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I.
Why economic analysis

1.
Economic cost benefit analysis is the appraisal technique used to decide whether a project will make a contribution toward reaching a country objectives.

a.
Objectives: usually national income produced in the country during a particular period.  That is the objective of the whole society to maximize the contribution a project makes to the national income (or consumption level).

b.
Cost: anything that reduces the objectives (national income)

c.
Benefit: anything that increases the objectives.

d.
Economic cost and benefit analysis deals with costs and benefits from the point of view of the country as a whole.  Financial analysis deals with costs and benefits to an individual or an enterprise only.

2.
Economic analysis is based on opportunity cost concept, not entirely based on market prices, while financial analysis is based on market prices only.  The opportunity cost reflect cost of using scarce resources of the society: land and other natural resources (water and minerals), labor, and capital.

a.
Costs: the value of the resources that are used by the project.

b.
Benefits: the value of the goods and services that are produced by the project to satisfy human needs.

c.
The opportunity cost is also called efficiency price.

3.
Economic analysis is based on constant prices-inflation contingency allowances will be excluded.  However, physical contingency allowances and contingency allowances intended to allow for elative price” changes should be properly contingency allowances and contingency allowances intended to allow for elative price” changes should be properly incorporated in the economic accounts, even when the accounts are in constant prices.

4.
Social analysis of project is one step further to analyze the impact of the project on social aspects of the nation such as national income distribution, employment and poverty alleviation.

II.
Definition of economic efficiency

1.
To an economist, the objective of economic activity is to maximize the value of society national income (or consumption) over time.  Economic efficiency is attained when the economy is functioning in a way that maximizes that value.

a.
Static efficiency: 3 conditions:

· Full employment

· Use of the ight” combination of inputs

· Production of the ight” combination of output

· ight” defined in terms of relative values that are measured by society illingness to pay” [WTP] for each unit of the good or service.

· WTP: the price that society would be willing to pay for each successive unit of a good or service, indicated by marginal demand prices.

b.
Dynamic efficiency: .The economy is growing at the ight” rate, ight” is in terms of society choice between present and future consumption.

c.
Distributional efficiency:  relates to whether a society feels that its total output (consumption) is optimally distributed.  No WTP prices to serve as references in determining if this efficiency is being met.

d
Cost-benefit analysis focuses on static and dynamic efficiency, while social analysis include Distributional efficiency.

2.
Incremental net benefit stream is an accurate reflection of the project income generating capacity , i.e., its net contribution to real national income.  The economic analysis of project stated in efficiency prices will judge the capacity of the project to generate national income (NI), but not for the social aspects (national income distribution) or for future economic growth of the country.

3.
In economic analysis, all values of goods and services are stated in efficiency pricesarket or shadow prices to reflect opportunity cost of goods and services.

4.
Project economic analysis and project dialogues between World Bank and member countries have tended to focus on the promotion of economic efficiency.  The shadow or accounting prices used in project analysis are designed to move the economy closer to meeting the conditions necessary to achieve improved efficiency.

5.
Under certain conditions (perfect competition), free markets will automatically achieve economic efficiency.  However, there are many cases in which markets depart from these conditions.  Market failure and the government intervention often distort the market from achieving economic efficiency.  When government failure or market failure exist, some form of shadow pricing may be required in planning and appraising projects.  The accounting prices that are used in project economic analysis are designed to partially correct for the distortion caused by these failures.  In other words, these prices allow us to recommend projects that improve the degree of static and dynamic efficiency.  [WWBD p.9]

6.
If the market price cannot reflect the opportunity cost, a shadow price (also called accounting price) is calculated or used instead of market price (as used in the financial analysis).

7
The financial prices are the starting point for the economic analysis.  They are adjusted as needed to reflect the economic value to the society as a whole of both the inputs and outputs of the project.

a.
Land, labor, or foreign exchange may be controlled directly by the government.  These are administered prices and may be above or below the economic prices that would result in a

b.
Even when prices are not controlled by the government, there may be market distortions introduced by the cost of taxes, subsidies and foreign trade regulations.

c.
In both of above cases financial prices will have to be adjusted to reflect economic costs.

8.
Two approaches in converting financial prices to economic prices

a.
Shadow Exchange Rate (SER) approach: converting traded goods to domestic market prices using SER.  Willingness to Pay numeraire.

b.
Standard Conversion Factor (SCF) approach: converting non-traded goods to border prices using conversion factors to reflect opportunity cost.  Foreign Exchange Rate numeraire.

c.
World Bank uses the SCF approach.

III.
Conversion Factor Approach to Economic Analysis

1.
To adjust financial prices to economic prices, the World Bank uses onversion factor” method.

a.
Using international prices or border prices as indicators of opportunity cost.

b.
Prices will be expressed in domestic currency using border prices.

c.
Traded goods will be converted to border prices using official exchange rate.

d.
Non-traded goods will be converted to border prices using a corrected factor called conversion factor.

e.
Example: Assume the wage rate set for the project is 100,000 dongs per month for a unskilled worker.  However, because of widespread of unemployment, the opportunity cost (economic cost) of hiring unemployed workers is virtually zero.  Assume half of the unskilled workforce for the project were unemployed before the project started, the economic cost of the total wage is 50,000 dongs.  The conversion factor is estimated 0.5 (50,000/100,000).

2.
Conversion factor is
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3.
Economic costs and benefits: An illustration (by diagrams)

Food Export Company

(Value 1 Million Dong, 1994)

	
	Financial Value
	Economic Value
	Conversion Factor

	Inflow
	
	
	

	  Sales
	1,800
	1,800
	

	Outflow
	1,100
	680
	

	  Unskilled labor
	600
	300
	0.5

	  Skilled labor
	100
	80
	0.8

	  Import material
	200
	200
	

	  Transport service
	
	
	

	    Import component
	60
	60
	

	    Domestic component
	100
	40
	0.8

	  Tax
	100
	0
	

	Net benefit
	690
	1,120
	

	  of which:
	
	
	

	    Enterprise
	
	690
	

	    Government
	
	100
	

	    Employment
	
	320
	

	    Domestic service
	
	10
	

	
	
	
	


IV.
Determining shadow exchange rate (premium on foreign exchange)

1.
Adjusting from the financial prices to economic prices involves the determination of the proper premium to attach to foreign exchange.

a.
Because in many countries as a result of national trade policies (tariffs on imports and subsidies on exports), people pay a premium on traded goods over what they pay for non-traded goods.

b.
This premium is not adequately reflected when the prices of traded goods are converted to the domestic currency using the official exchange rate.

c.
Shadow exchange rate is estimated to reflect real exchange rate for traded goods.  When prices of the traded goods are converted to border prices using official exchange rate, prices of non-traded goods are converted to border prices at a iscount” using a standard conversion factor, or specific conversion factors.

2.
Estimation of the foreign exchange premium

a.
National parameters: Planning Agency for comparing various alternative investment opportunities; the same foreign exchange premium must be used in the economic analysis of each alternative.

b.
Sometimes the analyst will be forced to make his own estimates.

c.
Two ways to calculate foreign exchange premium _  

· Shadow Exchange Rate (SER)=OERX(1+foreign exchange premium)=OERX(1+FEP)=OER/SCF

· Standard Conversion Factor=1/(1+FEP)=OER/SER

V.
Steps of adjustments from financial prices to economic prices (see Gittinger, Chapter 7)

1.
Adjustment for direct transfer payments

a.
Taxes, direct subsidies, credit transactionsoans, receipts, amortization, interest payments

b.
Accounts payable and receivable

c.
All of the above items will be omitted from financial analysis, since they do not change national income.

2.
Adjustment for price distortions in traded goods

a.
Traded items:

· Exports: FOB> Domestic cost of production (DCP)

· Imports: DCP> CIF price

b.
Border price

· Export: FOB price

· Import: CIF price

c.
From Border price to project site (gate price)

d.
Import substitute good: Foreign exchange (FE) saved by using the domestic product valued at border price: CIF price

e.
Diverted exports: project uses items that might otherwise have been exportedhen the opportunity cost to the society of these items is the FE lost on the exports foregone valued at the border pricesOB price

3.
Adjustment for price distortion for non-traded goods

a.
Adjust prices of non-traded goods by using conversion factors

b.
Non-traded items= CIF price > domestic cost of production> fob price or,

c.
Non-traded because of government intervention by means of import bans, quotas, etc.

d.
Usually bulky goods (bricks, etc.) cheaper to produce locally than to import and export price  lower than domestic cost of production; or highly perishable goods (fresh vegetables or fluid milk)

e.
Market prices are used as estimates of economic value when the market of the non-traded goods are close to perfect competition such as agricultural products.

f.
Valuing land and labor (depending opportunity cost)

g.
Tradable but not-traded:  

· Would usually be imported were it not for an import quota or an outright ban that is enforced against them:.  Domestic price > World market priceue to domestic protection.

· If imported, its import price is much higher than domestic ones.  Economic value is based on domestic market price [of the import item]

· Goods under import banconomic value is market pricesing willing to pay criterionssuming that the ban will be effective during the period of the project life.

h.
Indirectly traded itemsecompose the items  

· Value items by valuing domestic content as a nontraded item but the imported component as a traded item.

4.
Economic export and import parity values

a.
Prices for internationally traded commodities: forecasts published by WB and FAO.  Other international organizations such as International Tea Committee, Cocoa, Coffee, etc. also publish price information for the products of their interest.

b.
Financial export and import parity prices

· If project produces traded goods, use price projections made by international organizations as a base and adjust them to farm gate or project boundary prices.

· If farm gate price is set administratively and is not allowed to adjust freely, then the administrative price should be used.

· CIF or FOB adjustments

c.
Economic value of a traded item-either an export or an import-at the farm gate or project boundary is its export or import parity value.

d.
These values are derived by adjusting the CIF (cost, insurance, and freight) or fob (free on board) prices (converted to economic values) by all relevant charges (again converted to economic values) between farm gate or project boundary and the point where the CIF or fob price is quoted.

e.
Both traded and non-traded goods must be valued simultaneously.

f.
Export parity price from financial to economic, see Gittinger Table 3.3 (pp.80-81) and Table 7.2 (pp. 272-275)

VI.
Exercises and Case studies

1. Converting Financial Prices to Economic Values (EDI 560/029)

2. Caribbean Containers

3. Jordan Electric Power

4. World Bank projects (selected)
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