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Abstract 
 

How should public projects and policy reforms be assessed when market prices give misleading 
signals? Revenues and costs at market prices then give distorted measures of social gains and 
losses and our appraisal should use social opportunity costs or ‘shadow prices’. We show how 
shadow process may be  integrated  into an analysis of policy reform, demonstrate the critical 
dependence  of  these  prices  on  government  policy  and  analyse  their  relations with market 
prices. This model allows for a wide range of sources of  impairment of price signals. We also 
discuss key issues in the analysis of price reform and ‘privatization’. 
 
 
 
1. Introduction 
 
1.1 The objectives of the paper 
 
Economists are often asked to give policy advice in situations where, it 
is  claimed,  prices  give  distorted  or misleading  signals. And many  of 
them are  fond of suggesting  that governments should  leave more  to 
the market  so  that  private  agents  can  respond  effectively  to  price 
incentives. Whilst  these  positions  are  not  necessarily  contradictory 
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* This paper was prepared during a visit to the International Monetary Fund in July and August 
1987 by the second author. He is very grateful to the FAD and its Director, Vito Tanzi, for the 
invitation and hospitality. Support from the Suntory-Toyota International Centre for Economics 
and Related Disciplines and from the ESRC Programme on Taxation, Incentives and the 
Distribution of Income is gratefully acknowledged. We have been strongly influenced by the 
work of Roger Guesnerie on second-best theory. For helpful discussion and comments, we 
would also like to thank Tony Atkinson, Lans Bovenberg, Angus Deaton, Peter Diamond, Peter 
Heller, Mervyn King, Partho Shome, Richard Stern, Alan Tait, Vito Tanzi and two referees. The 
paper draws on our 1987 survey (Drèze and Stern 1987), which is more technical and may be 
consulted by the reader who wishes to pursue the subject in greater depth. 

 
 



























































































 

 


