OPPORTUNITY COSTS
Calculating the alternatives
Niels Veldhuis

T

hough we may not realize it at the time, most of
us get our first dose of economics at a relatively
early age. More often than not, our first exposure to economics is through the concept of opportunity
costs. When economists refer to the “opportunity cost”
of an action or purchase, they are referring to the value
of the next best alternative to that action or purchase.
The opportunity cost of something is what you give up
in order to get it. The “opportunity” in opportunity cost
reminds us that an opportunity was forgone in taking a
particular action or making a purchase.
The concept of opportunity costs hit home recently
while my wife and I were babysitting our three-yearold nephew. We wanted to buy him a small toy. At the
toy store, our nephew found plenty of toys he wanted.
We were thankful that he eventually gravitated toward
a truck and a steam-train engine, both of which were
affordably priced at $10 each. When we were ready to
leave, we told our nephew that he had to choose between
the two. He reluctantly
chose the truck and in
doing so clearly understood that the cost
of getting the truck
was the lost opportunity to get the train. The opportunity cost of the toy he chose (the truck) was the toy he
gave up to get it (the train).

running her small business was the largest portion of
the total cost of her trip. Laura estimated that she would
lose approximately $3,150 in income during her twoweek vacation. The total opportunity cost of the trip was
the value of the next best alternative: staying at home
and working. If Laura decided to stay home, she would
have earned $3,150
and not spent $1,500
on a flight. Therefore,
the opportunity cost
of her trip was $4,650.
This hairdresser is no economist, but her calculation indicates that she understands the concept of opportunity
costs better than most.

KEY CONCEPTS

Another example of the importance of opportunity
costs in economic reasoning came up during a recent
conversation with my friend Laura, who runs a hairstyling business. For some time, Laura has been planning
to take a two-week holiday in Europe to visit family. She
made a budget and estimated that the flight to London
would cost $900. However, since she calculated her budget, ticket prices have increased to roughly $1,500. Being an economist, I asked her whether the increase was
enough to make her reconsider her trip. Laura told me
that the increase would likely not make her reconsider
because it was not the most significant cost. Indeed, she
said that the income she would have to forgo while not
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Opportunity costs are also extremely useful in analyzing
government policy, though they are unfortunately often
glossed over by those proposing the policies.
When governments, politicians, and interest groups
propose new government programs or increased
spending on existing programs, the benefits of their
proposals are most often their single focus. For example, governments frequently provide subsidies to
certain industries (often ones that are not doing well),
claiming that the money will create jobs and improve
the economy. Likewise, governments often subsidize
sports stadiums with the hope of attracting a major

instead of being extracted by governments. For example,
taxpayers would have spent the money on all sorts of
goods and services or invested it in the economy, and
done so in a way that more accurately reflected their
preferences.
The opportunity cost of government programs also includes the costs of the taxes themselves, as well as the
resources used by governments to collect taxes and the
costs borne by individuals and businesses to maintain
appropriate tax records and comply with various tax
rules.

Fotolia

It is important to remember, as well, that collecting taxes
distorts the economy by influencing our incentives to
work, save, and invest. That is, taxes reduce the return
(the after-tax income) people receive from these activities, which ultimately reduces how much people are
willing to work, how hard they work, and the amount
they save and invest.

professional sports franchise or keeping an existing
franchise from moving to another city. The argument
for using millions of taxpayers’ dollars to subsidize the
construction (and in some cases operation) of stadiums
is that attracting a major sports franchise will positively
influence the jurisdiction’s economy by increasing jobs
and incomes.
When governments or others focus exclusively on the
benefits of a subsidy (real or not), they do not account
for alternative uses of the funds. For example, the funds
used to subsidize companies or build stadiums could
have been spent on transportation infrastructure, medical technologies, or education, all of which might have
had a more positive impact on the economy and created
better overall social outcomes than corporate subsidies
or sports stadiums.
But the opportunity cost of government programs goes
beyond just alternative uses for the money. An analysis
of the opportunity cost of government programs must
include the economic outcomes that would have been
achieved if the money was left in taxpayers’ pockets

Clearly, there are costs associated with imposing new
taxes or increasing existing ones. When these costs are
considered as part of the opportunity cost of government programs, the claims made by governments, politicians, and interest groups about the benefits of these
programs are often not true because they have not included the value of the next best alternative as part of
their evaluation of the cost.
The concept of opportunity costs is relevant to all aspects of our lives. Whether the decision is an individual
day-to-day decision, a major investment decision, or
a government policy decision, the cost of undertaking
a particular action or making a purchase is ultimately
determined by the value we place on the next best
alternative.
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*Key Concepts is a series of essays on the fundamentals of economics and markets. In addition to appearing in Fraser Forum, these
essays will form the basis of a live Ask the Professor discussion, held at www.fraserinstitute.org each month.
Please join us on October 29 at 11:00 am Pacific time for an online discussion of this essay with Niels Veldhuis.
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