
Decision	  Making	  101:	  Opportunity	  Cost	  
	  
I.	  Costs	  
	  
Two	  types	  of	  Costs:	  Explicit	  	  (out	  of	  pocket:	  must	  be	  paid)	  &	  Implicit	  (lost	  
opportunity	  cost,	  not	  paid	  outright)	  
	  
1.	  What	  are	  some	  explicit	  and	  implicit	  costs	  of	  going	  to	  college?	  
	  
2.	  Costs	  of	  Having	  A	  Child	  
The	  Total	  Cost	  for	  a	  college	  educated	  couple	  to	  have	  a	  child	  is	  $1	  million	  over	  the	  child’s	  
lifetime.	  	  For	  a	  college	  educated	  women,	  are	  the	  following	  costs	  EXPLICT	  or	  IMPLICIT?	  
a. foregone	  promotion	  
b. salary	  when	  not	  working	  
c. expenses	  for	  baby	  room	  
d. loss	  of	  experience	  
e. depreciation	  of	  work	  skills	  
f. babysitting	  fees	  
g. doctor	  visit’s/	  medical	  expenses	  

	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  



	  
II.	  Economic	  &	  Accounting	  Profit	  
Two	  types	  of	  Profit:	  Accounting	  &	  Economic	  Profit	  
ACCOUNTING	  PROFIT:	  Total	  PROFIT=	  TOTAL	  REVENUE-‐	  EXPLICIT	  COSTS	  
	  
ECONOMIC	  PROFIT:	  PROFIT=TOTAL	  REVENUE-‐OPPORTUNITY	  COST(BOTH	  EXPLICIT	  &	  
IMPLICIT)	  
	  
FOR	  THIS	  CLASS,	  WHEN	  WE	  SAY	  PROFIT,	  WE	  MEAN	  ECONOMIC	  PROFIT	  

1. Complete the  MIDDLE COLUMN in the Following Chart based on the 
following facts. A. Does the difference in accounting and economic profit 
matter?	  

B.  Should JT (Freakanomics) go to college	  
 
Facts 
	  
Value of increase in lifetime earnings: $500,000 (based on a career in marketing) 
 
Tuition and books for all four years at Chicago State: $20,000. Transportation to 
campus (U-Pass) is 
included. Assume his loans are interest-free, and he continues to live with family. 
 
In those four years, JT could have earned minimum wage at the time of $4.25/hour, 
which would have 
garnered him $8,840 per year (40 hrs/wk x 52 weeks). Ignore income and payroll 
taxes. 
 
Value of increased 
earnings because of 
college degree 

500,000 Revenue 

Less: tuition and books for 
four years of college? 

 Explicit Costs 

Accounting Profit  Revenue - Explicit Costs= 
Less: foregone income that 
could have been earned 
during four years of college 

 Implicit Costs 

Economic Profit  Revenue- (Explict & 
Implicit costs)= 

 
 
 
 
 
 



2. Should JT Participate in the legal or illegal economy? 
Facts 
The real tradeoff: 
 
-Value of earnings as a marketing specialist:$ 40,000x 30 years: $1,200,000  
- Tuition and books for all four years at Chicago State: $20,000 
-Opportunity Cost: Minimum wage for four years during college.  
-Opportunity cost of not managing a drug gang for 30 years: 
$100,000 x 30 years: 3 million 
 
 
2. What would you recommend for JT? Explain why? 
 
 
 
A sunk cost has already been spent and cannot be recovered.  
 
3.: Larry: Oil Change 
 
Larry has decided to quit his job working at Quickie-Lube and become an 
entrepreneur.  He had been earning $2500 per month performing oil changes. Since 
he has his own garage, which he had been renting out for $400 per month, he has 
decided to open his own oil changing business in his own garage.  His monthly 
costs and revenue are show in the following list.  Note: we are assuming no 
depreciation. 
 
Price of each Oil Change: $25 (what customer sees) 
Oil Change per month: 200 
Cost of Oil (to him): $5 per oil change 
Capital (machines/ tool) Rental: $200 
Other Expenses 
 

a. What is his Total Revenue? (PxQ) 
b. What are his explicit costs?  
c. What is his accounting Profit? 
d. What are his implicit costs? 
e. What is his Economic Profit? (TR-TC) 
f. Should Larry quit of keep his job? Explain  

 
 
 
 
 
 



 
III. Sunk costs: We should ignore these, but we generally don’t 
 
Two friends have purchased a membership to a fitness center.  They have agreed to 
work out together every Monday, Thursday, and Saturday. Leslie paid $600 for her 
annual membership; Amy who waited for a special membership promotion, paid $100.  
In both cases, the fee was paid in full, in advance, and is non-refundable.   
 
After the first few months of their agreement, Leslie’ and Amy’s school starts having a 
special concert every Saturday so Amy decides she is going to work out twice a week.  
Leslie tells Amy that, since she paid $600 for her membership she is going to the gym 
every Saturday, even though it means missing the concert.   
 
Both love concerts and are music majors.  Both stay fit carrying around their 
instruments and neither enjoys working out.  Leslie especially hates working out if her 
best friend Amy isn’t with her.   
 
1. Leslie says she cant make the Saturday concert because she wants to get her 
money’s worth from the gym fee.   What would you advise Leslie? Explain 


