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Development
1. Process of change in a state or situation that will lead to noticeable and desirable outcomes
2. Benefits have to be perceived by individuals involved/ affected (defined in relation to a group of people)
3. Development is unique, complex and diverse
a. Affected by beliefs
b. Affected by environment 
c. Affected by societal structure
d. Affected by culture
4. Unpredictable because of these factors
a. A time factor is associated with development  preferences change 
One size fits all development will not work
Sustainable Development: the ability to meet the needs of the current population without depriving future generations 
· The management and conservation of resources
· The reorganization or reorientation or technological and institutional change that will ensure continued satisfaction of current and future generations
· Marginal benefits are equal across all generations
How do we measure development?
1. GNI per captia (traditional)
2. HDI
3. MPI
4. GDI
5. GII
History of development: 
· traditionally we used GDP or GNI to measure development
· then Amartya Sen brought his theory of capabilities and freedoms
· this turned into HDI and MPI
HDI: 
	LI:( (the maximum goal post- the actual)/ (the maximum goal post- the minimum goal post)
	EI: [(the max-mean)/(max-min)] x (max-expected)/(max-min)
	I: [max(ln) – actual(ln)]/ (max (ln) – min(ln)]
MPI: 
Has 10 indicators
· 2 quality of life indicators
· 2 education indicators
· 6 standard of living indicators
Development planning as an important component of development
· It ensures that we can actually achieve the objective
· helps us determine what we want and how to get there
· requires a means/ends analysis
2 main types of development planning
1. comprehensive: any plan that incorporates everything in society
a. federal budget
2. partial: any plan that takes one of two aspects of the economy into consideration 
a. health care accord
b. agricultural policy framework
Why do we need development planning:
1. to determine costs and prevent wasting limited resources
a. to organize and use our limited resources
b. making sure you achieve your goals
2. to avoid market failure
3. to change psychological impact/ attitudes
4. foreign aid
a. need plans to receive foreign aid from international financial institutions 
3 Main components of development planning
1. what is the problem
2. what are the resources available
3. what are the institutions 
The Life Cycle of Development
1. The problem
2. Objective
3. Alternatives to achieve the objective
4. Analyze all options
5. Implement
6. Mobilize resource
7. Evaluation 
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Macroeconomic principles of project planning
3 types of planning tools for a mixed economy
1. Aggregate growth model 
a. Trying to connect output to savings, investment, capital
b. Finding how much labour/ capital we need to increase GDP by x amount 
c. How do we decrease unemployment?
2. Multi-sector models
a. Input-output models: one industry behaving as an input to another industry	
i. Deals with linkages b/t industries
b. Social accounting model: aka social accounting matrix
i. Expanding input output model and expands it to include household incomes
ii. Useful for increasing welfare, pensions, etc. 
c. Computable generalized equilibrium
i. An extension of social accounting model 
ii. Functions in utility and production 
3. Cost benefit analysis: 
a. Finding an aption that will benefit the most 
b. Important in determining an overall welfare increase 
Why does development planning fail
1. Wrong assumptions/ imperfect information
a. Insufficient/ unreliable information 
2. External or internal factors
a. Economic disturbances (2008 crisis) 
b. We base our assumptions on prices which are volatile 
3. Corruption or institutional failures
4. Conflicting objectives
5. Lack of political will 
Basic Principles of development
· Pareto efficiency criteria
· Resource allocation cannot make someone better off without making someone else worse off
Income possibility Frontier
· any point along the curve is pareto efficient 
· Under certain conditiona, the economy is efficient if you can’t make someone better off without making someone else worse off; resources are maximized
· Any point inside the box is considered “pareto sub optimal”
· Resources here are not being maximized
· This is where we start looking at the Kaldor Hicks criteria
· Kaldor Hicks Criteria
· If the winders can compensate the losers and still be better off, then there is potential pareto improvement 
· Basically: if the cost is lower than the benefits
· If the compensation is actually made, then we have actual pareto improvement
· Cost benefit analysis uses this criteria to ensure allocative efficiency 
· Tries to allocate to the highest valued user 
· If the benefits exceed the costs then we’re using KH criteria
· Willingness to pay
· WTP is the price in a competitive market
· The price is not reflective of true willingness to pay when the market it not competitive due to externalities or distortions
· Basically: market failure 
· Opportunity cost
· The forgone benefits of the next greatest alternative
· The OC is related to the shadow value and to willingness to pay
· Shadow value
· The price economists put on goods and services
· You use the shadow value to find the opportunity costs
· In a competitive market the wage rate should equal the shadow wage rate
· The shadow wage rate is equal to marginal product of labour
If you hire someone who is unemployed, what is their MVP?
· It’s not 0
· You have to pay them more than they’re getting from welfare and E.I.
· You have to pay them to compensate for the enjoyment they will forgo by working, like sleeping all day 
The market is competitive where price = marginal cost 
Social surplus is consumer surplus + producer surplus + government surplus

Free Market
A competitive market relies on 40 assumptions that do not always hold
There are 5 main issues that necessitate government intervention in the market:
1. Non-competitive market:
a. Like a monopoly market where they produce less and charge more
b. Natural monopolies are usually left to the government 
i. Natural monopolies have high fixed costs
2. Externalities
a. Demand shifts according to externalities so the government sometimes needs to subsidize or tax according to losses or gains due to externalities 
3. Public-goods
a. Non excludable and non rival 
b. Marginal cost = 0
c. The price = the marginal cost
4. Information asymmetry 
a. Not everyone has the same information 
b. Need the government involvement to address information asymmetry 
5. Equity issues 
a. Pareto efficiency 
b. Government deals with inequality through transfer payments 
6. Merit goods 
a. Seatbelt laws
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If the market is competitive, the private sector should provide goods
Government failure
1. Floor price 
a. The like minimum wage 
2. Ceiling price
a. Rent controls 
b. Salary caps 
Cost Benefit Analysis
· A tool to quantify the value of the policy consequence in monetary terms 
· Used to determine the different policy options and alternatives
· The process of identifying and analysing the benefits and risks of alternative policy options
· Uses net present value 
· 3 characteristics
· A logical and consistent way of comparing projects
· Combines science and economic analysis
· Incorporates both qualitative and quantitative methods
10 steps in a cost benefit analysis
1. Specify all alternative options
2. Determine who the affected are (only in economic CBA)
3. Identify all the benefits and costs
4. Quantify the impacts
5. Monetize the impacts
6. Estimate net present values
7. Find the net present value
8. Sensitivity analysis (seeing what happens with the assumptions you’ve made)
9. Distributional analysis (only in economic CBA)
10. Provide recommendations
Private cost benefit analyses use the same steps, but they use market prices, don’t care about spillover effects and don’t do distributional analysis. 
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Different types of CBA
1. Ex-ante anslysis
a. Do it before project
b. Uses available data
c. Make assumptions about future value
2. In media res
a. Project has been implemented
b. Trying to see if project is still feasible 
c. Has a bit of data available 
3. Ex-post analysis
a. Project is over
b. Know the actual numbers
c. We can learn from this analysis
d. Did it correlate with the ex-ante analysis?
Assumptions of CBA
1. Discount rate is given (aka the interest rate)
2. Capital is readily available 
a. A project may not be feasible if capital is limited, even if CBA says it is
3. Interest rate used to borrow and lend is the same
4. Cash flow projections include all relevant costs and benefits
5. All project alternatives are mutually exclusive 
Key dimensions of CBA
1. Time period
a. The lifespan of technology/ activity 
b. The lifespan of the key input 
c. When benefits exceed costs
2. Point of view/ scope
a. To whom is the project relevant?
b. National scope, regional scope, local scope, etc
3. Proportionality
a. The cost for doing an analysis should be less than the NPV
4. Incrementality
5. Transparency 
a. Have to have a documented process
Misconceptions of CBA
1. Arrives at one number
a. Decisions are not made based solely on NPV
b. We also make qualitative indicators
c. Even if CBA if positive, we may still refuse to implement if its not politically acceptable 
2. Quantifies everything
a. Quantifying all c/b  is impossible
3. It overrides all other considerations
a. Political response 
b. Stakeholders who are negatively affected
Rationale for CBA
1. Transparency and accountability
2. Well informed decision making process
3. Enables efficient and equitable use of financial and other resouces 
4. Predict actual challenges and progress
5. Identify success factors and challenges 
Views of CBA
1. Analyst
a. Wants to do a proper analysis 
b. Uses shadow values and opportunity costs 
2. Guardian
a. Wants to save money 
b. Downplays non-financial benefits
c. Doesn’t interpret costs correctly (uses actual wages)
d. Behaves like someone using a private CBA
e. Anything provided by the government Is seen as free
f. Subsidies are seen as benefits 
g. High social discount rate 
3. Spenders
a. Labour costs as benefits
b. Transfer payments as benefits
c. Low social discount rate
d. Resource obtained from the government are no cost
Two ways to identify costs and benefits
1. Direct costs and benefits
a. Labour
b. Construction
c. Maintenance
d. Saved time
e. Do not include:
i. Sunk costs
ii. Interest payments
iii. Taxes and subsidies
f. Include:
i. User charges
ii. Donations and contributions-in-kind
iii. Physical contingencies
2. Indirect costs and benefits
POST MIDTERM
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Indirect costs and benefits:
· Many projects ignore the indirect B + C because they are difficult to identify and monetize
· Spillover effects, secondary effects, externalities, etc
· Anything that imposes and unintentional affect on a third party
· External economies= benefits
· External diseconomies = costs 
· You can’t always capture these in the market so there is no market price
· You have to determine the opportunity cost or willingness to pay 
· Or you find the functional relationship between the externality and something with a market price
· Ex: if steel production creates carbon, what is the functional relationship between x tons of carbon and x dollars in health care expenses 
· How to quantify
· Determine the scope
· Determine the time horizon 
· If indirect costs extend beyond your projects time frame, then you have to expand your time frame 
· Examples of ICB:
· Environmental
· Productivity effects
· Health impacts 
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3 main components of stakeholders
1. Government
a. Project implementation (direct)
b. Enforcement (direct)
c. Revenue/ costs (indirect)
2. Business 
a. Compliance cost (direct)
b. Revenue/ income (direct or indirect)
c. Impacts on competitiveness/ sustainability (direct/ indirect)
3. Individuals 
a. Incomes
b. Prices
c. Impacts
d. Almost always indirect costs and benefits 
How do we put a dollar value on things?
1. When the market is competitive, 
a. benefits = revenue is the effect on supply is negligible 
b. when the effect on supply is noticeable, the benefit is equal to revenue plus the change in consumer and producer surplus
2. when the market is not competitive
a. in a monopoly: the total benefit is (QL-QM)Px+D
b. information asymmetry: the total benefit is [(Q2-Q1)(P2-P1)]/2
when you have taxed supplu, expenditure overestimates cost
when you subsidize expenditure underestimates opportunity cost
when there’s externalities, expenditure overestimates cost
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Two ways to monetize costs and benefits:
1. the market approach
2. the non-market approach
1. The market approach
· any product sold in the market
· if you think price is competitive, use market price
i. tradeable goods
· you can sell or exchange across borders
· exports and imports
· how you value it depends on whether its an export or an import.
· The opportunity cost of not trading is the difference between the domestic price and the world price 
· Export Parity Price: The price that a producer gets or can expect to get for its product if exported, equal to the Freight on Board price minus the costs of getting the product from the farm or factory to the border. 
· EPP= FOB+FIU-taxes-subsidies-transportation-marketing costs
· 
· Import Parity Price: The price that a purchaser pays or can expect to pay for imported goods; thus the c.i.f. import price plus tariff plus transport cost to the purchaser's location. 
· CIF= FOB + FIU
· IPP= CF + LC + TM + PM
· Buying from the farm is cheaper than at the retail level 
· Exchange rate:
· Shadow exchange rate (SER)
· Official exchange rate (OER)
· In a competitive market SER=OER
· Many reasons that the market might not be competitive 
· Fixed exchange rates
· Import or export taxes/ subsidies 
· Market distortions 
· Foreign exchange premium (FEP) 
· Shadow exchange rate =OER/(1+FEP)
ii. Non-tradeable goods
· Examples of non tradeable goods:
· Land
· Use the opportunity costs
· Land rental costs
· Use the capital value of the land
· Labour
· Use the opportunity costs; shadow wage rate
· Reservation wage (wage you have to pay someone who is unemployed to become employed)
· Anything heavy that has a low price
· If world Price > domestic price or world MC> domestic MC then we use EPP
· If World Price < domestic price or world MC<domestic MC then we use IPP
· If world price < domestic price < price then we don’t trade
· Reasons a good isn’t tradeable:
· Not economical 
· Too heavy or immoveable 
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2. Non market approach 
· The WTP and opportunity cost are important to valuing non-market goods and services
a. Market analogy approach
· Most popular in instances where we have to measure that costs of illness
b. Tradeoff method approach
· Popular in instances where we use time saved to determine opportunity costs
c. Intermediate goods approach 
· Can’t use the market value, but the good is being used in intermediate markets 
d. Hedonic pricing model (has 2 steps)
· Look at the functional relationship of each variable and find the shadow value of the variable you’re interested in if everything else is constant 
· The shadow value 
e. Travel cost approach 
· How much you’re willing to pay to travel to see something 
· Sample a number of households
· Survey the number of times they visit the site 
· Analyze the data 
· Aggregate over population 
· Problems:
· Double counting/ multipurpose trips 
· wTP for the whole site is not measures 
f. state preference approach 
· no market value for a product from 
· can’t use other approach 
· last resort 
· costs more time and money 
i. contingent valuation 
· direct survey approach to solicit responses WTP or WTA 
· problems: biased responses 
· inducing respondents to reliably report WTP
· the market does not exist yet
· steps:
· identify sample
· ask respondents about their valuation 
· estimate respondents WTP
· extrapolate population 
· mail surveys are cheaper but ineffective
· face to face surveys are more expensive but effective 
· problems:
· hypotheticality 
· when goods are difficult to define, might not get good results
· neutrality
· respondents might lie
· responses are subject to inaccuracies 
· decision making effects
· may be making choice
· WTP or WTA
· Have to be aware or which question you should ask 
· Strategic responses errors
· Will give low value if they hate it 
· Deemed demand
· Not actual demand 
· May be overestimed 
ii. Conjoint analysis 
· Using data from contingent valuation to estimate WTP using several variables
· To measure value of credence goods
iii. Benefit transfer analysis
· Relying on info from existing studies
· Adjust for current population 
· Is the information reliable?
· Can I trust the numbers?
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if you have the same benefit for more than one year, you don’t have to do all the cases separates 
· You can calculate PV benefits to be equal to 
· Annuity factors
· B x Annuity Factor = PVB
· In some cases the annuity factor is 1/r (where n (the discount factor) is very big)
· This is applied most often to land 
Cost benefit ratio:
· The ratio of discounted benefits and costs
· NPV= subtracting the costs from the benefits
· B/C = dividing the benefits by the costs
· If its less than 1 the project is not feasible 
· For every 1 dollar we spend, we generate x variables
· Some might calculate net benefit cost ratio to NPV/ PVC
· It has to be greater than 0 to be feasible
· B/C has to be greater than 1
· Net b/c has to be greater than 0
Internal Rate of Return
· Rate of discount that will make the NPV = 0
· If delta is greater than going interest rate, the project is feasible
· (delta is the interest rate that will make the NPV = 0)
· Problems:
· Iterative process (a lot of steps, trial and error)
· Multiple solutions
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Payback period:
1. Period of time over which the investment will be paid off
2. Judge projects based on how fast it pays off
3. Favours projects with small intital investments 
4. After payback period there’s too much uncertainty, so we don’t care
5. Commonly used for public projects
· Limitations 
· Decision selects project arbitrarily 
· Project with a high NPV might not be selected because it doesn’t pay off early 
· Favour projects where benefits accrue early 
· Ignores cashflow after payback period 
Cost effectiveness ratio
1. Does not monetize beenfits
a. There are rare cases where benefits are monetized and costs are not
2. Truncated version of benefit cost ratio
a. Costs are given, benefitsare not
3. Achieving technical efficiency 
a. Can be calculated as either costs/ benefit or benefit/ cost, as long as you state which one you’re doing 
Cost effectiveness analysis
1. Determine the objective you want to measure 
2. Determine the indicator you want to use
3. Determine the options to achieveit 
4. Determine the costs of the options 
Problems: 
1. Cost may be omitted because it just looks at direct cost if the indirect costs are known they should be included
2. There may be omitted benefits
3. Issues of technical vs allocative efficiency 
QALY: quality adjusted life years
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