Oligopoly
When there are only few firms in the market, we have an oligopoly. Moreover, oligopolies are such that similar products are marketed differently by different companies.
Examples of an oligopolistic market would be the market for food in the UK (dominated by Sainsbury's, Tesco, Marks & Spencer and Co-op supermarkets) or the market for petrol in most middle-sized cities. You can buy very similar blends of petrol at different stations. However, the first station will sell suitable petrol for a smaller car; the second will give you some bonus points you can spend on food; the third will be recommended by Michael Schumacher in person. These are little differences in practice, but they could make a big difference in your choice as a consumer!
Oligopoly explained
An oligopoly is thus a market with limited competition: the market is dominated by a few (usually 2 - 6) suppliers. Barriers to entry (e.g. the cost to set up a new supermarket or petrol station) are high enough to prevent new suppliers from easily entering the market. The assumptions of an oligopoly are the following:
· There a few interdependent firms – Tesco will look at the price that Sainsbury’s sets and vice versa. Sometimes, supermarkets also have the same suppliers.
· Homogenous (slightly differentiated products) - you can buy chocolate in every supermarket, but different brands will be available.
· High barriers to entry - you need a long planning application to the relevant government authority in order to build a new supermarket, and a lot of money to do it.
· Asymmetrical information – participants may collude to fix prices. For example, supermarkets will agree on a high price of coffee and everywhere you go, you will have to pay that price – but you would not know about their collusion agreement.
Non-collusive oligopoly
The last point suggests an important distinction between collusive and non-collusive oligopolies. We will start from the non-collusive case, where participants do not cooperate to fix prices. Examiners like to see the kinked demand curve diagram to represent non-collusive oligopolies.
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This demand is different from normal demand curves in that it has an elastic and an inelastic section divided by a kink. An oligopolist, like any other firm, will produce at the point where MR = MC. It is also important to remember that an oligopolist will produce at the kink of the demand curve. This is because the firm would not profit from increasing or lowering the price. Can you think of any reason why?
If you are competing in an oligopolistic market, like the market for petrol in a small town, customers are shared between you and your competitors because products are similar. If you try to increase the price of petrol, consumers will switch to your competitors instead. Hence, the quantity demanded will decrease more than proportionally - demand is elastic. This situation explains the elastic section of the MR curve.
If, on the other hand, you try to get more customers by lowering your price, your competitors will do the very same thing - you will start a price war. This means that you will have almost the exact same number of customers as before, but you will sell your product at a lower price - demand isinelastic. This situation explains the inelastic section of the MR curve.
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As a result, the best thing to do is to stay at the kink. Price rigidity pushes oligopolists to compete over non-price features like bonus points or advertising by famous people instead. The UK supermarket Sainsbury’s and Tesco, for example, offer special cards to their customers to incentivise their brand loyalty: when you reach a given amount of points, you can walk out with some freebies.
It is important to remember that the kink in the demand curve does not primarily come about via actual price wars and attempts to increase prices. In fact, behaviour in an oligopoly is much based on expectations about what others will do. Mathematicians and economists study something known as game theory. Before actually lowering prices, each firm will consider what the others are expected to do as a reaction. Therefore, it will decide not to raise the price in the first place.
 
Important
Game theory is the study of possible outcomes deriving from rational behaviour in decision-making contexts.
[image: The film about John Nash]
John Nash, awarded the Nobel Prize in 1994, was one of the game theory experts. His lecture may be interesting to look at: The life of John Nash was the topic of the film “A beautiful mind”, which you could watch to learn more about game theory. When applied to oligopoly, game theory analyses strategic behaviour to explain why firms will not try to increase or decrease prices, and why prices stay rigid.
Collusive oligopoly
Firms, however, may try to overcome the problems presented by the oligopolistic market structure and increase their profits illegally. They would do so by fixing the price at a certain level (higher than the competitive equilibrium) and agree that everyone will sell at that fixed price. This behaviour is termed collusion and it is illegal in most countries.
However, certain cartels (groups of firms or countries that collude) are present internationally and operate legally. The Organization of Petroleum Exporting Countries (OPEC) is one of them: it is an organisation where the biggest oil-producing countries meet to manage the supply of oil on the world market together. They try to limit competition among oil producers and maximise profits jointly. For example, they will not increase supply to match demand, so that the price of oil stays high enough to make extra profits.
By doing so, oligopolists act together as if they were a monopoly. This is why, when answering questions about oligopoly, you can also use a monopoly diagram. However, you need to explain that this is only valid when collusion takes place.
However, collusion is very unstable because it carries some risks: for example, there is an incentive for participants to cheat. If all producers have agreed to keep prices high, they will need to limit the production of oil (remember that as the supply of oil increases, price goes down). But if one of the producers suddenly increases supply, he will be able to offer a lower price and all customers will start to buy the cheaper product. He is cheating and, in the short run, undermining the collusion agreement.
Once again, game theory can be used to analyse how collusive firms will decide whether to cheat or not.
 
What you should know
· Oligopoly is a market structure with very few firms and high barriers to entry.
· Price rigidity is the result of the inability to raise/lower prices independently – it is represented by the kinked demand curve.
· Collusive oligopoly, instead, is marked by mostly illegal agreements between firms to maximise profits jointly – it can be represented by a monopoly diagram.
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