What is Economic Impact Analysis?

The purpose of conducting an economic impact study is to ascertain the total cumulative changes in
employment, earnings and output in a given economy due to some initial “change in final demand”. To
understand the meaning of “change in final demand”, consider the installation of a new widget
manufacturer in Anytown, USA. The widget manufacturer sells $1 million worth of its widgets per year
exclusively to consumers in Canada. Therefore, the annual change in final demand in the United States is
$1 million because dollars are flowing in from outside the United States and are therefore “new” dollars in
the economy.
This change in final demand translates into the first round of buying and selling that occurs in an
economy. For example, the widget manufacturer must buy its inputs of production (electricity, steel, etc.),
must lease or purchase property and pay its workers. This first round is commonly referred to as the
“Direct Effects” of the change in final demand and is the basis of additional rounds of buying and selling
described below.
To continue this example, the widget manufacturer’s vendors (the supplier of electricity and the supplier
of steel) will enjoy additional output (i.e. sales) that will sustain their businesses and cause them to make
additional purchases in the economy. The steel producer will need more pig iron and the electric
company will purchase additional power from generation entities. In this second round, some of those
additional purchases will be made in the US economy and some will “leak out”. What remains will cause a
third round (with leakage) and a fourth (and so on) in ever-diminishing rounds of industry-to-industry
purchases. Finally, the widget manufacturer has employees who will naturally spend their wages. Again,
those wages spent will either be for local goods and services or will “leak” out of the economy. The
purchases of local goods and services will then stimulate other local economic activity. Together, these
effects are referred to as the “Indirect Effects” of the change in final demand.
Therefore, the total economic impact resulting from the new widget manufacturer is the initial $1 million
of new money (i.e. Direct Effects) flowing in the US economy, plus the Indirect Effects. The ratio of Total
Effects to Direct Effects is called the “multiplier effect” and is often reported as a dollar-of-impact per
dollar-of-change. Therefore, a multiplier of 2.4 means that for every dollar ($1) of change in final demand,
an additional $1.40 of indirect economic activity occurs for a total of $2.40.
Key information for the reader to retain is that this type of analysis requires rigorous and careful
consideration of the geography selected (i.e. how the “local economy” is defined) and the implications of
the geography on the computation of the change in final demand. If this analysis wanted to consider the
impact of the widget manufacturer on the entire North American continent, it would have to conclude
that the change in final demand is zero and therefore the economic impact is zero. This is because the $1
million of widgets being purchased by Canadians is not causing total North American demand to increase
by $1 million. Presumably, those Canadian purchasers will have $1 million less to spend on other items
and the effects of additional widget production will be cancelled out by a commensurate reduction in the
purchases of other goods and services.
Changes in final demand, and therefore Direct Effects, can occur in a number of circumstances. The above
example is easiest to understand: the effect of a manufacturer producing locally but selling globally. If,
however, 100% of domestic demand for a good is being met by foreign suppliers (say, DVD players being
imported into the US from Korea and Japan), locating a manufacturer of DVD players in the US will cause
a change in final demand because all of those dollars currently leaving the US economy will instead
remain. A situation can be envisioned whereby a producer is serving both local and foreign demand, and
an impact analysis would have to be careful in calculating how many “new” dollars the producer would be
causing to occur domestically.

