Teach Yourself:
Economic Evaluation:

1p: Sunk Costs
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The purpose of this module is to ...

Level 3: Decision making

Level 2: Evaluaiyg

Level 1: Hands-on economic modelling



Are sunk costs included in an evaluation?
Is cash spent in the past included?

The usual answer is “No!” because only costs from now

on are included. Frequently it is said “The valuation
does not consider how much money has been sunk
into the business/ project in the past - it only
worries about cash flows in the future.”

‘I understand you have invested $10 million in setting up your
business, but looking forward it is expected to generate cash

flows with a net present value of only $6 million, so that is
what | think it is worth!”
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But the proper answer is “Yes!” ‘“because when | compute
the value of a business | include the benefit in future
tax computations of any cash invested in the past
which has not yet been claimed.” So the full
explanation becomes: -

‘I understand you have invested $10 million in setting up your business,
and | have included future tax deductions of $10 million * 25%
income tax rate = $2.5 million, but even after including this
benefit when | look forward it is expected to generate cash flows

with a net present value of only $6 million, so that is what | think it
/s worth!”
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Back in the Hands-On-Modelling
modules you should have worked
through the following slides >

Teach Yourself
Economic Evaluation

The ‘Capex’ section of the model has two

1j. Hands On Modelling patars

Cashstream‘Z: Capital Costs

Tax deductions for capex
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Part A generates: ‘Cashstream 2: Capex’
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Part B generates: Its deductions for income tax
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In that example the opening balance of unclaimed deductions was zero.

Part B generates: Its deductons for income tax
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For my present example where $10 million has been spent by the
present owner, | would go to my tax specialist or accountant
and discuss which parts, could we deduct from future
assessable income if we purchased the business.

After examining the detail, this specialist might tell me that:
$2.2 million has already been claimed by the present owner,
$1.3 million is not a legitimate deduction for us,

so that our opening balance of unclaimed deductions for capex
would be $6.5 million.

We would then discuss the mechanics of how each category of past
expenditure could be claimed by our company.

| would aim to get the OK to:

pool it with all future capex (in one or two pools) and

deduct the aggregate on a diminishing value basis (at 150% or 200% of straight line rate)
because this so much simpler than matrices of straight line deductions. The difference is
likely to have minimal impact on NPV; as discussed elsewhere.

(Remember you can spend the rest of your life doing highly accurate income tax computations
as though you were completing the Company’s income tax return - or you can get a fit-for-
purrIJose result in just a few rows, with the same impact on NPV, by using diminishing value
pools.

People with commercial backgrounds are infamous for highly detailed tax computations but
coarse computations, where it really matters, in production.)
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Any opening balance of unclaimed deductions for
past capex could go in here (Such as our $6.5 million)

units Total 2015 2016

Cashstream 2: Capital Costs

Initial Capex

Lunla P Card: Show a hlghlevel summary here. 1t does not matter f some ‘operating expenzes’ are Incloded here =o that the
10 Aug 14 G Dawson “Capltal Cost Estimate : Indlcathre Estimates Werslon G-

2017 2018 2019

capex k conslktent with the source document. Shoply make :

Direct

Feaslb ity study AS DDD Real 3,000 3000

shte preparation AS DD Real 2,000

gold plant A% DDD Real 1E, 000 2,000

Infrastructure AS DDD Real 5,500 IO

zervices AS DD Real 2,000 1500

Indirect

Epon A% DDD Real 3,200 1700

other AS DD Real o

Initial capex A5 000 Real 31,700 3,000 15,200 o0 ]

Ongoing Capex

Development

2B Aug 14 G Daws=on emall estimate of replacement capex rate

water supply upgrade AS DD Real 1,500

Sustaining

Lunld P Card: It bk common forsustaining capex to be omitted from capex estimates. i so | start of f with am al percentage of the Inltlal capex - 435+ i Intense operations or 2% If lght - and
Sustalnlng Capltal Costs 25 of Inltlal capex a3 4% 4% 2% 434
Sustalning capex A% 000 Real 5,340 o o o 1268 1,268
ongoing capex A% 000 Real 7,840 ] 1] 0 1,268 1,268
Cashstream 2: Capital Costs s oo reat 39,540 3,000 13,500 15,200 1,268 1,268

Tax deductions for Capital Expenditure

Lunld P Card: The conmputatlon of -de.cl:lonsof capex for Income tax must follow the laws of the oo
Lunld P Card: These computatlon are llkely totake many. many rows If each cass of expendiure Is
funld P Cand: Instead use asimple p-. and dimdnishine walie method. This will match the aocurac
1 Jun 14 PCard: : Assume here that the oowntry abowve c

ry. They almost certalnby will be diff erent from the "accounting deprecation™ used by th
exartly acconding to country laws. This s not fit for purpose as s preclsion Is far too hil
the Study and take Just a few rows. This ls a sulable proxy for stralght Ine de ductlons If
3 cam be deducted owver 5 years stralght line and the rest malnby over 10 years. So In the ca

1 jun 14 PCard: :Assume here that t.m by t with e rclal producton and that capex can start belng deducte din the year Imwhich Itk spent.
1 Junld PCard: :Lookinside this cell to see the
Tax Deductlon for Capltal Expenditurelll ¢ a rt > 253 753 25% 2536
undeducted capex- opaning balance . (1] 3,0 15500 31700 24,726
Undeducted capex - added to pool 35,5585 3000 13, 500 15200 1268 1288
ndeducted capex- vaiable for desulllbr *FAw.economigvaluation.caiyau 52583 255
Tax deduction for capital 39,540 8 8,242 6,499
undeducted capex - dosing balance 3,000 pEtgg S:E'rd VIa LInk_-S_, CH1 24,726 19,438
Check If deductlons oK



Do a spot check that:

1. your total deductions over the business life = unclaimed
opening balance + future capex

2. the resulting tax benefit makes sense.

Be alert for:

» some countries have limits on how many years these unclaimed
amounts can be carried forward.

» Some deductions are not transferable to new owners.

» People talk about ‘unclaimed deductions’ and ‘tax losses’ as if they are
the same. To me the ‘tax loss’ here would be 25% (income tax rate) of
the ‘unclaimed deduction’ - so probe for exact details.

» Do not go alone but ask your tax experts and get it right!
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Unclaimed deductions, and how they can be claimed by
new owners, are very important when purchasing an
existing business or an unfinished project.

End
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