Scottish Enterprise Economic Impact Guidance


Sunk Costs

	Sunk costs are the past public sector costs which have been incurred as part of an intervention and which cannot be reclaimed. 


Why is it important?

Often an intervention will have been funded over a number of years, not necessarily as part of a planned series of investments but as a reflection of changing circumstances that necessitated more public sector support.  At the time the additional investment is made the past investments are the sunk costs.
Green Book guidance
 (Para. 5.15) is that sunk costs should be ignored as what matters “are costs about which decisions can still be made”. 

However, we need to be clear that:-

· Sunk costs are identical to the total amount of public sector funding that a company may have received as support towards a specific intervention as different interventions may have been supported which may have had separate and distinct impacts;

· Sunk costs refer to the costs incurred in support of the same intervention which has, it must be assumed, the same objectives over time; 

· There may be instances when more expenditure on the same intervention is forecast to result in additional benefits.  In such instances the sunk costs should be ignored in any impact calculations.  These calculations should focus on the additional costs and the additional benefits only that these bring about;  
· In some instances it may be appropriate to include sunk costs in an appraisal when calculating such metrics as impact ratios and cost per job created.  This might be as it is judged that the extra costs are not bringing about additional benefits but are needed to enable the benefits that have already been identified to be realised.  To exclude these may therefore overestimate such metrics as the impact ratio (value for money) of the current intervention and result in decision makers taking action based on erroneous assumptions; and
· Generally sunk cost will be included in an evaluation which will be looking at the totality of inputs to an intervention and will then set these against the identified impacts.
What should be clear from the above is that, before making any decision on how to treat sunk costs, there should be a careful examination of the intervention and an assessment as to whether:-

· It needs to be undertaken to realise the benefits of past investments and past forecast impacts, so without this additional support this past expenditure will not generate the anticipated benefits; or 

· If it is bringing about additional impacts that have not already been counted in the appraisals of past support.
In the former instance the sunk costs should be included in the impact calculations whereas in the latter they should be reported, but not used in the impact calculations.  
What should we report?

In an appraisal of the proposed extension to an existing intervention, the following should be reported:-
· The total costs of the intervention to date, including sunk costs.  Given that these will have been incurred over a number of years these should be expressed as constant prices to aid comparability;  
· A justification, based on the guidance given above, as to whether the reported sunk costs are to be included or excluded from the impact calculations; 

· The gross and net impacts of the intervention (including the impact ratios) based on whatever costs (including or excluding sunk costs) are deemed to be appropriate; and

· Where the sunk costs are included the impacts should be reported with and without these costs.  This will allow decision makers to make comparisons.  It is also sound practice to be transparent about this, given that there may be disagreements as to whether sunk costs should be included.
In an evaluation all costs should be identified and used in the impact calculations as it will generally be the totality of an intervention that is being assessed.
Need more help?
For further information contact:-

Suzanne Fleming, 0141-228-2062

Suzanne.fleming@scotent.co.uk
� � HYPERLINK "http://www.hm-treasury.gov.uk/d/green_book_complete.pdf" ��http://www.hm-treasury.gov.uk/d/green_book_complete.pdf�
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