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3. Costs Identification and Assessment
• Costs play a very important role in making management
decisions.
• Costs are the amounts that a business incurs in order to make
goods and/or provide services.
• Costs are important to business because they:
- Are the thing that drains away the profits made by a business;
- Are the difference between making a good and a poor profit
margin.

Cost Determination and Investment Analysis
• Investment analysis is defined as the process of evaluating
an investment for profitability and risk.
• It ultimately has the purpose of measuring how the
given investment is a good fit for a portfolio.
• Investment analysis is an ongoing process of evaluating
current and potential allocations of financial assets and
choosing those allocations that best fit the investor's needs and
goals.

Accounting Vs. Economic Costs
Economists identify two types of costs;
Accounting (Financial) costs
Involve how much the firm has to pay to construct and operate the
project, including interest costs.

Economic costs
account for all of the costs to whomever they may accrue. These
include the Accounting costs of carrying out a project, as well as
costs that take the form of impositions on or gains/losses to anyone
who is affected by the project (Positive and Negative Externalities).

Accounting Vs. Economic Profits
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Accounting profit is the monetary costs a firm pays out and
the revenue a firm receives.
Accounting profit = Total Monetary Revenue - Total Costs
(Explicit)
Economic profit is the monetary costs and opportunity costs a firm
pays and the revenue a firm receives.
Economic profit = Total Revenue – (Explicit costs + Implicit
costs)

Identification of Costs
Cost of Production can be identified into:
1- Explicit Costs: also known as: Direct, Cash, & Operating Costs.
They are direct payment made to others in the course of running a
business, such as wages, rent, and purchased materials, energy costs, etc.
2- Implicit Costs: also known as: Indirect, Non-cash, & Overhead costs. A
cost for which there is no cash outlay at the time a resource is being
used, or for which no cash outlays is required.
It is known as the opportunity costs, and defined as the market value of
the best alternative forgone or sacrificed. The opportunity cost is equal
to what a firm must give up in order to use factors which it neither
purchases nor hires.

Scarcity, Choice and Opportunity Cost
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Scarcity
The difference between the amount of things available and the amount
of things that are desired is a measure of the level of scarcity.
The gap between what we need or want and what we actually have
(given a certain level of the know-how technology).

Scarcity may take several forms:
•
•
•
•

Time scarcity
Spatial scarcity
Quantitative scarcity
Knowledge (or know how) scarcity

Implicit Costs:
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• A cost for which there is no cash outlay at the time a resource is
being used, or for which no cash outlays is required.
• The value of owned inputs used by the firm in its own production
process (tractors, irrigation system, family labor & management).
• The value of these owned inputs should be estimated from what
they could earn in their best alternative use (opportunity costs)

OPPORTUNITY COST
• Is an economic concept, not a real cost
• Is based on the fact that every input or resource has an alternative
use, even if the alternative is non-use for now (i.e., oil use now, keep in
the found and pump and use later).

IFF:
Opportunity Cost > Return from current use

Bad Decision

Reconsider Decision

Opportunity Cost < Return from current use
Good Decision

Go Ahead

Implicit Costs
OPPORTUNITY COST
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For example, if a Municipality engages in WW treatment and Reuse. It
owns the land of the treatment facility:
Then: A value should be assigned to this land, i.e., the ongoing market rent
rate for this piece of land, maybe used, this processes is called shadow
pricing.
A Shadow price is an estimated price for something that is not normally
priced in the market or sold in the market.
It is often used in cost-benefit accounting to value intangible assets, but can
also be used to reveal the true price of a money market share, or by
economists to put a price tag on externalities.

Implicit Costs
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OPPORTUNITY COST
• Similarly, the market values of “ALL” owned inputs and used by the
WWR Municipality in its own production process (i.e., tractors,
equipment, family labor & management, etc.), should be assigned and
will represent the opportunity costs of these owned assets, and
consequently are considered as implicit costs.
• Failing to do that assessment will lead to understate the production
total costs and therefore wrongly inflate the business profits.

That in turn will lead to false Managerial Decisions.

Example for calculating the Economic and Accounting profits:
Suppose that your local WWR Municipality’s revenue for last fiscal
year was US$750,000. The total production cost for the same year
amounted to US$ of 450,000. The Municipality owns the land and
some other equipment which has a current annualized market
value of US$ 150,000.
What are the WWR Municipality Accounting and Economic Profits?
Are they different? How? Why?

Example for calculating the Economic and Accounting profits:
Solution:

Now, and after identifying our costs and revenues, we are ready to calculate
the profits:
Accounting profit = total monetary revenue - total production costs (explicit)
Accounting profit = 750,000 – 450,000 = 300,000 US$
Economic profit = total revenue – (explicit costs + implicit costs)
Economic profit = 750,000 – (450,000 + 150,000) = 150,000 US$
Do they differ? How and why? Yes. The Economic profit is smaller than the
accounting profit , due to the existence of the owned resources and thus the
presence of the implicit costs (opportunity costs).

Fixed and Variable Costs
• Production Costs are identified into explicit and implicit costs
• Now the costs of production are classified into two categories: Fixed &
Variable costs and they coincide with Fixed and Variable Resources:
1. Fixed Costs: Those costs incurred for the resources that do not change
as output change.(I.e., in case of WWR Municipality: Equipment’s,
detention tanks, pumps, WW ponds, etc.)
2. Variable Cost: Costs that increase or decrease as output change (in case
of WWR Municipality it will be labor, chemicals, energy, WW treated volumes,
etc.). The variability of resources and thus, their costs depend on the

length of run.

Total Production Cost (WWR Mun.)= Total Fixed Cost + Total Variable Cost

The Length of the planning Run:
Varying or fixing resources will depend on length of run:

• A planning concept reflecting that there exist differences in one’s ability
to change input use.
• Such ability will inevitably affect the managerial decisions, and
consequently the anticipated profit levels of the firm.
• Thus the length of run is made for two time spans. Short Run and Long
Run.
1- Short Run: At least one or more resource(s) cannot be varied. Time span
is long enough to permit the changes and variability for some inputs, but
not that long to permit the variability for all of them. (usually over one or
two production season)
2- Long Run: A time period long enough that all resources can be varied.
Everything will be changed and nothing is fixed.

Direct and Indirect Costs:
The main difference between direct costs and indirect costs is
1. Direct costs can be traced to specific cost objects, and it is a cash
expenses. They tend to be variable costs.
2. Indirect costs are more likely to be either fixed costs or period costs,
and mostly they are non-cash expenses.
Examples of direct costs are direct labor, direct materials, commissions,
piece rate wages, and manufacturing supplies.
Examples of indirect costs are production supervision salaries, quality
control costs, insurance, and depreciation

3.2 Financing the project
• Project financing is a means of obtaining funds for industrial projects,
long-term infrastructure, and public services. It is a secured form of
lending, accepting the project's rights, assets, and interests as
secondary collateral.
• Finance project managers develop and oversee a variety of projects
related to an organization's revenue, from annual statements to
investment vehicles.
• The main sources of finance include; equity, debt and government
grants. Financing from these alternative sources have important
implications on project's overall cost, cash flow, ultimate liability and
claims to project incomes and assets.

3.3 Cost-Sharing Techniques: (Ease the financial burdens)
• One of the main challenges for the sustainability of public projects,
and water and wastewater reuse projects, in specific, is the
inadequate and/or the interrupted inflow of funds and revenues
received during the project operational and serving years.
• Community contributions such as user fees, household
investments, community-based savings and cost sharing are a major
source for financing sustainable sanitation and water management
products and services.
• Cost-sharing is becoming one of the most applied in water and
wastewater reuse management

What is cost sharing mechanism?
• A cost-sharing mechanism is a truthful mechanism for deciding what
agents should be served by a public project, and how much each of
them should pay.
• In accounting, cost sharing or matching means that portion of project
or program costs not borne by the funding agency. It includes all
contributions, including cash and in-kind, that a recipient makes to an
award.

3.3 Cost-Sharing Techniques:
Types of Cost Sharing
There are different types of expenses that can be allocated among
different stakeholders according to the proposed project. These are:
•
•
•
•
•
•

Labor costs
Costs for training and capacity building
Material costs
Pre-operational costs
Costs for research
Costs for using equipment

(Adapted from WPP 2010)
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3.3 Cost-Sharing Techniques:
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Cost Sharing Advantages and Disadvantages
Advantages

• Effective, because different stakeholders are involved contributing
various types of contributions
• Improves the sense of community ownership
• Benefits local communities

Disadvantages

• Time consuming for collecting information on all stakeholders and
their contributions
• Requires constant control of the stakeholders fulfilling their tasks
• The issue of further operation and maintenance might arise after
completion of the project

4. Benefits Determination:
Types and Definition of Benefits
Hard Benefits:
Sometimes referred to as 'Direct' or 'Tangible' benefits,
• Are the line items that directly impact a profit and loss statement
(P&L), or income statement.
• They are typically found as line items in budgets or project plans.

Soft Benefits:
Often referred to as 'Indirect' or 'Qualitative' benefits,
• Are line items that do not show up in budgets.

4. Benefits Determination:
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Market Benefits of the projects:

Are those of the project’s outputs that have an existing market value
(price) when traded in the market.

Non-market value (benefits) of the projects:
Most environmental goods and services, such as clean air and water, and
healthy fish and wildlife populations, are not traded in markets.
Their economic value -how much people would be willing to pay for
them- is not revealed in market prices.

4. Benefits Determination:
• An Indirect Benefit: is a return that cannot be directly
observed but is nonetheless realized - as opposed to

• Direct benefits: like reduced headcount or increased sales that
are more easily quantified.

Continued

4. Benefits Determination:
Expression of Soft Benefits In Numerical form

• Environmental assessment (more details in session 4)
• Long term interactive benefits
• Life quality parameters:
Health (life expectancy),
Education (literacy),
Freedoms (expression, participation, empowerment)

Estimates of Hard Benefits

(more details in session 3)

• Explicit versus implicit project returns
• Market variables: quantity, quality
• Maximization of total revenue: elasticity
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4. Benefits Determination:
Exhaustive Listing of Hard and Soft Benefits
•
•
•
•

Economic returns (hard)
Fiscal parameters (hard)
Tax incidence (hard)
Market efficiency (hard)

•
•
•
•

Environmental quality (soft)
Cultural enhancement (soft)
Social implications (soft)
Life quantity (soft)
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Tips “To GO”:
• Investment analysis is defined as the process of
evaluating an investment for profitability and risk.
• Accounting profit is the difference between monetary
costs a firm pays out and the revenue a firm receives.
• Economic profit is the difference between monetary
costs and opportunity costs a firm pays and the
revenue a firm receives.

Tips “To GO”:
• Opportunity Costs Is an economic concept, not a real
cost
• Opportunity Costs based on the fact that every input
or resource has an alternative use, even if the
alternative is no-use for now

• Fixed Costs incurred for the resources that do not
change as output change
• Variable Cost that increase or decrease as output
change

Questions

