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How the CLEP Microeconomics Exam Thinks

PART I • Foundations and Exam Method

Chapter 1

How the CLEP Microeconomics Exam Thinks

EXAM METHOD Use these reading, graph, and calculation skills in every domain

Turn an unfamiliar story into a familiar economic decision
A crowded coffee shop, a city water rule, and a factory hiring plan may look unrelated. On the CLEP exam, each is usually a familiar
model wearing a new name. The fastest solver does not memorize the most stories; the fastest solver identifies who is choosing, what
changed, which constraint matters, and what happens at the margin. This chapter builds that habit from the ground up and shows how
the exam uses graphs, tables, and plausible distractors to test it. Picture a commuter deciding whether to work an extra shift, a bakery
choosing how many loaves to make, and a city deciding whether to add one bus route. The settings differ, but each decision compares
an additional benefit with an opportunity cost under a constraint. By the end, you should be able to identify the chooser, the scarce
resource, the relevant margin, and the evidence that would change the answer.

Read the term, cover its meaning, and explain how it would change the way you read an exam question.
Name the decision • Identify the evidence • Test the conclusion

Reading the model

Ceteris paribus: The assumption that other relevant influences
remain unchanged.

Marginal analysis: Comparing the additional benefit and addi-
tional cost of a small change.

Incentive: A reward or penalty that changes the costs or bene-
fits of an action.

Positive statement: A claim that can be tested against evi-
dence.

Normative statement: A claim based partly on a judgment
about what ought to be.

Sunk cost: A past cost that cannot be recovered and should
not affect a current marginal choice.

Exam at a glance

Length and time Approximately 80 questions in 90 minutes.
What is tested Economic terminology, graph interpretation and manipulation, data interpretation, and appli-

cation of simple models.
How to pace Direct recognition items may take 15–30 seconds; a graph or multi-row table may deserve

substantially longer. Treat checkpoints as a budget for the whole test, not an equal quota for
every question.

Highest weight Product markets receive the greatest emphasis, so the reading method in this chapter will recur
in supply and demand, costs, and market structure.
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Name the choice Predict the model Test A–E

A reliable sequence for a five-choice CLEP item

1.1 Find the economic decision
Must Know + Strip away the setting before evaluating the choices.

Every item has a surface and a structure. The surface may describe concert tickets, nursing shifts, dairy farms, or smartphone plans.
The structure is the economic relationship beneath those details. A sentence such as “the next technician adds $240 to weekly revenue
and costs $190” is a hiring decision even if the word labor never appears. A statement that “buyers purchase fewer passes after the
pass price rises” is movement along demand, not a shift in demand.
Begin by naming the decision maker. A household maximizes utility subject to a budget. A competitive firm chooses output while
taking price as given. A monopolist chooses quantity with marginal revenue and marginal cost and then reads price from demand. A
government policy question may ask whether private marginal values equal social marginal values. Once the decision maker is clear,
identify the choice variable: quantity consumed, output produced, labor hired, or pollution reduced.
The story’s nouns are clues, but the relationships do the real work. A farmer, software company, and street vendor can all be price-
taking firms if each sells an identical product in a market with many small sellers. A government agency can appear in a question that
is still mainly about consumer surplus. Do not classify an item by the profession or institution in its first sentence. Classify it by the
decision and the information supplied.
Look next for the constraint. Consumers face income and prices. Firms face technology, input prices, and a market demand or
market price. Society faces resources and the difference between private and social values. A question that says a student has $24 to
spend is signaling a budget constraint; one that provides total product by worker is signaling a production relationship; one that gives
willingness to pay and marginal cost is signaling gains from trade.
Next mark the time horizon. In the short run at least one production input is fixed, so a firm may operate at a loss if revenue covers
variable cost. In the long run all inputs can vary and firms may enter or exit. A distractor often states a correct long-run result in
response to a short-run question. The problem is not the economics in the sentence; it is the timing.
Also mark the level of analysis. A competitive firm’s output can rise when market demand rises, but the mechanism runs through a
higher market price. The firm’s own demand curve does not shift right; it remains horizontal at the new price. Similarly, an individual
worker’s labor-supply choice is not the same as the market supply of labor, and a monopolist’s demand curve is the market demand
curve for its product. Many difficult-looking options become easy to reject once “firm,” “market,” “individual,” and “society” are kept
separate.

Diagnostic What to identify Typical wrong turn

Decision maker Consumer, firm, worker, government, or soci-
ety

Applying a firm rule to the whole market

Choice variable Consumption, output, labor, price, or policy
quantity

Answering about price when the stem asks for quantity

Constraint Budget, technology, cost, market price, or so-
cial value

Ignoring the scarce resource that makes the choice nec-
essary

Time horizon Short run or long run Using entry or exit when an input is fixed
Marginal comparison The added benefit and added cost Comparing totals that include irrelevant earlier units
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A true statement that does not answer the question

A competitive bakery earns positive economic profit. The question asks what happens to the market price in the long run. “The
bakery increases output” may describe its short-run response, but free entry shifts market supply right and pushes price down.
The long-run mechanism makes the entry answer more complete.

Now apply the method to an unfamiliar setting. A streaming service can prevent nonpaying viewers from accessing a film, and one
viewer’s use does not prevent another’s. The surface concerns entertainment technology. The structure concerns excludability and
rivalry, so the service is a club good in the relevant model. An option about diminishing marginal utility may be true of viewing but
does not classify the good. The decision-first method tells you which facts are relevant and which are scenery.
For quantitative items, translate every number into a role before calculating. If a table reports total cost, do not immediately divide
by quantity; the question may require marginal cost, which uses adjacent differences. If a labor question reports marginal product and
output price, multiply them to obtain the worker’s marginal revenue product before comparing it with the wage. The formula should
follow the economic decision, not precede it.
The goal is not to strip away every realistic detail. Some details establish assumptions: “many identical sellers” identifies competition,
“cannot resell” helps make price discrimination possible, and “neighboring households bear smoke damage” identifies an external
cost. Strip away details only after deciding what role each one plays. A careful reader can summarize the item in one sentence without
discarding the fact that makes the model work.

Concept in context
Read a multiple-choice item in layers: identify exactly what the stem asks, isolate the evidence that belongs to that decision, and then test

every option against the same economic rule. Familiar vocabulary alone is not enough; the choice must answer the precise question.
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Math and Graph Skills You Actually Need

Demand normally gives a negative ratio because price and quantity demanded move in opposite directions. Introductory questions
usually classify the magnitude: greater than one is elastic, less than one is inelastic, and equal to one is unit elastic. Do not call a value
such as −1.8 “inelastic” because it is numerically less than one on the number line. Its magnitude is 1.8.
The midpoint method gives the same magnitude when the direction reverses. Using the original value as the base would make an
increase and a decrease between the same two points yield different elasticities. Unless a question specifies another method, midpoint
is the safest approach for two-point data.
In the example, the direction can be reversed without changing the result. Moving from 𝑃 = 8 and 𝑄 = 60 back to 𝑃 = 10 and 𝑄 = 40
gives quantity change −20 over the same midpoint 50 and price change +2 over the same midpoint 9. The ratio still has magnitude
1.8. That symmetry is the practical reason CLEP questions favor midpoint calculations.
Elasticity should end with an interpretation, not only a decimal. A demand elasticity magnitude of 1.8 means the percentage change in
quantity demanded is 1.8 times the percentage change in price over the stated interval. It does not mean quantity changes by 1.8 units,
price changes by 1.8 percent, or buyers purchase 1.8 times as much. The phrase “over the stated interval” matters because elasticity
can vary along a demand curve.

Magnitude Classification Behavioral meaning

|𝐸 | > 1 Elastic Quantity changes by a larger percentage than the initiating variable
|𝐸 | = 1 Unit elastic The two percentage changes have equal magnitude
0 < |𝐸 | < 1 Inelastic Quantity changes by a smaller percentage than the initiating vari-

able
|𝐸 | = 0 Perfectly inelastic Quantity does not respond in the model

When no arithmetic is required, look for determinants. Demand tends to be more elastic when close substitutes are available, the good
takes a larger share of the budget, consumers have more time to adjust, or the market is narrowly defined. Supply tends to be more
elastic when sellers have time and spare capacity to change output. These are explanations of responsiveness, not automatic labels.
A necessary medicine may still have substitutes, and a broad category such as food contains many narrow products with different
elasticities.
The most common traps use the wrong base, omit the percentage conversion, confuse the sign with the classification, or calculate
slope instead. Keep a compact scratch format: change, midpoint, percentage, ratio, interpretation. If quantity changes 40 percent and
price changes 22.2 percent, you can estimate before dividing: the result must be greater than one. An option below one should be
rejected even before exact arithmetic.

2.4 Translate areas into dollars
Must Know + Rectangles and triangles summarize many individual gains.

Quantity (units)

Dollars per unit

𝐷 = 𝑀𝐵

𝑆 = 𝑀𝐶

𝑃𝑒

𝑄𝑒

consumer surplus

producer surplus

height: dollars/unit

width: units

A vertical dollar-per-unit height times a horizontal quantity gives dollars; triangular surplus also requires
one-half
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On a price-quantity graph, a rectangle’s area equals height times width. Total revenue is price times quantity. Tax revenue is tax per
unit times the post-tax quantity. Profit is the vertical gap between price and average total cost multiplied by quantity.
Area has economic meaning because the axes carry units. A vertical height measured in dollars per unit multiplied by a horizontal
width measured in units gives dollars. If a concert charges $30 per ticket and sells 400 tickets, the revenue rectangle has height $30
per ticket and width 400 tickets, so its area is $12,000. The tickets cancel algebraically, leaving dollars. If the horizontal axis is hours
of labor instead, the same rectangle could represent a wage bill rather than product revenue. Shape alone does not determine meaning.
Consumer and producer surplus are often triangles. Triangle area is one-half base times height. A deadweight-loss triangle uses the
tax wedge or external-cost gap as height and the lost trades as base. Check the relevant quantity after the policy; using the original
quantity is a common distractor calculation.
Consumer surplus is the difference between buyers’ willingness to pay and the price they actually pay. On a standard demand graph,
it is the area below demand and above market price, up to the quantity traded. Producer surplus is the difference between the price
sellers receive and the minimum amount represented by supply, so it lies above supply and below price. The two areas measure gains
from exchange, not the amount of money transferred from one party to the other.
Suppose a linear demand curve meets the price axis at $14 and the market price is $8 at a quantity of 60. Consumer surplus is a
triangle with height $14 − $8 = $6 per unit and base 60 units:

𝐶𝑆 = 1
2 (60)($6) = $180.

Using the full intercept of $14 as the height would count the price paid as surplus. Omitting one-half would treat the triangular region
as a rectangle. Using a quantity beyond 60 would count trades that did not occur.
Policy diagrams often contain several areas at once. A per-unit tax creates a vertical wedge between the price buyers pay and the price
sellers receive. The rectangle formed by that wedge and the after-tax quantity is government revenue. The triangle associated with
the reduction in quantity is deadweight loss because it represents mutually beneficial trades prevented by the tax. The tax payment on
trades that still occur is a transfer to government, not deadweight loss by itself.

Area Height Width or base

Total revenue Market price Quantity sold
Economic profit 𝑃 − 𝐴𝑇𝐶 at the chosen output Firm output
Tax revenue Buyer price minus seller price After-tax quantity traded
Consumer surplus Demand value minus price Quantity traded
Deadweight loss Tax wedge or marginal social gap Trades displaced from the efficient quantity

Profit requires special care. A firm’s total revenue rectangle is 𝑃×𝑄, while total cost at the chosen output is 𝐴𝑇𝐶×𝑄. Their difference
is (𝑃 − 𝐴𝑇𝐶)𝑄. If price lies below average total cost, the same geometric calculation gives a negative number: an economic loss.
Marginal cost selects the output; average total cost helps measure profit. Using 𝑃 − 𝑀𝐶 as the height is a common mistake because
marginal cost is not average cost.

Separate a transfer from a lost trade

A $4 per-unit tax reduces sales from 100 to 80. If the demand and supply segments are linear, tax revenue is $4 × 80 = $320.
Deadweight loss is 1

2 × $4 × (100 − 80) = $40. Calling the entire $320 deadweight loss ignores that the revenue is transferred
to the government; calling the $40 tax revenue uses the reduction in trades instead of the trades that remain.

Before multiplying, point to the boundaries of the region and name them in words. Then write the vertical unit, horizontal unit, and
resulting unit. This sequence prevents a solver from memorizing “one-half base times height” while choosing the wrong base, height,
or economic area.

Estimate first
Predict the sign and rough size. If price changes 10 percent while quantity changes 30 percent, elasticity must exceed one. If
total cost rises by $18, marginal cost cannot be $180. Estimation catches misplaced decimals and wrong denominators before
they become answers.
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Math and Graph Skills You Actually Need

Must Know in 60 Seconds
Read variables and units before shape. Use adjacent changes for marginal values and division for averages. Use percentage changes for
elasticity. Treat graph areas as economic totals only after identifying the correct height and quantity.
Without looking, can you state the rule in your own words; rebuild its graph, table, or formula; solve one fresh example with units; and
explain the nearest plausible misconception?

Chapter Practice
Apply the chapter
Choose the one best answer. Work without notes, mark any uncertain item, and check the answers only after completing the set.

1. Expanding output from 10 to 13 units adds $36 to a firm’s total cost. The added cost per extra unit is

A. $8 B. $10
C. $12 D. $18
E. $36

2. A graph places price on the vertical axis and quantity on the horizontal axis. Price rises from $8 to $12 while quantity falls from
60 to 40. What is the slope measured as change in price over change in quantity?

A. −0.20 B. −5

C. 0.20 D. 5

E. −20

3. The price of a service rises from $20 to $22 while quantity demanded falls from 500 to 440. Using the original values as the
percentage bases, the absolute value of price elasticity of demand is

A. 0.24 B. 0.50
C. 0.83 D. 1.00
E. 1.20

4. A per-unit tax is $4 and the after-tax quantity is 75 units. Which calculation gives government tax revenue?

A. 1
2 (4)(75) B. 4(75)

C. 4 times the original equilibrium quantity D. the buyer-price increase times 75

E. the seller-price decrease times 75

5. Average product is 18 units per worker when a new worker adds 22 units. What must happen to average product?

A. It must remain 18 because only total product changes B. It must fall because labor increased

C. It may rise or fall depending on fixed cost D. It must rise but remain below 22

E. It must become 22

6. A price falls from $50 to $40. Using the original price as the base, the percentage decrease is

A. 10 percent B. 15 percent

C. 20 percent D. 25 percent

E. 40 percent
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