methods collect evidence to assess the causal links between the regulatory (or policy) changes and the target outcomes.

· These include performance measurement, impact assessment and cost-benefit analysis. 

· Process audits assess the achievement of the processes set out in the reform program.

· A number of countries have recently introduced programs of ex post evaluation of new regulation and regulatory reform. 
· In Australia, sunsetting provisions for subordinate legislation could encourage more systemic evaluation efforts. The Council of Australian Governments has also established a system of process reviews and an impact assessment of regulation reforms under its Seamless National Economy stream.

· Ex post evaluations should: report on change relative to a counterfactual; be proportionate to the expected value of the information generated by the evaluation; be explicit about what is being evaluated (noting any significant gaps in coverage) and the underlying assumptions; and apply a ‘benefit-cost’ or ‘results-based’ framework. 

· Quantification of the impacts of regulation reform brings additional rigour to ex post evaluation, and can provide better insights about net outcomes. However, not all outcomes may be able to be quantified. 

· Different quantitative evaluation methods are designed to estimate different types of reform outcomes.

· Greater attention needs to be paid to the assessment of the impact of regulation on risk. This can be difficult. But whether a regulation has actually reduced risk and not simply transferred the risk exposure (or created new risks) should be tested.

	

	


Chapters 3 and 4 described a number of approaches to reviewing and reforming the stock of regulation. To use these approaches, it is necessary to evaluate the effects of regulations and of any reform. There are a number of approaches and tools that can be used. At the most basic level, process audits assess whether the proposed regulatory change has been implemented. Performance measurement usually aims to establish whether a regulatory initiative has met its objectives (‘effectiveness’). It may also assess whether the approach is undertaken at least cost (‘efficiency’). At the broadest level, impact assessment reports on the outcomes of a regulatory change, including unintended impacts. Cost-benefit analysis quantifies the costs and benefits to answer the question of whether, once all the impacts are taken into account, the change added to, or detracted from, community wellbeing (‘appropriateness’). With the exception of process audits, all these approaches sit within a broad benefit-cost (summative) evaluation framework.

The terms of reference for this study specifically asked the Commission to assess methods and approaches for evaluating regulation reforms. A focus on evaluating reform outcomes is important not only in its own right, to determine the extent to which desired outcomes were achieved, but also to help garner or maintain support for further necessary reforms. This type of evaluation requires the application of a broad benefit-cost evaluation framework. However, the methods relevant to evaluating reforms are essentially the same methods used to evaluate regulations generally, or indeed to evaluate regulatory proposals. Many of the review approaches discussed in the preceding chapters make use of some of the evaluation methods discussed in this chapter. In practice, there appears to have been more reliance on qualitative than quantitative methods. 

Section 5.1 notes the role of evaluation in the regulatory system. Drawing mainly on appendix I, section 5.2 describes the methods and approaches that have been applied to undertaking evaluations of regulation reforms. Section 5.3, which summarises appendix J, focuses on quantitative methods of evaluation, and determines the most suitable approach given the nature of the reforms being evaluated.
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The role of evaluation 

Evaluation of regulation and reforms can be undertaken before a regulatory change has been implemented (ex ante evaluation), or after it is in place (ex post evaluation). The key difference is that ex ante evaluation is based on an estimate of the potential effects of a reform (taking into account the probability of the reform being implemented as intended), whereas ex post evaluations are based on observed impacts.

While there is a strong rationale for applying the results from previous ex post evaluations and for undertaking evaluations throughout the regulatory cycle (chapter 6), this does not mean that evaluations should always happen (nor that they are necessarily useful when they do). Evaluations are not costless, results can be difficult to interpret and, if not undertaken well, can be misleading. Ensuring the right type of evaluation is applied consistently and at the right time is crucial. 

Internationally, evaluations of regulations have not been undertaken on a systematic basis, and rarely occur for regulatory reforms as such. (Systematic evaluation of expenditure programs is more common, but still not widespread.) Moreover, where evaluations have been undertaken, many have not been very influential. However, some governments are moving to strengthen the role of evaluation in their regulatory systems (box 
5.1).

In Australia, ex post evaluations of regulations and reforms have tended to be undertaken on an ad hoc basis as part of more in‑depth reviews, rather than as an automatic part of the regulatory cycle. A key exception is National Competition Policy (NCP), where the Commission was asked to evaluate these reform impacts. 
There has been a move toward more systematic evaluations of expenditure programs in the Australian Government. Ex post reviews of regulation are a natural complement to this. The Council of Australian Governments (COAG) reform agenda includes systematic performance measurement and impact assessment, including a review of the impacts of the Seamless National Economy (SNE) regulation reforms (PC 2010b). At the Australian Government level, the introduction of sunsetting could see the scope of ex post evaluations widened if agencies plan systemic reviews of related regulation in preparation for managing the sunset of their subordinate regulation. 

A recent focus of the Organisation for Economic Cooperation and Development (OECD) has been on evaluation of regulatory processes. Here the question is the extent to which good regulatory processes such as a regulation impact statement (RIS) for new regulation, and the various approaches for reforming the stock of regulation, reduce the regulatory burden, enhance the effectiveness, and/or the overall appropriateness of the regulatory stock. 
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International experience of ex post evaluation

	An Organisation for Economic Cooperation and Development (OECD 2010f) review of regulatory systems in a number of countries concluded:

Ex post evaluation — whether of individual regulations, regulatory processes, or regulatory frameworks — is a near universal weakness. No country is strong in all aspects of regulatory management across the cycle. (p. 50)

Canada

The Canadian Government explicitly requires evaluations of both the stock and flow of regulation in its 2007 Cabinet Directive on Streamlining Regulation (CDSR). In addition, rolling five year evaluation plans are required (TBCS 2009a)

United States

Greenstone (2009) suggested that ex post evaluation of regulations is seldom undertaken in the United States. Hahn and Tetlock (2008) found ‘little evidence’ that evaluations of regulatory decisions over a number of decades had had a ‘substantial positive impact’. However, in 2011, the Obama administration made Executive Orders requiring federal and independent regulatory agencies to undertake retrospective reviews of existing regulations. (Obama 2011a,b)
United Kingdom

The United Kingdom National Audit Office (NAO 2010b) stated:
In 2007 we reported that there continued to be an unstructured and ad hoc approach to post implementation review across all departments. Since then, we have found greater numbers of Impact Assessments include a statement of when a review should be conducted, although relatively few have been carried out to date. (p. 9)

In addition, sunset clauses and the ‘one-in, one-out’ rule appear to have provided incentives for evaluations.

European Union

Although there are requirements that regulations be subject to interim and/or ex post evaluations, the scope of the evaluations has been described as limited to ‘outputs and internal efficiency, and not results’ (Rambøll Management/Euréval/Matrix 2009, vol. I, p. vi). Furthermore, evaluations ‘are less influential in the setting of political priorities or choosing between different options per se’ (EC 2005b, p. ii), and are used more for fine‑tuning. However, the European Commission has ‘started to systematically evaluate existing legislation ex post, indicating that all major existing policy instruments, whether expenditure programmes or regulatory measures should be evaluated on a regular basis’. (EU 2010, p. 124)

	Source: Appendix K.


There is growing evidence that a robust RIS process can deliver considerable savings through better quality regulation. For example, the Victorian Competition and Efficiency Commission (VCEC 2010) estimated savings in the costs of regulation achieved through their RIS and business impact assessment processes were substantial: 

… on average, for every dollar spent on these processes, gross savings of between $28 and $56 are identified’ (p. VII). 

In their 2010-11 annual report, VCEC (2011c) reported that quantifiable benefits of new and amended regulation ($1 814 million) outweighed its costs ($1 052 million). However, the cost of sunsetting regulation was reported as $25 million compared with a quantified benefit of $2 million. 
Where evalutions are undertaken, the total impact of new regulations and reforms can be estimated. For example, in the United States the Office of Management and Budget (OMB) provides Congress annually with an estimate of the expected costs and benefits of all new ‘significant’ regulation passed in the previous year. In its 2011 report, OMB (2011) stated:

The estimated annual benefits of major Federal regulations reviewed by OMB from October 1, 2000, to September 30, 2010, for which agencies estimated and monetized both benefits and costs, are in the aggregate between $132 billion and $655 billion, while the estimated annual costs are in the aggregate between $44 billion and $62 billion. (p. 3)

Evaluation of the impacts of various regulatory reforms is a key part of assessing the performance of the stock management parts of the regulatory system. Targeting ex post evaluation to where it provides the greatest information for improving the stock of regulation contributes to a more efficient and effective regulatory system.
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Ex post evaluation methods

Evaluations can cover some or all of a range of impacts

Most evaluation methods seek to test the causal relationships between the changes induced by a regulation and the outcomes that the regulation aimed to achieve. To do this, they gather evidence on the changes in inputs, outputs, outcomes, impacts and overall community wellbeing that result from, or are part of, the reform (box 
5.2). 
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The effects of regulations and reforms: some definitions

	Inputs — the effort required to develop, design and implement the reform, as well as the effort required to enforce and ‘fine tune’ regulations. 

Outputs — a direct consequence of inputs to a reform that can have several levels, including:

1. The legislation (or its removal), and the systems and processes put in place to administer the regulation — direct consequences of the inputs

2. The change in behaviour of businesses or others in response to the new regulation. 

Direct outcomes — the direct consequences of the changes in the behaviour of businesses or other directly affected entities. They include adjustment costs, changes in compliance costs, prices, production processes allowed, and market access for businesses and regulators that are directly affected. These outcomes are usually intended, but there can be unintended direct outcomes. While direct outcomes depend on the outputs, they also can vary with the external environment.

Overall impacts — the full set of changes, including ‘community‑wide’ effects, once the flow-on and spillover effects are taken into account. Flow‑on effects arise as resources are reallocated through the economy in response to changes in demand and supply (comparative static effects), and as reforms affect investment decisions and innovation (dynamic effects). Spillover effects include any other type of change (intended or otherwise) that results from the direct outcomes. Overall impacts are the time series of changes in outcomes, and reflect both the magnitude and distribution of the changes.

Changes in community wellbeing represent the final cumulative effect of the reform on the community’s wellbeing. To the extent to which the people in a community care about the distribution of change across time and/or across different groups in the community, these dimensions of the impacts have an additional effect on community wellbeing. If all the impacts are economic in nature, they can be expressed in dollar terms and ‘added-up’ to estimate the net benefit, providing a single measure of the change in wellbeing resulting from the reform. But if some changes are in the natural environment, or in social outcomes (including distribution), it is more difficult to assign monetary values to these impacts (appendix J). Hence many evaluations do not take the extra step of assigning relative values in order to move from an impact analysis to a cost-benefit analysis.

	

	


Figure 
5.1 sets out a framework based on these relationships. The evaluation task usually becomes increasingly complex as the assessment moves from the input-output end of the spectrum to the net effect of the impacts on community wellbeing. This is in part because external factors play an increasingly greater role along this assessment spectrum making attribution of change to the reform more difficult. The relationships also become more complex, and unintended outcomes are more likely to arise.

Figure 5.
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The broad evaluation framework
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If the impacts have not happened as expected, it is usually for one of three reasons:

· the reform was not fully implemented as designed

· the reform may have been based on a false premise – the theoretical relationships on which the reform was designed was not applicable for achieving the objectives of the reform

· changes in the external environment could have occurred that undermined the effectiveness of the reform. That is, the assumptions about the external environment required for the theoretical relationships to hold were not fulfilled.

Process audits assess the first of these reasons, which is only the first step in assessing why a reform was successful. Performance measurement assesses whether the intended outcomes have arisen, but cannot test whether this is causally related to the reform. Evaluation methods should test the theoretical relationships on which the reform was based against the evidence. Hence they are both diagnostic and predictive, that is, they are useful for identifying why the reform was successful or why it was not, and for informing how other changes are likely to affect the outcomes of interest. For these reasons any good review of regulation is an evaluation, even if the review does not follow a formal evaluation methodology.
Evaluations can be qualitative as well as quantitative

Both quantitative and qualitative approaches can be applied to testing the underlying theoretical relationships on which a reform is based. They also provide evidence for reporting on the outputs, outcomes and impacts of regulations and reforms. Most in-depth reviews use both quantitative and qualitative evidence.

Quantitative methods

There are three broad types of quantitative evaluation — performance measurement, impact assessment and cost-benefit analysis.

The simplest of these is performance measurement, where the results of a reform are measured relative to a target. Performance measurement approaches only report on selected outcomes  — usually those being sought by the government, but occasionally also unintended but possible outcomes are monitored. Performance measures tend to focus on direct outcomes, where the line of causality running from the policy change to the outcome is well accepted. 

The choice of indicator is critical in determining how useful performance measurement is in assessing whether the reform objectives are being achieved. Proxy measures are used where the objective is difficult to measure, for example a change in the number of reported break and enters can be a proxy for levels of  crime that result from increased police patrols. Care is needed when using proxy measures if there are changes in the external environment that might affect the measure. In the example provided above, if a hot line was also set up that improved the reporting of break and enter, the proxy measure may understate the effectiveness of the increased patrols. Care is also needed in setting the target for a performance measure as the ‘without’ reform scenario need not be ‘no change’. For example, crime could have been trending down anyway. Performance measures should be independently verifiable, meaningful and understandable. They also need to be timely and cost-effective (TBCS 2009b).

An important example of performance measurement is the monitoring and evaluation of the COAG reform agenda by the COAG Reform Council (CRC) (box 
5.3). The CRC monitors, assesses and publicly reports on the performance of the Australian, state and territory governments in achieving the outcomes and performance benchmarks specified in the six National Agreements. In addition, for the six National Partnerships with reward payments, the CRC provides COAG with an independent assessment of whether predetermined performance benchmarks have been achieved prior to reward payments being made.

The COAG reporting exercise demonstrates the use of qualitative as well as quantitative application of performance measurement. The CRC’s reporting for the Seamless National Economy reform agenda is limited to process indicators. It tracks progress in achieving the intended reforms rather than the impacts of the reforms.
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Performance indicators for the COAG reform agenda

	The COAG Reform Council (CRC) monitors and reports on milestones for progress of governments for the COAG reform agenda. Each National Partnership is underpinned by an implementation plan which articulates the outcomes sought in each reform area and, where possible, identifies key milestones for jurisdictions. The CRC’s assessment of performance is evidence-based and draws on a range of inputs, including: 

· detailed progress reports and formal comments provided by jurisdictions 

· additional information from jurisdictions requested to assist the assessment process (such information is treated as an addendum to jurisdictional progress reports) 

· independent research on legislative and regulatory activities of governments, based on publicly available information. 

Results are reported in summary form, using a ‘traffic light’ representation of progress against milestones. Where a reform stream has more than one milestone and the CRC’s findings result in different ratings being applied to the individual milestones, the overall summary rating is determined by giving greater weight to milestones requiring more substantive reform action. Where this is the case, the basis for its weighting of the milestones is provided.  

	Source: CRC (2010).


Impact assessment approaches seek to identify the full range of impacts, although often only some types of impacts are amenable to quantitative analysis. Impact assessment can include evaluation of the distributional effects of regulations and reforms. An impact assessment may provide snapshots of the impacts at points in time rather than providing a time series of impacts. The Commission’s analysis of the impacts of NCP is one example of this approach. The Commission evaluated the change in economic activity once the full effects of the NCP reforms had worked through the economy. It also estimated the distribution of the change in household income and regional economic activity (PC 2005b). The current study on impacts and benefits of the COAG reform agenda is using an impact assessment approach (PC 2010b).

Cost-benefit analysis (CBA) is the most demanding of the quantitative evaluation methods, and for that reason is less commonly undertaken in full. It requires estimation of the flow of both costs and benefits that result from a reform. This involves identifying the time series of impacts, and converting them into a common metric (generally dollars) that is discounted to express the ‘net present value’ of the outcomes over time.

CBA is most commonly applied for major expenditure programs, where both the benefits and costs are expressed in monetary terms. CBA is usually applied ex ante, to identify the best option where the flows of benefits and costs vary across options. CBA also enables comparisons, based on discounting, where the impacts occur over various periods. The choice of discount rate can be critical for long periods, such as estimating the impact of climate change policy (Stern 2006; Baker et al. 2008; Harrison 2010). CBA can be applied where reforms have non‑market effects, but could need to use methods such as contingent valuation and choice modelling to put monetary values on these types of non-market outcomes (appendix J).

The results of the different types of evaluations can be presented using various summary measures, depending on which effects are being evaluated (box 
5.4).

Do not delete this return as it gives space between the box and what precedes it.
	Box 5.

 SEQ Box \* ARABIC 4
Summary measures of the effects of reforms

	The effects of reforms can be presented using a variety of summary measures:

· technical efficiency — which measures the relationship between inputs and outputs

· cost-effectiveness — which measures the relationship between inputs and outcomes (usually only intended outcomes)

· impact assessment — which lists the full set of outcomes, intended and unintended, including the input costs to identify the ‘net balance’

· cost-benefit analysis — which expresses all impacts in a common metric and time period to be able to ‘add-up’ the impacts to estimate the net benefit, or to express the benefits as a ratio of the costs of undertaking the reform.
The figure below applies these measures to the framework set out in figure 5.1.

Some evaluation summary measures 
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Qualitative methods

Qualitative evidence typically comes from consultations where respondents provide ‘narratives’ about their experiences. For example, in submissions to this study, a number of narratives are provided about the burdens of the current regime for regulating chemicals and plastics (CropLife Australia, sub. 3; Accord Australia, sub. 8). Case studies and perceptions surveys are good sources of qualitative evidence, as are examples gathered through consultative processes. For example, the Commission’s inquiry process is designed to harness narrative evidence through consultations, submissions, roundtables, and public hearings.

‘Perceptions surveys’ can also be used to capture the assessment of business about changes that result from a reform. For example, the Australian Industry Group (AIG) recently conducted a survey of its members on their perceptions of the level of red tape and other regulatory burdens (AIG 2011). This type of information is subjective, reflecting the views and opinions of the respondents — although often presented in quantitative terms (such as shares of respondents agreeing with a statement). The framing and sample selection of such surveys need to be assessed to understand any likely bias in the responses. 

Good qualitative evaluation methods seek alternative viewpoints, using ‘triangulation’ methods to test the robustness of the evidence from different sources. For example, case studies should be chosen that would identify differences in impacts, while consultations should cover the full range of major stakeholders.

Evaluation that focuses on processes is inherently qualitative (athough often objective) in nature, even if assessments of process are reduced to numerical indicators. Process audits (formative evaluations) are commonly undertaken for both regulation and expenditure programs during their implementation. These are often conducted internally by agencies, but can also be external audits. In the Australian Government case, the Australian National Audit Office (ANAO) undertake process audits and performance audits. Performance audits expand the scope of process audits to consider the achievement of the policy or program objectives or intent as well as the achievement of process. The CRC reporting of the SNE is effectively a process audit.
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Regardless of the method used, a good evaluation will seek to assess change against a counterfactual, look for confirming evidence from multiple sources (triangulation) particularly when relying on subjective evidence, and report on the confidence in the findings made by the evaluation.
Essential features of robust evaluation

Regardless of the method of ex post evaluation chosen and whether it is qualitative or quantitative, there are some features that lead to more robust evaluation. Two that are particularly important are evaluation against a ‘counterfactual’ and ‘sensitivity analysis’. These are described below. (More detail is provided in appendixes I and J.)

Change should be reported against the ‘counterfactual’

When either quantitative or qualitative approaches to evaluation are used, the evidence of costs and benefits should be presented in terms of the change relative to what otherwise would have happened in the absence of the reform. This is known as the ‘counterfactual’. Defining a counterfactual is challenging, but failure to report changes against it can lead to the net impact of the reform being under- or over-stated.

There are several ways to define a counterfactual, including:

· ‘natural experiments’ where some jurisdictions implement a reform and others do not

· before and after evidence — this involves looking for the change in the outcomes of interest before and after the reform, but assumes ‘no change’ in the trend

· deviation from historical trend — where the baseline is projected based on historical trends where the changes in other ‘exogenous’ variables remain the constant

· deviation from baseline — where the baseline is adjusted for changes in other variables that also influence the outcomes of interest. 

Changes from a counterfactual can be measured in quantitative terms or described in qualitative terms. The important thing is that observed change is not just attributed to the reform: careful consideration of what would have happened in the absence of the reform is essential.

Performance measures report on change from a baseline through the choice of the target. If, for example, the trend is for improvements in the absence of the reform, the target will need to be higher than this underlying trend to be meaningful. Where an outcome is deteriorating, the most appropriate target may well be lower than the current level if the policy cannot completely reverse this trend. This can be difficult to explain if the trends are not well known. 

Quantitative evaluation methods use statistical and modelling tools to explicitly define the counterfactual. But even qualitative methods can apply the concept. For example, in ‘most significant change’ methodology the questions are framed to compare actual experience against a ‘without reform’ scenario (appendix J).

Despite the importance of reporting changes relative to a counterfactual, it is not common for policy evaluations to do so. For example, the EC (2006) review of a large number of cost-effectiveness evaluations of expenditure programs noted that only one established a counterfactual — most just focused on program expenditure and intended outcomes, and ignored other costs and benefits.

Sensitivity analysis – reporting confidence in the assessment

Evaluations should provide an assessment of the confidence that can be attached to the evidence presented. Quantitative evaluations can use statistical methods such as confidence intervals or other forms of sensitivity analysis. This can include testing the validity of the evaluation approach (for example, testing the assumptions that underpin economic modelling frameworks).

‘Triangulation’ is often applied to qualitative evidence. This method of testing the robustness of the evidence relies on obtaining different perspectives. For example, a business will have its own perspective of the impacts of a regulation reform while the firm’s workers and customers may have different views. An industry representative may have a wider perspective, as may experts in the field. If all concur on the conclusions drawn from their different perspectives, then this strengthens the confidence in these conclusions. Methods, such as the Delphi method (appendix I), can also be applied to find common ground.
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Evaluations of regulations and regulatory reforms generally need to draw on both qualitative and quantitative methods. The selection of these should be determined by their ‘fitness for purpose’, relating to the nature of the task and access to data. Quantitative methods are desirable where practicable and could be more widely used. Partial quantification can often be better than none, but should be supported with qualitative evidence

Choosing the right evaluation method

Embedding evaluation in the regulatory cycle is integral to good regulatory practice. In order to gain the greatest benefit from evaluation, it is important to choose the right approach to evaluation. This will depend on the nature of the reform and the circumstances of the evaluation. Each approach and measure has strengths and limitations, and there is no ‘gold standard’ that is the best in all situations. So how should the choice be made?

One important selection principle is ‘proportionality’. Evaluation effort should be determined by the expected value of: contribution the information makes to improve regulation; lessons the evaluation provides for future reform efforts; and incentives created by the publication of evaluation findings. The European Union (EU) includes the proportionality principle in its evaluation guidelines. It is embedded in legislation that requires evaluations be undertaken such that:
… the scope, frequency and timing of evaluations should be adapted to decision-making needs and to the life cycle and nature of each activity, as well as to the resources available. (EC 2004, p. 16).

In considering how ex post evaluation methods can be best matched to the application, important questions include: 

· what impacts are to be assessed, including over what time period? 

· how is the evidence to be collected, verified and analysed?

· how is the information generated in the evaluation to be communicated?

Deciding which impacts to include in an evaluation

As discussed in chapter 2, regulation reforms can have several types of impacts, including direct effects, spillover effects and unintended consequences (box 
5.5). Reforms can change both the sources and the magnitude of the costs and benefits of regulations. Reforms can also change the distribution of costs and benefits — who faces which types of costs, and who benefits. These costs and benefits may be economic in nature, or may include non-market outcomes such as change in the quality of the natural environment. Other aspects of changes that may impact on individual, and hence community welfare, include changes in the exposure to risk and changes in expectations about the future. 

Regulation is often a response to a perceived risk. But a single observed event does not provide any information about the probability of the event occurring again. The ex ante analysis needs to estimate both the probability of the ‘event’ (if it occurs) and the consequences. Regulation may be targeted at reducing the probability of the event, mitigating the consequences, or both. Hence the impact of the regulation aimed at reducing risk comes from fewer events and/or lower costs associated with events. 
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Impacts of regulation reforms

	The impacts of regulation reforms could potentially include:

· direct effects of reforms on target groups which induce a change in behaviour. This includes:

· lower fees for business from savings in the administration costs of regulators, or lower costs to government where administration costs are not passed on in fees 

· savings in administrative activities and hence costs arising from lower compliance requirements

· reductions in the need for training staff and investments to remain compliant

· dynamic effects of reforms on target groups arising from changes in incentives that influence investment and innovation

· flow-on effects to other industries and groups as relative prices and opportunities change, which lead to changes in the distribution of resources (such as labour and capital) through the economy. These indirect effects are a consequence of the direct and dynamic changes induced by the reform, and may be intended or unintended

·  ‘spillover’ effects — other effects, direct and indirect (positive or negative), that are usually unintended.

These impacts are generally long lasting, although they may also take some time to become manifest. There may also be some temporary impacts including:

· the costs to government and business of implementing the reform

· adjustment costs — these are transitional effects that arise as part of the process of change that is induced by reforms, such as underemployed resources.

Impact assessment seeks to identify and quantify the full range of outcomes that arise over time in response to the reform to facilitate the comparison of the positive and negative effects on the community. Where the distribution of impacts, positive and negative, is not evenly spread across the community, impact assessment should include the distributional dimension. This may be limited to identifying the impacts on specific groups in the community, usually those who face disadvantage and so would benefit most from improvements and suffer most from costs. Similarly, if the impacts vary considerably across time or persist over time, impact assessment should report the time dimension. 

	

	


If events are rare (such as terrorist attacks) it can be difficult to assess whether a regulation has had the desired deterrent effect. In such cases the evaluation may examine changes in ‘leading indicators’ or ‘precursor indicators’ to assess whether the regulation has been effective. However, as with other proxy indicators care is needed to ensure they are not subject to external influences. 

Evaluating the impact of regulations on risk is often difficult, but given that risk reduction is so often the motivating factor for regulation, it is essential that more regulations are evaluated to see if they did in fact reduce risk, and to measure the costs of achieving this. These costs will not always be economic (for example, the expenditure on enforcement ), but can include costs to individual privacy, choice and control, and in some cases even higher levels of risk in other areas. Such risk-risk trade-offs are often ignored in policies that seek to constrain behaviour, or distort perceptions of risk (Graham and Weiner 1995).
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The assessment of risk and the impacts of regulation on risk is essential to good policy. Lack of evaluation of the impacts of regulation on risk means there has been little evidence on which to base sound regulatory design.

Whether a reform is worthwhile depends on the balance of the costs and benefits. A full evaluation will seek to report evidence to confirm (or deny) the all potential costs and benefits that theory and ‘feelings’ suggest might result from the reform. However, given the difficulty of undertaking a full impact assessment, most evaluations report on only a subset of the potential impacts. The decision about what types of impacts to evaluate should be guided by the principle of proportionality. It could take into account factors such as:

· the objective of the evaluation (what it is trying to discover) — for example, there could be a particular interest in the effects of a reform on business compliance costs, or on the environmental impacts of a reform

· the scope of the regulation or reform — reforms with relatively narrow (or shallow) impacts might only justify a simple evaluation, particularly if theory suggests that some of the potential impacts (such as the flow-on and spillover effects) are likely to be very small and in any case unlikely to be observable.

Where some impacts are unambiguously positive, but require further effort to estimate — the evaluation could report a lower bound estimate of the benefits of reform and include a qualitative identification of such benefits that have not been included. For example, a reduction in compliance costs for businesses is unlikely to have a net negative flow-on effect. Moreover, while evaluating the distribution of these gains could be of interest, it would not always be warranted.

Collecting and analysing the evidence

A second important consideration in choosing the right approach to a particular evaluation is the availability of evidence. Each approach has different requirements, and the availability of data and other sources of evidence limit the analytical tools that can be employed.

For this reason, the regulation-making process for regulations thought to have a major impact, should include planning for data collection so that the information is available for the evaluation. For example, statutory reviews should identify the data needed to undertake the evaluation required by the legislation. If an evaluation has to rely on secondary data, this may limit the scope of the approach.

As discussed, qualitative evidence is more robust when the full range of stakeholders affected by the reform are consulted. Evaluators of reforms may find that stakeholders, having achieved the reform, have moved on and so are less interested in reporting on the changes. It can also be difficult for businesses to make ‘before and after’ comparisons (appendix J).

Matching the evaluation method to the requirements

Table 
5.1 sets out the main evaluation approaches, indicating how well they are suited for different applications in terms of the impacts covered, the evidence and analysis required, and the purpose of the evaluation. Choice of an appropriate method for evaluation largely depends on the nature of the reform and the purpose of the evaluation.

Presenting the findings 

The way the results of evaluation  are presented, as well as the quality of the evaluation, affect how useful they are, such as in setting regulatory reform priorities. The European Commission (EC 2007) has suggested that:

The information needs to be politically relevant, concise and easily comprehensible. Evaluation functions should therefore promote the use of evaluation decision-making by ensuring that policy implications and lessons learnt from (and across) evaluations are synthesised and appropriately disseminated. (p. 11)
A comprehensive evaluation report would:

· describe the reform being evaluated, including the timetable followed, agencies involved and others affected by the reform

· identify the expected impacts of the reform, including the causal sequence from inputs to impacts (this should have been set out in the regulation impact statement (RIS) for the reform if associated with new legislation, or in the review that underpinned the reform)

· set out how evidence on the impacts of the reform was collected, including the parties consulted, and other sources of data and information

Table 5.
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Matching evaluation approaches to requirements

	Evaluation approach
	
Uses
	Purpose of evaluation
	
Evidence needed

	Process audits
	Reporting on implementation progress, adoption of good practice and continuous improvement
	Efficiency at process level
	Only to the extent to which process guarantees an outcome

	Performance audits
	As for process audits, but wider scope to identify strengths and weaknesses
	Efficiency (potentially effectiveness)
	Can include performance indicators of target outcomes

	Performance measurement
	Monitoring and reporting on achievement of objectives
	Effectiveness assessment
	Measures of indicators relative to target

	Impact assessments
	
	

	Compliance cost calculators
	Evaluating regulations that largely change administrative costs
	Lists subset of benefits and costs
	Changes in paperwork time, training, investments in systems etc.

	Partial equilibrium 
	Evaluating regulations that directly affect incentives or relative prices, or other outcomes 
	Lists benefits and costs
	Direct changes in decisions about production, consumption, investment etc.

	General equilibrium 
	Evaluating regulations that affect incentives or relative prices and the distribution across the economy 
	Lists benefits and costs
	Direct and flow-on changes in decisions about production, consumption, investment etc.

	Cost-benefit analysis
	Evaluating regulations and reforms that have large costs and benefits. Ex ante evaluations feed into decision making processes. Ex post evaluations identify what works and why.
	Net return on reform —appropriateness
	As above plus the values the community places on the various impacts


· present the analysis of the impacts of the reform in a clear and concise manner, explaining the assumptions made to undertake the analysis (including the counterfactual) and draw conclusions about the overall impact of the reform using appropriate summary measures

· discuss the confidence in the evidence and the conclusions drawn about the impact of the reform

· draw out any lessons from the analysis about how to improve the effectiveness of future reforms (or fix problems with the regulation being evaluated), and how to improve future evaluations.

The level of detail in each of these categories would depend on the audience for the report. Technical detail on the analytical approach and the assumptions that underlie it are needed for the experts in the policy agencies, but would not be included in a report prepared for general public information. However, the availability of this level of detail on request is important to ensure that the evaluation can be scrutinised by those with expertise in the area.

Performance measurement reports should set out the indicators and report on each relative to the target. They may also provide an overall summary of achievement based on a scoring-type system, that aggregates up the performance. For example, management consulting has come up with a number of different ways to report performance measures, such as ‘balanced score cards’, ‘goal attainment scores’ and ‘traffic light’ approaches. However, such scoring systems should be applied with caution, particularly where the different components are ‘weighted’ to provide a single overall measure of performance (appendix I).

Process audits also need to describe the reform, but rather than impacts, they identify the processes that the reform was intended to follow. The report should assess the achievement of process objectives in a sensibly graduated way in order to move the evaluation beyond a check list approach.

The approach of the ANAO in making the results of its performance audits more meaningful to a wide variety of audiences is also useful to consider. While performance audits do not typically comment on the merits of government policy, they can comment on the impact of a policy measure. To improve the communication value of its reports the ANAO has:

· reduced the number of recommendations to focus only on more significant matters (less significant matters are referred to in the body of the report)

· endeavoured to answer the ‘so what’ question: ‘So what do all these findings mean?’. This is to draw out, where significant, messages of importance for all agencies, even though our audit may be directed to a single program. (McPhee 2010, p. 13)
5.
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Methods for quantifying the impacts of reform

This section sets out the strengths of quantification as part of the evaluation process, and some of the important features of quantitative evaluation. It focuses on four methods for quantifying different types of impacts (compliance cost accounting, partial equilibrium modelling, general equilibrium modelling and econometric analysis) (box 
5.6). Some guidance on selecting the right method to evaluate a reform based on the nature of its impacts is also provided. (This section draws on a more detailed discussion of the various methods and their strengths and weakness in appendix J.)

Do not delete this return as it gives space between the box and what precedes it.
	Box 5.
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Key methods for quantification

	Compliance cost calculators

The Standard Cost Model (developed by the Netherlands Government) seeks to estimate the reduction in administrative compliance costs. These costs include paperwork costs, and the cost of time involved in completing the paperwork. More sophisticated versions of the cost accounting approach (such as the Business Cost Calculator provided by the Office of Best Practice Regulation) broaden the scope to include substantive costs such as investment in training and equipment required for compliance, and the costs of delay.

Econometric analysis

Econometrics is a set of statistical tools that can be used to determine whether there is a mathematical relationship between two (or more) measured variables, what effect the variables have on each other, and the robustness of the relationship. Econometrics provides a way to test whether theoretical models are supported by real world data. In the context of evaluating regulations and reforms, econometrics can be used to determine whether the changes affect individual variables of interest.

Empirical modelling

Models describe the theoretical relationships between variables. Empirical models use real world data to parameterise the model. While a simplification of reality, a good model will reflect the empirical relationships between the main variables of interest. 
Partial equilibrium models describe the empirical relationships between the variables that change directly in response to the reform and the target variables. Economic partial equilibrium models might look at a specific industry to estimate the effect on investment and/or innovation that results from reforms. The models may then be used to estimate the effect of these changes on industry inputs, output and profitability over time.

General equilibrium (GE) models capture the main empirical relationships between inputs and outputs in an interconnected system when it is in a steady state. Economic GE models are used to estimate the flow-on effects to other sectors in the economy from changes at an industry level or to the availability and quality of the resources (labour, capital and land). Partial equilibrium models are generally used to estimate the ‘shocks’ that are fed into a GE model.

	Source: Appendix J.

	

	


Why quantify?

Quantification can significantly enhance evaluations of regulations and reforms. It can add rigour, improve understanding of impacts, and enable estimation of the ‘net effects’ of such policy changes.

It should be noted that quantity measures do not necessarily have to be expressed in money terms, although this is the natural metric for most economic outcomes. For example, an increase in household income is most easily expressed in dollars, whereas the impacts of regulation to reduce pollution are quantified in terms of units of the various pollutants. The following discussion applies whether the metric used is dollars, (measuring both ‘value’ and ‘volume’) or other empirical quantity measures.

Quantitative approaches add rigour
Quantification in ex post evaluation adds rigour to the evaluation process because it imposes a discipline on the analyst to:

· measure change from clearly defined counterfactual 

· seek evidence that changes have actually occurred

· identify who benefits and who loses from the reform

· draw some conclusions about the overall net benefits of a reform where there are both winners and losers. 

Not all reforms lead to clear cut outcomes that can be easily and robustly quantified. Indeed some reforms may have only a small number of easily quantifiable outcomes (other than cost). One of the strengths of quantitative analysis is that the analyst has to quantify the effects that can be measured (including by using specialised approaches to measure non‑market effects). They should also document the effects that cannot be measured where there is evidence that these outcomes have occurred. The alternative is to rely on impressions and opinions (Dee 2005).

Quantification improves understanding of the impacts of reforms

Quantifying outcomes (where there is sufficient evidence available to make an estimation with any degree of confidence) improves understanding of the impacts of the reform. 

The process of choosing a quantitative approach should involve identifying the most important impacts of a reform. Quantifying the impacts of reforms can help to identify the distributional effects of reforms (which groups benefit and which face costs) and the time profile of the impacts (when the costs and benefits arise).

While qualitative evaluation can shed light on the impacts of regulations and reforms, it may lack the objectivity that quantification can often provide. However, where only some impacts are quantified, care is needed to present the findings in a balanced way, along with qualitative evidence.

The costs and benefits can be weighed against each other

When the impacts of regulations and reforms are quantified, the costs and benefits can, in theory, be added up to determine if the net effect is positive (a net increase in wellbeing) or negative (a net reduction in wellbeing). Again, it is possible to consider the net effects of a reform using qualitative evidence, but it can be more difficult to weigh up the net effect than when quantitative evaluation is used.

Two challenges that arise in carrying out cost-benefit analysis are that it requires all impacts to be expressed in a common metric and discounting to convert the values to a common time period. Economic analysis has developed tools to do both (appendix J), but the appropriate use of non-market valuation on techniques to put ‘prices’ on outcomes, and the choice of discount rate, remain areas of debate,

A further challenge is explaining the distributional effects — costs and benefits are generally expressed in aggregate terms, but the distribution of these costs and benefits is also often of interest to policy makers. This is particularly important where the impacts differentially affect disadvantaged households or regions.

Quantitative estimates of the impacts of a reform should be complemented with qualitative evidence to support the estimates. As discussed above, methods such as triangulation can improve the quality of qualitative evidence. Such methods are also important for improving the confidence in quantitative measures.

Important features of quantitative evaluation

Although based on empirical evidence, quantitative evaluation methods still need to make a number of assumptions, and rely on the availability of data. For quantification to be meaningful, the analyst must be aware of the assumptions that underpin the analytical approach. The methods can then be tested to see how robust the estimates are to variations in these underlying assumptions.

Reliable data are essential

The first assumption that affects all quantification is the quality of the data and whether it actually measures what it purports to measure. Issues that can arise include:

· do reliable data exist (or can they be collected easily)?

· is it reasonable to use estimates of the impacts of regulations and reforms on an  ‘average business’ (or the ‘average household’ or ‘average consumer’)? In some cases, averages can mask important effects (for example, very large or very small businesses might face particular cost burdens that are hidden by averages)

· if proxy variables are used (as is often the case in econometric analysis), do they reflect the variables of interest?

Reforms should be evaluated against a realistic counterfactual

As stated in section 5.2, robust evaluations of the impacts of reforms should be evaluated against a clearly defined counterfactual. Quantification can assist in defining the  counterfactual. In the case of business cost calculators, counterfactuals are often defined by surveying businesses about the current costs associated with each compliance activity. The reform savings are estimated based on the changes in activities required. The cost calculator  provides a good estimate of savings if the marginal cost of the activity is similar to the estimated average cost. For example, the method assumes that the time spent reporting falls by 50 per cent if the number of times reports are required is halved.  Modelling approaches adopt a more formal approach to defining a counterfactual. The issues associated with defining a counterfactual under each approach are discussed in greater detail in appendix J.
Testing the assumptions inherent in the approach

Quantitative methods are underpinned by assumptions. For example, many statistical techniques make assumptions about the distribution of empirical values, or that historical values reflect today’s behaviour. The quality of the evaluation will be influenced by how closely these assumptions relate to reality. One of the strengths of quantitative approaches is that the assumptions can be clearly identified and so can be tested (which is why models should be well documented and made available to other researchers). Sensitivity testing — using empirical methods to determine what effects the assumptions, including uncertainty in measurement, have on the final results should be routine part of an evaluation. 
Choosing the right approach to quantification

As discussed in chapter 2 (and summarised in box 
5.5), regulations and reforms can have a range of effects on businesses and the economy, the broader community and the environment. When choosing which approach to use to quantify the effects of a reform, the first step is to consider the types of benefits and costs the reform could have brought about. These could include administration and compliance cost reductions (or increases), broader flow‑on and spillover impacts, and social, environmental and distributional impacts. The reform could have affected the probability of adverse or beneficial events, or the magnitude of the impacts of these events. If it is considered likely that a reform has brought about significant benefits or costs in any of these areas, it might be worthwhile to conduct a quantitative evaluation. Different quantitative approaches measure different types of impacts, and this can help guide the choice of which approach to use (figure 5.2
).

· If the main effect of the reform was to change the compliance cost burden of a particular regulation, and the reform did not have the potential to introduce or remove broader distortions, the appropriate tool is probably a compliance cost calculator. 

· If the goal of the evaluation is to understand the direct economic impacts of a reform (changes in particular variables in direct response to a reform including over time) econometrics or partial equilibrium modelling could be useful.

· In the case of reforms that have broad distributional effects, modelling (such as general equilibrium modelling) can be used to understand and measure the flow-on effects.

Figure 5.
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Matching the evaluation method to the nature of the expected impacts
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For all of these approaches, the availability of relevant data is an important pre-requisite.

If a full cost-benefit analysis is needed, it may be necessary to use all of these tools to estimate the range of outcomes arising from the reform and to ‘add them up’. For example, the Business Cost Calculator might be applied to estimate the change in compliance costs (box 
5.7). This might be complemented by the use of more sophisticated accounting tools to estimate other ‘first round’ changes in costs to firms. These could then be used as inputs to partial equilibrium models, to identify how firms in the industry respond to these changes in costs, and other changes resulting from the reforms such as increases in competition, removal of price distortions or market access restrictions. The industry level changes in supply or demand can then be used in a CGE model to estimate the effects on other industries. Some industries (and their workers and owners of capital) may benefit if they use the products or services of the industry. Others may find that they face a disadvantage; for example, from stronger competition for workers or for the consumer’s dollar.

For each of these approaches, an important part of the evaluation process is the interpretation and communication of the results. Numbers can be influential in policy debates, so care should be taken in presentation. This includes undertaking a sensitivity analysis that provides information on the degree of  confidence in the results. Inevitably, the results of quantitative analysis reflect assumptions made in the evaluation process and are restricted by the availability of data. Any such limitations should be acknowledged, and the policy implications drawn out. 

Do not delete this return as it gives space between the box and what precedes it.
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Using the Business Cost Calculator to estimate changes in compliance costs: an example

	The Allen Consulting Group (2009) used the Office of Best Practice Regulation’s Business Cost Calculator to estimate the effects on industry compliance costs of a proposal to develop a National Construction Code (NCC). The NCC would consolidate existing building and plumbing standards into one code.

The first step in the Business Cost Calculator process was to identify the compliance costs that could arise from introducing a NCC. The costs that were identified were:

· transition costs for practitioners

· costs of technical change, where the NCC would set a different technical standard to existing standards

· costs of purchasing the NCC.

The Allen Consulting Group used ABS data to identify the number of practitioners (builders, plumbers, building surveyors and architects) that would incur the costs in each state and territory. The breakdown by state and territory was necessary because the transition costs were expected to differ by jurisdiction. Specifically, some jurisdictions already had performance‑based plumbing codes, and plumbers in these jurisdictions would require less time to adjust to the (performance‑based) NCC than plumbers in other jurisdictions (two hours compared to five).

The Allen Consulting Group assumed that not all professionals and trades people would incur the costs (60 per cent of builders and 80 per cent of architects and building surveyors). This assumption was based on responses to a survey about the proportion of professionals and trades people that used the existing building code.

To estimate the total transitional costs, the Allen Consulting group multiplied together the:

· number of professionals and trades people in each jurisdiction

· proportion that would need to become familiar with the NCC

· estimated average number of hours required to become familiar with the NCC in each jurisdiction 

· average hourly wage in Australia ($29.93 per hour — adult full time ordinary private sector earnings).

Based on this, the Allen Consulting Group estimated that moving to the NCC would cost around $13 million in additional compliance costs.

	Source: Allen Consulting Group (2009).
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