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Meaning of Opportunity Cost:

Opportunity cost is a crucial and fascinating concept in Personal Finance and economics
that helps students understand the real cost of making choices and decisions. It refers to the
value of the next best alternative that one gives up when deciding to do something else.
Learning about opportunity cost enables students to weigh their options carefully and develop
good decision-making skills.

When you make a choice, you always give up something else. The opportunity cost is the
benefit or value that you miss out on by not choosing the next best alternative. This concept
applies not just to money, but also to time, resources, and other things with value.
Opportunity cost is a way of measuring trade-offs — every decision has one.

For example, if a student spends two hours watching a movie instead of studying, the
opportunity cost is the study time that could have improved their exam scores. Similarly, if
someone spends X500 on a concert ticket, the opportunity cost might be the dinner with
friends that could have been enjoyed with the same money.

Why is Opportunity Cost Important?

1. Promotes Better Decisions: Understanding opportunity cost helps students analyze
the true cost of their choices beyond just prices or immediate effects.

2. Efficient Use of Resources: Since time, money, and effort are limited, considering
opportunity costs ensures these resources are allocated to the best possible uses.

3. Economic Awareness: It provides insight into how individuals, businesses, and
governments make choices about using scarce resources.

Examples of Opportunity Cost
Example 1: Choosing Between Two Degrees

Ray must choose between studying business or architecture. Both degrees cost the same.
However, architecture offers a starting salary expected to be 55,000 per year, while business
offers 350,000. If Ray picks business, the opportunity cost is the ¥5,000 annual higher salary
he foregoes by not choosing architecture. However, Ray might value job satisfaction more,
which is a non-monetary factor in opportunity cost.

Example 2: Deciding How to Spend Time

A student has one free evening and must decide between working a part-time job or
studying for an important test. If the student works, they earn money but lose study time,
which could impact grades. If they study, the opportunity cost is the part-time income lost.

Example 3: Money Investment Choice

Suppose a student can invest 310,000 in either a high-risk stock expected to grow 12%
annually or a fixed deposit yielding 7%. Choosing the fixed deposit means the opportunity
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cost is the additional 5% return foregone from the stock investment, balanced against the risk
tolerance.

Formula to Understand Opportunity Cost
While the concept is often qualitative, opportunity cost can be calculated as:
Opportunity Cost=Return of Next Best Alternative—Return of Chosen Option

For example, if the next best alternative investment yields 10% and the chosen option
yields 7%, the opportunity cost is 3%.

Opportunity cost is about understanding what you give up to get something else. It helps
students use their time, money, and resources wisely by considering the full consequences of
their choices. Thinking about opportunity cost encourages careful planning, thoughtful
decision-making, and better financial and personal outcomes.




