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Understanding the role of sunk costs in project evaluation is a fundamental aspect of managerial
decision-making and financial analysis. The question of when it is appropriate to include sunk costs in
the evaluation process can be complex, as it involves balancing theoretical principles with practical
considerations. In this article, we will explore the concept of sunk costs, their relevance in project
decisions, and the circumstances under which including them is justified. Whether you are a student,
a manager, or an investor, grasping this topic will help you make more rational and effective
decisions.

What Are Sunk Costs?

Definition of Sunk Costs

Sunk costs are costs that have already been incurred and cannot be recovered. These expenses are
independent of any future actions and are often considered irrelevant to current or future decision-
making. Examples include research and development expenses, marketing costs, or equipment
purchases made in the past.

Difference Between Sunk Costs and Relevant Costs

While sunk costs are historical and irreversible, relevant costs are future costs that will be directly
affected by a decision. Effective decision-making involves focusing on relevant costs and benefits,
ignoring sunk costs that do not influence future outcomes.

The Traditional View: Sunk Costs Should Not Influence
Decisions

Economic Rationale

Classical economic theory advocates that sunk costs should not influence ongoing or future decisions.
Since these costs are unrecoverable, including them could lead to irrational persistence in projects
that are no longer viable—an example of the "escalation of commitment" or "sunk cost fallacy."



Decision-Making Principles

Optimal decision-making emphasizes marginal costs and benefits. The key principle is to evaluate
whether a project or decision will generate additional value, regardless of past expenditures. This
approach promotes rational resource allocation and prevents the bias of past investments.

When Is It Appropriate To Include Sunk Costs?

Despite the general consensus, there are specific
scenarios where considering sunk costs might be
justified or necessary. Recognizing these situations is
crucial for making nuanced decisions.

1. To Understand the Total Cost of a Project

In some cases, including sunk costs helps in
understanding the full scope of expenses associated
with a project, especially when assessing its overall
profitability or comparing alternative projects.

Example:

A company might review all prior expenses to evaluate
whether continuing a project makes sense, particularly
when considering the total investment versus expected
future gains.

2. For Accountability and Historical Analysis



Including sunk costs can be valuable in internal
reporting, accountability, and learning. Analyzing past
expenditures helps organizations understand where
resources were allocated and how past decisions
affected current performance.

Example:

A project manager reviews all costs, including sunk
costs, to assess the reasons for overrun or
underperformance, informing future budgeting and
planning.

3. When Sunk Costs Are Part of a Strategic Decision

In certain strategic scenarios, sunk costs may influence
decisions if they are part of contractual obligations or
strategic commitments.

Example:

A firm committed significant marketing expenditures
to a campaign that has already run, and deciding
whether to continue or pivot might involve considering
those sunk costs as part of the overall strategic
context.



4. When Sunk Costs Are Relevant to Stakeholders’ Perception

Sometimes, including sunk costs is necessary to
communicate transparency with stakeholders,
investors, or regulators, especially when explaining
past expenditures and future plans.

Example:

During financial reporting, disclosing all past costs
provides a complete picture, even if they are not
considered in future decision-making.

Common Pitfalls and Misconceptions

1. The Sunk Cost Fallacy

One of the most common errors is the sunk cost
fallacy—continuing a project because of past
investments rather than future benefits. Recognizing
when to exclude sunk costs helps avoid throwing good
money after bad.

2. Confusing Sunk Costs With Relevant Costs



Business managers may mistakenly include sunk costs
in their analysis, leading to suboptimal decisions. Clear
differentiation is essential for rational decision-
making.

Best Practices for Incorporating Sunk Costs

1. Focus on Marginal and Future Costs

Decisions should primarily be based on incremental
costs and benefits that will occur as a result of the
decision.

2. Use Sunk Costs for Learning, Not Decision-Making

Historical costs can inform lessons learned but should
not dictate future choices.

3. Clearly Separate Past from Future in Analyses

Maintain clarity by separating historical expenditures
from future projections to avoid confusion.

Conclusion



In summary, incorporating sunk costs into project
evaluation is generally inappropriate for decision-
making, as these costs are non-recoverable and do not
influence future outcomes. The primary principle in
rational decision-making is to focus on relevant,
future-oriented costs and benefits. However, there are
specific contexts—such as strategic planning, internal
analysis, or stakeholder communication—where
considering sunk costs can be appropriate or
necessary. Recognizing these nuanced scenarios
ensures that managers and analysts make informed,
rational decisions without falling prey to the sunk cost
fallacy.

By understanding when and how to include sunk costs,
organizations can improve their decision-making
processes, optimize resource allocation, and avoid
common pitfalls that lead to inefficiency and financial
losses. Whether evaluating a new project or assessing
ongoing operations, always prioritize future benefits
and costs to make the most strategic choices.
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Frequently Asked Questions

When is it appropriate to include sunk costs in the evaluation
of a project?

It is generally not appropriate to include sunk costs in
project evaluation because they are past costs that
cannot be recovered and should not influence future
decision-making.

Should sunk costs influence the decision to continue or
abandon a project?

No, decisions should be based on future costs and
benefits; sunk costs should be disregarded to avoid
biasing the evaluation.

In which scenario might sunk costs be considered during
project evaluation?

Sunk costs might be considered when assessing the
total historical investment or when evaluating the



overall financial impact, but they should not drive
decision-making.

What is a common mistake made when including sunk costs in
project analysis?

A common mistake is the 'sunk cost fallacy,' where
decision-makers continue investing in a project solely
because of previous investments, ignoring future costs
and benefits.

Are sunk costs relevant when deciding whether to proceed
with a new phase of a project?

No, only future costs and benefits are relevant; past
sunk costs should not influence the decision to
proceed.

How does ignoring sunk costs benefit the decision-making
process?

Ignoring sunk costs helps ensure that decisions are
based on rational evaluation of future prospects,
preventing irrational commitments based on past
expenses.



What is the best practice regarding sunk costs in project
evaluation?

The best practice is to exclude sunk costs from the
evaluation process and focus solely on incremental
future costs and benefits relevant to the decision.

Additional Resources

Sunk Costs: When Is It Appropriate To Include Them In
The Evaluation Of A Project?

In the world of financial decision-making and project
management, understanding the concept of sunk costs
is vital for maintaining rational and effective
strategies. Many professionals grapple with whether to
include sunk costs when evaluating potential projects
or ongoing investments. Misjudging this can lead to
the escalation of commitment, misallocation of
resources, and ultimately, financial losses. This article
explores the nuanced question: When is it appropriate
to include sunk costs in the evaluation of a project?

To dissect this, we will examine the fundamental
principles behind sunk costs, their role in decision-
making, and the circumstances under which they
should or should not influence project evaluations.



Understanding Sunk Costs

What Are Sunk Costs?

Sunk costs refer to expenditures that have already
been incurred and cannot be recovered. These costs
are independent of future decisions and should, in
theory, not influence ongoing or future actions.
Examples include research and development expenses,
marketing investments, or equipment purchases made
in the past.

Key Characteristics of Sunk Costs:

- Irrecoverable: Once spent, they cannot be recouped.
- Historical: They are past expenditures that are no
longer relevant to current decision-making.

- Non-influential in Rational Decisions: Traditional
economic theory advocates ignoring sunk costs when
evaluating future options.

Despite this, in practice, decision-makers sometimes
consider sunk costs due to emotional attachment,
cognitive biases, or misaligned incentives.



Theoretical Foundations: Rational Decision-Making and
Sunk Costs

Economic Rationality and Sunk Costs

Classical economic theory posits that rational decision-
making should be based solely on marginal costs and
benefits. Since sunk costs are already incurred and
cannot be changed, they should not influence future
decisions—only future costs and benefits should
matter.

Principles:

- Ignore past costs: Focus on incremental costs and
benefits.

- Maximize value: Make choices that maximize net
benefits going forward.

- Avoid the "sunk cost fallacy": The tendency to
continue an investment because of previous
commitments, rather than rational evaluation.

The Sunk Cost Fallacy

The sunk cost fallacy occurs when decision-makers let
past investments influence current decisions in a way
that is irrational. For example, continuing a project
because significant resources have already been



invested, even when the future prospects are poor.

Implications of the Fallacy:

- Leads to inefficient resource allocation.

- Encourages ongoing commitments to failing projects.
- Skews decision-making away from rational analysis.

When Is It Appropriate To Include Sunk Costs?

Although traditional economic theory advocates
ignoring sunk costs, there are specific contexts where
including them in project evaluation might be justified
or even necessary. These contexts are often nuanced
and require careful judgment.

1. When Sunk Costs Are Relevant to Stakeholder Perceptions
and Moral Commitments

In some organizational or stakeholder contexts,
ignoring sunk costs might ignore important social or
psychological factors.

Examples include:
- Contractual or legal commitments: Past investments
may be tied to contractual obligations that influence



ongoing decisions.

- Stakeholder perceptions: Ignoring sunk costs might
damage trust or credibility, especially if stakeholders
view continued investment as a commitment to the
initial decision.

- Reputational considerations: Continuing a project to
avoid perceptions of failure might be justified if
stakeholders expect consistency.

In such cases:

- The inclusion of sunk costs is less about economic
rationality and more about strategic or relational
considerations.

- Decision-makers should weigh the non-financial
implications alongside financial rationality.

2. When Sunk Costs Are Embedded in the Project’s Cost
Structure

Sometimes, sunk costs are embedded within the
operational structure and influence future decisions.
For instance:

- Ongoing maintenance costs that are linked to
previous investments.

- Infrastructure that, while costly to develop, also
determines future operational costs.

Justification for inclusion:
- These costs are costs of continuing operations, and



ignoring them could underestimate the true expense of
proceeding.

- In such cases, the analysis should distinguish
between avoidable and unavoidable costs.

3. When Evaluating the Effectiveness of Past Decisions

Assessing past decisions can sometimes involve
considering sunk costs to understand whether
continuing or abandoning a project reflects the best
use of resources.

Examples include:

- Deciding whether to pivot a project based on past
investments and current prospects.

- Analyzing whether prior expenditures were justified
and whether to continue exploration or development.

In such cases, while the past costs are not a direct
input into the future decision, understanding their
implications helps in comprehensive project
evaluation.

4. When Sunk Costs Are Part of an Overall Strategic
Investment

Strategic investments—like brand development or
market entry—may involve sunk costs that shape



future strategic positioning. Here, including these
costs in decision-making might be relevant for:

- Evaluating long-term strategic value.

- Justifying continued investment based on broader
organizational goals.

When Should Sunk Costs Be Excluded?

The consensus among economists and decision
analysts remains that, in most cases, sunk costs
should be disregarded in the evaluation of future
projects or ongoing investments.

Key reasons:

- Rationality: To avoid the sunk cost fallacy.

- Objectivity: To base decisions solely on future costs
and benefits.

- Efficiency: To allocate resources optimally without
being influenced by past expenditures.

Common scenarios where sunk costs should be
excluded:

- Deciding whether to continue or terminate a project.
- Choosing between alternative projects.
- Budgeting for future investments.



Practical Framework for Including or Excluding Sunk
Costs

To aid decision-makers, a practical framework can be
employed:

| Decision Stage | Action | Inclusion of Sunk Costs |
Rationale |

R —— S e |

| Project Initiation | Evaluate feasibility | No | Focus on
future benefits and costs |

| Project Continuation | Decide whether to proceed |
Generally No | Past costs are irrelevant; focus on
incremental future costs/benefits |

| Post-Implementation Review | Assess past decisions |
Optional | To understand decision rationality, but not
to influence future choices |

| Strategic Analysis | Long-term planning | Context-
dependent | May consider strategic value of past
investments |

Summary of Best Practices



- Ignore sunk costs for rational decision-making. Focus
solely on incremental future costs and benefits.

- Be aware of cognitive biases. Recognize the sunk cost
fallacy and actively avoid it.

- Consider stakeholder and strategic factors. In some
cases, including sunk costs may be justified for social
or strategic reasons.

- Distinguish between unavoidable and avoidable
costs. When sunk costs are embedded in ongoing
operations, their inclusion may be necessary.

- Use a structured decision-making process. Employ
frameworks and checklists to guide whether to
consider sunk costs.

Conclusion

The question of when is it appropriate to include sunk
costs in the evaluation of a project is complex and
context-dependent. From a purely economic and
rational standpoint, sunk costs should generally be
disregarded to prevent irrational decision-making
driven by past investments. However, real-world
considerations—such as stakeholder perceptions,
contractual obligations, strategic positioning, and
embedded costs—may justify their inclusion in specific
scenarios.



Ultimately, a nuanced understanding and careful
judgment are essential. Decision-makers must be
vigilant about the sunk cost fallacy, ensuring that past
expenditures do not unduly influence future choices
unless justified by strategic, contractual, or
stakeholder considerations. By applying these
principles, organizations can optimize resource
allocation, reduce bias, and make more rational,
effective decisions that serve their long-term interests.
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