
Glossary

AAAAAverage incrverage incrverage incrverage incrverage incremental economic cost (AIEC).emental economic cost (AIEC).emental economic cost (AIEC).emental economic cost (AIEC).emental economic cost (AIEC). The present value of
investment and operation costs at economic prices, divided by the present
value of the quantity of output. Costs and output are calculated from the
difference between the without project and with project situations, and are
discounted at the economic opportunity cost of capital (EOCK).

Benefit-cost ratio (BCR).Benefit-cost ratio (BCR).Benefit-cost ratio (BCR).Benefit-cost ratio (BCR).Benefit-cost ratio (BCR). The ratio of the present value of the economic
benefits stream to the present value of the economic costs stream, each
discounted at the economic opportunity cost of capital. The ratio should be
greater than 1.0 for a project to be acceptable.

Constant prices.Constant prices.Constant prices.Constant prices.Constant prices. Future price values from which any expected change
in the general price level is removed. When applied to all project costs and
benefits over the life of the project, the resulting project statement is in constant
prices. Expected significant changes in relative prices, that is, in expected
price changes for an item compared with the expected change in the general
price level, should also be incorporated in the valuation of costs and benefits
at constant prices.

Conversion factor (CF).Conversion factor (CF).Conversion factor (CF).Conversion factor (CF).Conversion factor (CF). Ratio between the economic price value and
the financial price value for a project output or input, which can be used to
convert the constant price financial values of project benefits and costs to
economic values. Conversion factors can also be applied for groups of typical
items, such as petrochemicals or grains; and for the economy as a whole, as
in the standard conversion factor or shadow exchange rate factor. For details
of CF estimation, see ADB Guidelines for the Economic Analysis of Projects

(1997).

Disability ADisability ADisability ADisability ADisability Adjusted Life Ydjusted Life Ydjusted Life Ydjusted Life Ydjusted Life Year (Dear (Dear (Dear (Dear (DALALALALALY).Y).Y).Y).Y). A composite health impact
indicator that combines morbidity and mortality impacts. Its calculation
requires two sets of weights: first by extent of disability and second, by
age for premature death and disability effects. For details, see ADB Handbook

for the Economic Analysis of Health Sector Projects, August 2000, or World

Development Report 1993, World Bank.
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Discount rate.Discount rate.Discount rate.Discount rate.Discount rate. A percentage rate representing the rate at which the
value of equivalent benefits and costs decrease in the future compared to
the present. The rate can be based on the alternative economic return in
other uses given up by committing resources to a particular project, or on
the preference for consumption benefits today rather than later. The discount
rate is used to determine the present value of future benefit and cost streams.

Economic internal rate of return (EIRR).Economic internal rate of return (EIRR).Economic internal rate of return (EIRR).Economic internal rate of return (EIRR).Economic internal rate of return (EIRR). The rate of return that would
be achieved on all project resource costs, where all benefits and costs are
measured in economic prices. The EIRR is calculated as the rate of discount
for which the present value of the net benefit stream becomes zero, or at
which the present value of the benefit stream is equal to the present value
of the cost stream. For a project to be acceptable the EIRR should be greater
than the economic opportunity cost of capital.

Economic opporEconomic opporEconomic opporEconomic opporEconomic opportunity cost of capital.tunity cost of capital.tunity cost of capital.tunity cost of capital.tunity cost of capital. The real rate of return in economic
prices on the marginal unit of investment in its best alternative use. This rate
of return is estimated as the weighted average of the economic demand and
supply price of capital, and therefore will be equal to the value of the marginal
unit of investible funds to both investors and savers.

Equalizing discount rate (EDR).Equalizing discount rate (EDR).Equalizing discount rate (EDR).Equalizing discount rate (EDR).Equalizing discount rate (EDR). The discount rate at which the present
values of two project alternatives are equal. It is the same as the internal
rate of return on the incremental effects of undertaking an alternative with
larger net costs earlier in the net benefit stream rather than an alternative
with lower early net costs. The EDR is compared with the economic
opportunity cost of capital to determine whether the alternative with larger
net costs is worthwhile. Also referred to as the crossover discount rate,
the discount rate above or below which the preferred alternative changes
from one to another.

FFFFFactor intensityactor intensityactor intensityactor intensityactor intensity..... It refers to the degree to which a certain production
factor (e.g., labor, capital, land) is used in production and characterizes the
type of production technology. For example, labor-intensive technology (e.g.,
garment industry) refers to a production process in which more labor inputs
are required than capital inputs relative to capital-intensive technology (e.g.,
machinery industry).
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Financial internal rate of returnFinancial internal rate of returnFinancial internal rate of returnFinancial internal rate of returnFinancial internal rate of return (FIRR).(FIRR).(FIRR).(FIRR).(FIRR). The rate of return that would
be achieved on all project costs, where all costs are measured in financial
prices and when benefits represent the financial revenues that would accrue
to the main project participant. The FIRR is the rate of discount for which the
present value of the net revenue stream becomes zero, or at which the present
value of the revenue stream is equal to the present value of the cost stream.
It should be compared with the financial opportunity cost of capital (FOCK),
or the weighted average cost of capital (WACC), to assess the financial
sustainability of a project.

FFFFFinancial opporinancial opporinancial opporinancial opporinancial opportunity cost of capital. tunity cost of capital. tunity cost of capital. tunity cost of capital. tunity cost of capital. The opportunity cost of using
investment resources at market prices in a project. This is often taken as the
weighted average borrowing rate of capital used in the project

FFFFFinancial sustainabilityinancial sustainabilityinancial sustainabilityinancial sustainabilityinancial sustainability..... The assessment that a project will have
sufficient funds to meet all its resource and financing obligations, whether
these funds come from user charges or budget sources; will provide sufficient
incentive to maintain the participation of all project participants; and will be
able to respond to adverse changes in financial conditions.

Money-metric measure.Money-metric measure.Money-metric measure.Money-metric measure.Money-metric measure. The money-metric measure of welfare change
forms a fundamental building block in applied welfare economics. While an
individual’s welfare change is derived from physical consumption of goods
and services, it is necessary to make accounting by putting some money-
metric units to the welfare change for any policy application. In a project
context, economic prices of commodities, which deviate from observed market
prices, represent the money-metric measure of welfare change when additional
unit of project input or output is added or taken away from the economy. In
a context of policy changes, there are other money-metric measures of welfare
changes such as compensating variation (CV) and equivalent variation (EV).
For more details, readers are referred to any graduate level microeconomic
textbooks.

Net present value (NPV).Net present value (NPV).Net present value (NPV).Net present value (NPV).Net present value (NPV). The difference between the present value
of the benefit stream and the present value of the cost stream for a project.
The net present value calculated at ADB’s discount rate should be greater
than zero for a project to be acceptable.
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Numeraire.Numeraire.Numeraire.Numeraire.Numeraire. The common yardstick that measures the objective being
maximized. In project financial analysis this yardstick is the real income
change for the project participants valued in domestic market prices. In
project economic analysis, because the scope of the analysis differs, and
because domestic market prices do not always reflect the scarcity value of
project outputs and inputs, this yardstick is the real change in net national
income for the project as a whole valued in economic prices. Generally, the
real change in net national income can be measured at two different price
levels. These are the domestic price level, where all economic prices are
expressed in their equivalent domestic market price level values (the domestic
price numeraire), and the world price level, where all economic prices are
expressed at their equivalent world market price level values (the world
price numeraire). As long as consistency is maintained in a particular
calculation across all project effects, project decisions will not be affected
by whether the domestic price level or the world price level is used to express
the numeraire.

OpporOpporOpporOpporOpportunity cost.tunity cost.tunity cost.tunity cost.tunity cost. The benefit foregone from not using a good or
resource in its best alternative use. Opportunity cost measured at economic
prices is the appropriate value to use in project economic analysis for valuing
nonincremental outputs and incremental inputs. For details, see ADB
Guidelines for the Economic Analysis of Projects (1997).

PPPPPoveroveroveroveroverty impact ratio (PIR).ty impact ratio (PIR).ty impact ratio (PIR).ty impact ratio (PIR).ty impact ratio (PIR). The proportion of the total net benefits of
a project (NPV) that accrues to the poor. (It is possible that its value exceeds
one as in Case 2 in Appendix 6.)

Present value (PV). Present value (PV). Present value (PV). Present value (PV). Present value (PV). The value at present of an amount to be received
or paid at some time in the future. It is determined by multiplying the future
amount by a discount factor.

Real exchange rate.Real exchange rate.Real exchange rate.Real exchange rate.Real exchange rate. The price of foreign currency in terms of domestic
currency where the rate of exchange is adjusted for the relative value of
actual or expected domestic and international inflation.

Risk analysis.Risk analysis.Risk analysis.Risk analysis.Risk analysis. The analysis of project risks associated with the value
of key project variables, and therefore the risk associated with the overall
project result. Quantitative risk analysis considers the range of possible
values for key variables, and the probability with which they may occur.
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Simultaneous and random variation within these ranges leads to a combined
probability that the project will be unacceptable. When deciding on a
particular project or a portfolio of projects, decision makers may take into
account not only the expected scale of project net benefits but also the risk
that they will not be achieved.

Sensitivity analysis.Sensitivity analysis.Sensitivity analysis.Sensitivity analysis.Sensitivity analysis. The analysis of the possible effects of adverse
changes on a project. Values of key variables are changed one at a time, or
in combinations, to assess the extent to which the overall project result,
measured by the economic net present value, would be affected. Where the
project is shown to be sensitive to the value of a variable that is uncertain,
that is, where relatively small and likely changes in a variable affect the overall
project result, mitigating actions at the project, sector, or national level should
be considered, or a pilot project implemented.

Shadow exchange rate (SER).Shadow exchange rate (SER).Shadow exchange rate (SER).Shadow exchange rate (SER).Shadow exchange rate (SER). The economic price of foreign currency
used in the economic valuation of goods and services. The shadow exchange
rate can be calculated as the weighted average of the demand price and the
supply price for foreign exchange. Alternatively, it can be estimated as the
ratio of the value of all goods in an economy at domestic market prices to
the value of all goods in an economy at their border price equivalent values.
Generally the shadow exchange rate is greater than the official exchange
rate, indicating that domestic purchasers place a higher value on foreign
currency resources than is given by the official exchange rate.

Shadow exchange rate factor (SERF).Shadow exchange rate factor (SERF).Shadow exchange rate factor (SERF).Shadow exchange rate factor (SERF).Shadow exchange rate factor (SERF). The ratio of the economic price
of foreign currency to its market price. Alternatively, the ratio of the shadow
to the official exchange rate. This factor will generally be greater than 1. For
economic analysis using the domestic price numeraire, the SERF is applied
to all outputs and inputs, including labor and land, that have been valued at
border price equivalent values, with project effects measured at domestic
market price values left unadjusted. The inverse of the standard conversion
factor.

Shadow wage rate (SWR).Shadow wage rate (SWR).Shadow wage rate (SWR).Shadow wage rate (SWR).Shadow wage rate (SWR). The economic price of labor measured in
the appropriate numeraire as the weighted average of its demand and supply
price. For labor that is scarce, the SWR is likely to be equal to or greater
than the project wage. For labor that is not scarce, the SWR is likely to be
less than the project wage. Where labor markets for labor that is not scarce
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are competitive, the SWR can be approximated by a market wage rate for
casual unskilled labor in the relevant location, and adjusted to the appropriate
numeraire.

Shadow wage rate factor (SWRF).Shadow wage rate factor (SWRF).Shadow wage rate factor (SWRF).Shadow wage rate factor (SWRF).Shadow wage rate factor (SWRF). The ratio of the shadow wage rate
of a unit of a certain type of labor, measured in the appropriate numeraire,
and the project wage for the same category of labor. Alternatively, the ratio
of the economic and financial cost of labor. The SWRF can be used to convert
the financial cost of labor into its economic cost.

Standard conversion factor (SCF).Standard conversion factor (SCF).Standard conversion factor (SCF).Standard conversion factor (SCF).Standard conversion factor (SCF). The ratio of the economic price value
of all goods in an economy at their border price equivalent values to their
domestic market price value. It represents the extent to which border price
equivalent values, in general, are lower than domestic market price values.
The SCF will generally be less than one. For economic analysis using the
world price numeraire, it is applied to all project items valued at their domestic
market price values to convert them to a border price equivalent value, while
items valued at their border price equivalent value are left unadjusted. The
SCF and SERF are the inverse of each other.

Transfer payment.Transfer payment.Transfer payment.Transfer payment.Transfer payment. A payment made without receiving any good or
service in return. Transfer payments transfer command over resources from
one party to another without reducing or increasing the amount of resources
available as a whole. Taxes, duties, and subsidies are examples of items that,
in some circumstances, may be considered to be transfer payments.

WWWWWeighted average cost of capital (Weighted average cost of capital (Weighted average cost of capital (Weighted average cost of capital (Weighted average cost of capital (WAAAAACC).CC).CC).CC).CC). Measured on after-tax
income tax basis, WACC is determined by ascertaining the actual lending (or
onlending) rates, together with the cost of equity contributed as a result of
the project. To obtain the WACC in real terms, the inflation factor is to be
deducted from the estimated cost of borrowing and equity capital.

WWWWWillingness to pay (WTP).illingness to pay (WTP).illingness to pay (WTP).illingness to pay (WTP).illingness to pay (WTP). The maximum amount consumers are
prepared to pay for a good or service. WTP can be estimated as the total area
under a demand curve. Changes in WTP can occur when the demand curve
itself shifts because of changes in income or in the prices of substitute
goods.
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