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Financial & Economic Analysis: Differences and Similarities

Financial Analysis

Economic Analysis

Purpose

Financial analysis is used to determine an
operation’s financial viability from the
perspective of the implementing entity
(this may not always be the borrowing
entity). It focuses on cash inflows and
outflows associated with the project and
uses market prices at which goods or
services are bought and sold.

Economic analysis takes a broader view and is
used to determine the operation’s net impact
(cost or benefit) on the overall economy and
society (at the country and global levels). It uses
economic prices which differ from market prices
due to factors such as opportunity costs to
society, presence of government interventions
that create market distortions (e.g., taxes, tariffs,
subsidies), and negative or positive externalities.

Discount rate

A financial discount rate should be used
in financial analysis. The discount rate
should reflect the cost of capital for the
implementing entity. Most financial
analyses will be based on modelling of
free cash flows before payments for debt
service and to equity (known as free cash
flow of the firm — FCFF), in which case
the weighted average cost of capital
(WACC) should be used as a discount
rate. Analysis modelling free cash flows
to equity holders after debt service
(known as free cash flows to equity —
FCFE) should discount cash flows at the
cost of equity.

The social discount rate — social opportunity
costs of capital or social rate of time preference
—is used in economic analysis. The social
discount rate measures the rate at which a
society would be willing to trade present for
future consumption. It should be calculated on a
project-by-project basis consistent with
Discounting Costs and Benefits in Economic
Analysis of World Bank Projects (2016). The
social discount rate serves as a benchmark to
assess the economic feasibility of an operation
and ensure that its economic value is greater
than what could be achieved by investing the
capital in other opportunities. The financial
discount rate used in financial analysis is only
applied to a specific investor.

Debt service and interest

If the analyst is modeling FCFF, debt
service costs (both principal and interest)
are not represented. If the analyst is
modeling FCFE, debt service costs are
represented explicitly. The choice on the
nature of cash flows modeled needs to
match the choice of the discount rate, as
explained above.

Debt services costs are considered financial
rather than economic costs. Therefore, they are
not explicitly modeled since the capital structure
of a project is not relevant for its economic
viability and they represent a transfer of
resources from the borrower to the lender.

Taxes, tariffs, and duties

Taxes, tariffs, and duties are treated as
financial costs to the implementing
entity and are included in financial
analysis.

Taxes, tariffs, and duties are transfer payments
from the implementing entity to the government
and do therefore not affect a project’s overall
economic viability and should be excluded from
economic analysis.

Examples include taxes on profit, import duties,
and sales taxes, which should be excluded.

Cost contingencies

Cost contingencies (also referred to as physical contingencies) are provisions to reflect the
value of additional real resources required to cover potential variations in costs or
unforeseen expenses to complete the project. These should be included in the total project
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costs for both financial and economic analysis. Contingencies for known or unknown cost

risks form part of the sensitivity analysis.

Price contingencies

Price contingencies are provisions to
account for and hedge against the
uncertainty in financial elements, such as
taxes and tariffs or cover the effects of
inflation on project costs. These should
be included in total project cost in the
financial analysis, depending on the
approach to model the corresponding
risks.

Since economic returns are measured in
constant or real terms, price contingencies due
to effects of inflation should be excluded from
the economic analysis.

Subsidies

Subsidies are treated as financial
benefits to the implementing entity and
are included in financial analysis.

Subsidies are transfer payments from the
government to the implementing entity and do
not constitute economic resources. They should
be excluded from the assessment of economic
flows (though they remain important in
distributional analysis).

Social and environmental costs

Costs directly paid for environmental or
social programs as part of project
financing are included.

Depending on the nature of the costs or
payments, these costs may be treated as direct
costs or transfer payments.

For example, if the private sector is to provide
funding to local governments for social
programs, this would be a transfer and therefore
not included in the economic flows. This cost
would be incurred by the private sector, but a
benefit of equal value would be received by the
local government.

Externalities

The project costs and revenues should
reflect only monetary flows to and from
the implementing entity. By definition,
this excludes externalities. Global costs
of emissions that are not internalized to
the implementing entity via carbon taxes
are examples of externalities.

Externalities (positive and negative) need to be
guantified in monetary terms and included.

In cost-benefit analysis of energy projects, the
most common externalities quantified are those
associated with reductions in CO2 emissions due
to displacement of fossil fuel generation.
Economic analysis would include benefits of
reduced GHG emissions (proxied by the social
cost of carbon) and local environmental benefits
or damage (generally capturing local air quality
i.e., health impacts).

Depreciation

Depreciation is the scheduled write-off of an asset on the asset owner’s balance sheet to
reflect the decrease in its value over time. Excluded in both the financial and economic
analysis. Including depreciation in either analysis would result in double counting of capital
costs, which should be recorded as expenses in the time periods in which they are incurred.

Currency denomination

The decision to use local or foreign currency should not affect the results of either financial
or economic analysis as long as all outflows and inflows used in the determination of
economic or financial IRRs/NPVs are in the same currency. Note that this also applies to the
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discount rate, e.g., if the WACC is chosen as the discount rate, this WACC should reflect the
cost of financing in the currency in which the analysis is performed.

Real versus nominal As for currency denomination, the analysis can be conducted using real or nominal values
and discount rates as long as values and discount rates used in the analysis are consistent.

Stylized Example: Solar Power Project

+» The World Bank is in the process of analyzing providing a guarantee for a greenfield grid-connected solar power
project in Country A.

+» The project will be owned and operated by an independent power producer (IPP), UtiliPower.

%+ The country faces a high cost of power generation and is dependent on the import of expensive fossil fuels. The
solar power plant is expected to displace gas-fired generation.

+* The data available is in nominal values denominated in local currency.

Below is a stylized example table of the elements to consider for the financial and economic analysis of the solar
project.
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Financial Analysis

Economic Analysis

Purpose

Project financial analysis estimates the financial viability
of the project based on incremental cash inflows and
outflows of the project from the perspective of
UtiliPower.

Economic analysis is used to estimate the net benefit to
Country A of the solar power plant against an appropriate
counterfactual. The counterfactual in this case is that
without the project the country would utilize gas-fired
generation to provide equivalent amount of power
generation.

Discount rate

Financial analysis is done modelling the free cash flow
to the state-owned utility so the WACC should be used.

The social discount rate for Country A is used.

Cost contingencies

Cost (physical) contingencies included in both the economic and financial analysis i.e., any budget allocated for potential
increase in project base costs. In this case 0.5% of baseline project costs is included in the analysis as cost contingency to

account for potential cost overruns. Scenario analysis is utilized to assess impact of potentially higher costs (e.g., 1% and

2% of baseline costs).

Price contingencies

Contingencies for price uncertainties are included in the
financial analysis. Calculating the price contingency
requires identifying price risks, assessing the probability
of each risk occurring and the impact on the projects
budget, and calculating the expected value of risks. This
information is used to determine the level of price
contingency needed.

Price contingencies not included in the analysis

Taxes, tariffs, and
duties

Taxes for capital costs of solar generation expansion.
Taxes on labor and for the O&M of the asset.

Import duties & VAT paid on project components.

Land taxes for the locations of prospective solar plants.

Project’s tariff based on UtiliPower’s PPA is used in the
analysis.

All taxes and duties are excluded from the economic
analysis.

Tariffs are not represented in the economic analysis.

Subsidies

Any subsidy payments to UtiliPower included. For
example, any tax credits benchmarked to the amount of
solar energy produced.

Subsidy payments are excluded from economic analysis

Externalities

No externalities included.

Avoided costs of greenhouse gas (GHG) emissions from the
gas-fired generation displaced are estimated using the
World Bank “Guidance Note on Shadow Price of Carbon in
Economic Analysis.”

Depreciation (of the
solar PV
investment)

Not included in the financial analysis.

Not included in the economic analysis.

Debt service and
interest

Financial analysis models free cashflows to UtiliPower,
so debt service and interest are not included. Cost of
capital will instead be picked up in the WACC used to
discount these cash flows.

Debt service and interest costs are not included.

Currency
denomination

Currency denomination should be consistent across the analysis. Most data inputs in this example are in local currency

so the local currency is used for the analysis. The IMF’s International Financial Statistics provides exchanges rates if

values need to be converted.

Real versus nominal

Data provided in nominal values are converted to real values for the analyses. Real values are used consistently in the

analyses.
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