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Making sound investment decisions is a critical aspect of business strategy and financial
management. A common question that arises among managers, entrepreneurs, and investors is
whether sunk costs should be considered when evaluating whether to proceed with a project or
allocate resources elsewhere. The statement "When deciding what projects to invest in or continue,
one should include sunk costs" is a nuanced issue rooted in economic theory, behavioral finance, and
managerial best practices. In this article, we will explore the concept of sunk costs, analyze whether
they should influence ongoing decision-making, and provide practical guidance to ensure rational
investment choices.

Understanding Sunk Costs: Definition and Examples

What Are Sunk Costs?

Sunk costs are expenses that have already been incurred and cannot be recovered, regardless of
future actions. Because these costs are irretrievable, they are often viewed as irrelevant to current
decision-making processes from a rational economic perspective.

Examples of Sunk Costs:

- Research and development expenses for a product that is now discontinued.

- Marketing campaigns that have already been paid for and cannot be reversed.
- Equipment purchases that cannot be resold at a worthwhile price.

- Salaries paid to employees involved in a project that has been terminated.

The critical characteristic of sunk costs is their irrecoverability. Once spent, they should not
influence decisions about whether to continue or abandon a project.

The Economic Perspective on Sunk Costs

Economists generally advocate for ignoring sunk costs when making decisions. The rationale is that
only future costs and benefits should influence choices. Including sunk costs can lead to the sunk
cost fallacy, where decision-makers continue investing in a project simply because they have already
invested significant resources, despite evidence that discontinuing would be more beneficial.



The Sunk Cost Fallacy: Recognizing and Avoiding It

What Is the Sunk Cost Fallacy?

The sunk cost fallacy occurs when individuals or organizations irrationally consider past expenses
when making current decisions. This often results in escalating commitments, known as escalation
of commitment, which can lead to resource wastage and suboptimal outcomes.

Common Signs of the Sunk Cost Fallacy:

- Continuing a failing project because of the money already invested.

- Preferring to stick with an unprofitable course of action due to prior commitments.

- Difficulty in abandoning projects even when evidence suggests that termination is optimal.

Why Is the Sunk Cost Fallacy Problematic?

Falling prey to this fallacy can result in:

- Increased financial losses.

- Misallocation of limited resources.

- Reduced overall profitability and efficiency.
- Erosion of stakeholder trust.

Understanding that sunk costs are irrelevant to current and future decisions is fundamental to
avoiding this fallacy.

Should Sunk Costs Be Included When Deciding on
Projects?

Economic and Managerial Perspectives

From an economic standpoint, the answer is clear: No, sunk costs should not influence ongoing
project decisions. Rational decision-making involves considering only incremental costs and
benefits—the additional costs and benefits that will occur as a result of the decision.

From a managerial perspective, however, some argue that sunk costs might have psychological
implications. For example, managers might feel obligated to continue investing due to emotional
attachment or perceived fairness to stakeholders who have already contributed resources.



Despite these emotional factors, best practice recommends ignoring sunk costs for the following
reasons:

- They do not affect future cash flows.

- Including them can lead to irrational escalation.

- They distort objective decision-making.

Summary:
- True: Sunk costs should generally be excluded from project investment decisions.
- False: Including sunk costs is a rational approach.

Practical Steps for Making Rational Investment
Decisions

Focus on Future Costs and Benefits

The key to rational decision-making is to evaluate:
- Marginal costs (additional costs incurred if the project continues).
- Marginal benefits (additional revenues or strategic advantages gained).

By focusing solely on these factors, decision-makers can avoid the influence of past expenditures.

Use Decision Trees and Cost-Benefit Analyses

Structured tools help visualize the potential outcomes of continuing or discontinuing a project:
- Identify all relevant future costs and benefits.

- Quantify these factors as accurately as possible.

- Assess probabilities and risks involved.

Maintain Objective Decision-Making Culture

Organizations should promote a culture that:

- Recognizes the irrelevance of sunk costs.

- Encourages stopping projects when future benefits do not justify continued investment.
- Avoids rewarding escalation of commitment.



Common Situations Where Sunk Costs Might Influence
Decisions

Despite the theoretical consensus, real-world decision-making sometimes involves emotional or
psychological factors leading to the consideration of sunk costs:

- Business Continuity and Credibility: Managers may fear reputational damage if they abandon a
project, even when data suggests termination.

- Stakeholder Expectations: Investors or partners may expect continued effort based on previous
investments.

- Contractual Obligations: Existing contracts might complicate discontinuation, but these are future
costs, not sunk costs.

In such cases, awareness and conscious effort are needed to separate emotional or contractual
considerations from rational economic decision-making.

Conclusion: The Final Verdict on Including Sunk Costs
in Project Decisions

Is the statement "When deciding what projects to invest in or continue, one should include sunk
costs" true or false?

The answer is: False.

In summary:

- Sunk costs are past expenditures that cannot be recovered.

- Rational decision-making in economics and finance dictates ignoring sunk costs.

- Including sunk costs can lead to the sunk cost fallacy, resulting in poor investment choices.

- Focus should be on incremental future costs and benefits to make optimal decisions.

- Managers should cultivate an objective approach, resisting emotional or psychological biases that
tempt them to consider irrecoverable expenses.

By adhering to these principles, organizations and individuals can improve their project evaluation
processes, avoid unnecessary losses, and make more profitable and rational investment decisions.
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Frequently Asked Questions

Is it true that sunk costs should be considered when deciding
which projects to invest in or continue?

False. Sunk costs are past expenses that should not influence current or future investment decisions.

Why is it important to ignore sunk costs when evaluating new
projects?

Because sunk costs are unrecoverable and should not affect the rational decision-making process
focused on future benefits and costs.

Does including sunk costs in investment decisions lead to
better project selection?

No, including sunk costs can lead to biased decisions that are not based on the project's future
potential.

What is the main reason decision-makers should exclude sunk
costs from their analysis?

To ensure decisions are based solely on relevant future costs and benefits, promoting rational and
efficient resource allocation.

Can ignoring sunk costs cause someone to make suboptimal
investment choices?

No, ignoring sunk costs helps prevent emotional or past expense biases, leading to more optimal
decisions.

Is the statement "When deciding what projects to invest in or
continue, one should include sunk costs' true or false?

False. Sunk costs should be disregarded in such decisions.

How do sunk costs typically influence project continuation
decisions?

They can unduly influence decisions, causing continuation of projects based on past expenses rather
than future benefits, which is irrational.



What concept in economics emphasizes ignoring sunk costs
during decision-making?

The concept of marginal analysis, which focuses on incremental costs and benefits rather than past,
unrecoverable expenses.

Is the principle of ignoring sunk costs applicable in personal
financial decisions as well?

Yes, it is a universal principle that helps in making rational choices by focusing on future costs and
benefits.

Additional Resources
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Introduction

In the realm of investment decision-making, especially within corporate finance and project
management, the question of whether to include sunk costs when evaluating ongoing or prospective
projects remains a fundamental point of debate. The statement "When deciding what projects to
invest in or continue, one should include sunk costs" is often posed as a true-or-false question, yet
the answer carries significant implications for rational decision-making. This article aims to
thoroughly investigate this assertion, exploring the conceptual foundations of sunk costs, classical
economic and behavioral perspectives, and the practical implications for investors and managers.

Understanding Sunk Costs
Definition and Characteristics

A sunk cost is a cost that has already been incurred and cannot be recovered, regardless of future
actions. Key features include:

- Irreversibility: Once spent, the cost cannot be retrieved.

- Irrelevance to future decisions: Rational decision-making suggests that past costs should not
influence current or future choices.

- Examples: Non-refundable deposits, research and development expenses, initial investments in
machinery, or time spent on a project that cannot be reclaimed.

The Common Intuition

Many individuals and organizations instinctively feel compelled to consider sunk costs when
deciding whether to continue a project. For example, if a company has invested heavily in a product



line that is losing money, the temptation is to continue pouring resources to "recoup" prior
expenditures, despite evidence suggesting further investment may not be justified.

The Classical Economic Perspective
Rational Decision-Making and Sunk Costs

Classical economic theory advocates for ignore sunk costs when making rational choices about
future investments. The core reasoning is:

- Focus on marginal costs and benefits: Future decisions should be based solely on incremental costs
and revenues.

- Avoid the "Concorde Fallacy": Continuing a project because of past investment leads to irrational
escalation of commitment, often termed the sunk cost fallacy.

- Optimal decision rule: Proceed with a project or investment if the marginal benefits exceed
marginal costs, regardless of prior expenses.

The Sunk Cost Fallacy

The sunk cost fallacy refers to the tendency to consider irrecoverable costs when making decisions,
leading to suboptimal outcomes. Classic examples include:

- Continuing a movie you dislike because you've already paid for the ticket.
- Persisting with a failing project due to substantial initial investment.

Economists argue that recognizing the fallacy is essential to rational decision-making, urging
decision-makers to exclude sunk costs from their evaluations.

Behavioral Economics and the Reality of Decision-Making
The Psychological Perspective

Behavioral economics reveals that humans are often irrational when it comes to sunk costs. Several
cognitive biases contribute:

- Loss aversion: A desire to avoid admitting loss, leading to continued investment.
- Escalation of commitment: The tendency to stick with a decision to justify prior investments.
- Emotion-driven decisions: Feelings of attachment or guilt influence choices.

Empirical Evidence

Studies demonstrate that real-world decision-makers frequently include sunk costs in their
evaluations, contrary to rational economic advice. For example:

- Firms may continue investing in unprofitable projects to justify prior expenditures.
- Consumers may stick with a failing product or service because of previous payments.



This divergence underscores the importance of understanding both economic theory and human
psychology in project evaluation.

Practical Implications for Project Selection and Continuation
When to Include Sunk Costs

In most rational frameworks, sunk costs should be ignored when deciding whether to continue or
abandon a project. The focus should be on:

- Remaining costs: Future expenditures necessary to complete or maintain the project.
- Future benefits: Expected revenues or strategic advantages.

However, there are exceptions where including sunk costs may be justified:

- Contractual obligations: When legal or contractual commitments are in place.

- Strategic considerations: Sometimes, past investments influence strategic positioning or
reputation, which may warrant consideration.

- Information gathering: Past costs might reflect information that can guide future decisions.
The Danger of the Sunk Cost Fallacy

Failing to ignore sunk costs can lead to:

- Escalation of commitment: Continuing a failing project due to prior investments.

- Resource misallocation: Diverting resources from more promising opportunities.

- Reduced profitability: Overall negative impact on organizational performance.
Decision-Making Frameworks

To avoid the influence of sunk costs, organizations can employ structured decision-making tools:
- Incremental analysis: Focus on future costs and benefits.

- Decision trees: Visualize possible outcomes based on current choices.
- Cutoff thresholds: Set predefined criteria for abandonment regardless of past investments.

Case Studies and Real-World Examples

Case Study 1: The Concorde Project

The Concorde supersonic jet project is a classic example illustrating the sunk cost fallacy. Despite
mounting losses, the UK and France continued investing because of prior expenditures, ultimately
leading to financial failure.

Case Study 2: Tech Startups and R&D

Many startups persist in developing products despite early failures, citing previous R&D expenses.



Rational analysis suggests abandonment might be preferable; however, emotional and strategic
considerations often drive continued investment.

Case Study 3: Corporate Turnarounds

Some corporations deliberately incorporate sunk costs into their strategic planning, leveraging
brand equity or infrastructure investments, indicating that context matters in decision-making.

Synthesis and Conclusion
Is the Statement True or False?

Based on economic theory and empirical evidence, the correct stance is that, in most cases, one
should NOT include sunk costs when deciding whether to invest in or continue a project. The
rational approach advocates ignoring past, irrecoverable expenses to focus solely on future costs
and benefits.

Therefore, the statement "When deciding what projects to invest in or continue, one should include
sunk costs" is generally false.

Final Thoughts

While rational decision-making suggests ignoring sunk costs, human psychology often complicates
this ideal. Recognizing the influence of cognitive biases and structuring decision processes to
mitigate their effects is crucial for effective project evaluation.

Organizations and individuals benefit from a clear understanding of the nature of sunk costs,
ensuring resources are allocated efficiently and strategically. Emphasizing future-oriented analysis
over past expenditures aligns with economic principles and fosters better decision outcomes.
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Final Note

Understanding whether to include sunk costs in project evaluation is essential for rational economic
decision-making. While psychological biases may tempt decision-makers to consider past expenses,



adherence to economic principles advocates for ignoring sunk costs to optimize future outcomes.
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