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Difference Between Economic and Financial Prices 

۱. Financial returns are based on financial prices. Economic returns are based on economic 
prices. If the financial and economic boundaries of a project are the same, as in public 
utility projects for example, differences between financial and economic returns come 
down to differences between financial and economic prices.۱ 

I. Indirect Taxes and Subsidies 

۲. Both financial and economic prices are related to market prices. If governments impose 
indirect taxes to raise revenues, prices paid by buyers will diverge from prices received by 
sellers, as taxes drive a wedge between demand and supply prices. For any good the 
demand price is the price at which buyers are willing to buy, that is, the market price plus 
consumption taxes and less consumption subsidies, and the supply price is the price at 
which suppliers are willing to sell, that is the market price less production taxes and plus 
production subsidies.  

۳. Indirect taxes and subsidies, therefore, are important to understanding the difference 
between economic and financial prices. For project output, the economic price exceeds the 
financial price by at least the amount of the indirect tax, whereas for project input, the 
financial price exceeds the economic price by at least the amount of the indirect tax. This 
result applies whether project output or input is tradable or nontradable. 

II. The Economic Price of Foreign Exchange 

٤. Indirect taxes and subsidies are not the only reason economic and financial prices 
diverge. Market structures, with monopolized supplies or monopolized stocks, also tend to 
maintain national price levels at higher levels than world prices. The extent to which the 
exchange rate is overvalued is proportional to the sum of government and market effects 
on domestic price levels relative to the level of world prices. To account for these effects 
on the price for foreign exchange, the economic or shadow exchange rate (SER) is 
estimated (see Appendix ۱٦). 

٥. The SER is the weighted average of the demand price of foreign exchange paid for by 
importers and the supply price of foreign exchange received by exporters. Import tariffs 
and subsidies have the same effect on the foreign exchange rate as would consumption 
taxes and subsidies on the price of a nontradable. Similarly, export taxes and subsidies 
have the same effect as production taxes and subsidies. A further major difference 
between the economic and financial prices therefore stems from the foreign exchange 
premium. This premium is given by the percentage difference between the SER and the 
official exchange rate. The foreign exchange premium is in effect a tax paid by exporters 
to importers. 

III. Producer and Consumer Surplus 

٦. Economic and financial values can also differ as a result of producer and consumer 
surpluses. Such surpluses stem from the market impact of projects. For example, if a 
project is large enough to cause the price of output to fall, the producer surplus of existing 
producers is reduced and the consumer surplus of both existing and new consumers is 
increased. Though both producer and consumer surpluses are difficult to quantify, rough 
estimates can be made, particularly for key project beneficiaries. For example, the 
difference between the financial price of labor and its economic price is a major source of 
producer surplus and benefit to the poor. 

IV. Externalities 

۷. External effects can also cause differences between economic and financial prices. Externalities are 
imposed by a project on parties outside the project. Positive externalities are known as external 
benefits and negative externalities as external costs. In cases in which the government imposes a tax 
to correct for a negative externality, such a tax is incorporated in both financial and economic prices.  


