Chart 11

OPPORTUNITY COST and STANDARD CONVERSION FACTOR used for converting Financial to Economic Prices

Opportunity Costs: The market price of any Goods or Services may or may not reflects to their opportunity costs/value, which is the value of a good or service in its next best alternative use to the society, the new value assigned becomes “the shadow price” or the accounting price. In other words it is any price that is not a market price, but the term usually also carries the connotation that it is an estimate of economic value of the goods or services in question. In financial analysis the common yardstick of account is the real income change of entity being analyzed (farmer, industry, society, organization in the project) valued in domestic market prices and in domestic currency value. Domestic market prices do not always refect scarcity values, or net national income change valued in opportunity costs.

Financial prices of tangible items to reflect economic values are necessary to make adjustment in three cases in particular, namely (i) adjustment for direct transfer payment, (ii) adjustment for price distortions in traded items, and (iii) adjustment for price distortions in non-traded items. In some instances opportunity costs is also replaced by the criterion of “willingness to pay” or the “efficiency price” which is the prices that reflect real resource use or consumption satisfaction and that are adjusted to eliminate direct and indirect transfer. These values will be market prices when market prices are good estimate of economic value or they will be shadow prices when market prices have had to be adjusted for distortions. In most cases the opportunity cost of the goods or services are the good judgment criterion. (Example like in regulated market prices sugar, rice where domestic shadow price is above the imported price that economic cost is set by willingness to pay)
If traded goods prices are used simply by multiplying border prices with official exchange rate without using foreign exchange premium, they some imported items will look cheaper than their economic value and will displace the locally available equivalent even though the locally available equivalent has no opportunity value.
Adjusting Financial Prices to Economic Values in steps:
1. Eliminate all direct transfer payments e.g. taxes and duties, direct subsidies, loans, receipts, repayment of principal and interest payments

2. Adjustment for price distortions in traded items, use border prices. For import items c.i.f (cost insurance and freight) and for exports normally f.o.b. (free on board). The border price is then adjusted to allow for domestic transport and the marketing costs between the point of import or export and the project site to arrive to the “efficiency price” to be used in economic analysis.

3. Adjustment for price distortions in non-traded items. They are simply multiplied by SCF to get to the economic prices.
