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1.0 OBJECTIVES
At the end of this topic, you should be able to-
1. Define Oligopoly and differentiate from other market structures.
2. State the characteristics of Oligopolistic markets.
3. Evaluate the elements of typical Oligopolistic games.
4. Explain the various oligopoly models –Cournout, Bertrand etc.

2.0 INTRODUCTION
DEFINITION 
The word Oligopoly is derived from two Greek words – ‘Oligi’ meaning ‘few’ and ‘Polein’ meaning ‘to sell’.
Oligopoly is defined as a market structure with a small number of firms, none of which can keep the others from having significant influence.
Meaning of Oligopoly Market
An Oligopoly market situation is also called ‘competition among the few’. In this article, we will look at Oligopoly definition and some important characteristics of this market structure. An oligopoly is an industry which is dominated by a few firms. In this market, there are a few firms which sell homogeneous or differentiated products.
Also, as there are few sellers in the market, every seller influences the behavior of the other firms and other firms influence it.
Oligopoly is either perfect or imperfect/differentiated. In India, some examples of an oligopolistic market are automobiles, cement, steel, aluminum, etc.
CHARACTERISTICS OF OLIGOPOLY
Now that the Oligopoly definition is clear, it’s time to look at the characteristics of Oligopoly:
Few firms
Under Oligopoly, there are a few large firms although the exact number of firms is undefined. Also, there is severe competition since each firm produces a significant portion of the total output.
Barriers to Entry
Under Oligopoly, a firm can earn super-normal profits in the long run as there are barriers to entry like patents, licenses, control over crucial raw materials, etc. These barriers prevent the entry of new firms into the industry.
Non-Price Competition
Firms try to avoid price competition due to the fear of price wars in Oligopoly and hence depend on non-price methods like advertising, after sales services, warranties, etc. This ensures that firms can influence demand and build brand recognition.
Interdependence
Under Oligopoly, since a few firms hold a significant share in the total output of the industry, each firm is affected by the price and output decisions of rival firms. Therefore, there is a lot of interdependence among firms in an oligopoly. Hence, a firm considers the action and reaction of its competing firms while determining its price and output levels.
Nature of the Product
Under oligopoly, the products of the firms are either homogeneous or differentiated.

Selling Costs
Since firms try to avoid price competition and there is a huge interdependence among firms, selling costs are highly important for competing against rival firms for a larger market share.
[bookmark: _Hlk148510798]No unique pattern of pricing behavior
Under Oligopoly, firms want to act independently and earn maximum profits on one hand and cooperate with rivals to remove uncertainty on the other hand.
Depending on their motives, situations in real-life can vary making predicting the pattern of pricing behavior among firms impossible. The firms can compete or collude with other firms which can lead to different pricing situations.
Indeterminateness of the Demand Curve
Unlike other market structures, under Oligopoly, it is not possible to determine the demand curve of a firm. This is because on one hand, there is a huge interdependence among rivals. And on the other hand, there is uncertainty regarding the reaction of the rivals. The rivals can react in different ways when a firm changes its price and that makes the demand curve indeterminate.
3.0 FIRMS BEHAVIOUR UNDER OLIGOPOLY
Based on the objectives of the firms, the magnitude of barriers to entry and the nature of government regulation, there are different possible outcomes in relation to a firm’s behavior under Oligopoly. These are:
1. Stable prices
2. Price wars
3. Collusion for higher prices
Further, Oligopoly can either be collusive or non-collusive. Collusive oligopoly is a market situation wherein the firms cooperate with each other in determining price or output or both. A non-collusive oligopoly refers to a market situation where the firms compete rather than cooperating.

3.1 Non-Collusive Oligopoly-Sweezy’s Kinked Demand Curve Model (Price-Rigidity)
Non-collusive oligopoly involves a competitive type of oligopoly where firms do not form agreements with one another. Rather, they choose to compete with one another in an oligopolistic market structure.
Firms will still depend on other firms’ actions as they share a large portion of the market, but firms are independent in their strategies. As there is no formal agreement, firms will always be uncertain how other firms in an oligopoly will react when they apply new strategies.
Simply put, in a non-collusive oligopoly, you have firms independently choosing their strategies whilst there is still interdependence amongst them. The dynamics in a non-collusive oligopoly can be illustrated by using the kinked demand curve.
Usually, in Oligopolistic markets, there are many price rigidities. In 1939, Paul Sweezy used an unconventional demand curve – the kinked demand curve to explain these rigidities.
Reason for the kink in the demand curve
It is assumed that firms behave in a two-fold manner in reaction to a price change by a rival firm. In simple words, firms follow price cuts by a rival company but not price increases. So, if a seller increases the price of his product, his rivals do not follow the price increase.
Therefore, the market share of the firm reduces significantly because of the price rise. On the other hand, if a seller reduces the price of his product, then the rivals also reduce their price to bring it at par with the price reduction of the firm.
This ensures that they prevent their market share from falling. Once the rivals react, the firm lowering the price first cannot gain from the price cut.
Why the price rigidity?
A firm cannot gain or lose by changing its price from the prevailing price in the market. In both cases, there is no increase in demand for the firm which changes its price. Hence, firms stick to the same price over time leading to price rigidity under oligopoly.







Explanation of the Kinked-Demand Curve Model
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In the figure above, KPD is the is the kinked-demand curve and OP0 is the prevailing price in the oligopoly market for the OR product of one seller. Starting from point P, corresponding to point OP1, any increase in price above it will considerably reduce his sales as his rivals will not follow his price increase.
This is because the KP portion of the curve is elastic, and the corresponding portion of the MR curve (KA) is positive. Therefore, any price increase will not just reduce the total sales but also its total revenue and profit. On the other hand, if the seller reduces the price of the product below OPQ (or P), his rivals will also reduce their prices.
However, even if his sales increase, his profits will be less than before. This is because the PD portion of the curve below P is less elastic and the corresponding part of the marginal revenue curve below R is negative. Therefore, in both price-raising and price-reducing situations, the seller is the loser. He will stick to the prevailing market price OP0 which remains rigid.

Working of the kinked-demand curve
Let’s analyze the effect of changes in cost and demand conditions on price stability in the oligopolistic market. Let’s suppose that the prevailing price in the market is OP0.

Therefore, if one seller increases the price above OP0 and the rival sellers don’t and keep the prices of their products at OP, then it will lead to the product becoming costlier than the others.
Subsequently, the demand for the costlier product will fall significantly. This is seen in the demand curve of a firm for any price above OP0 or the KP section of the curve, is relatively elastic. The high elasticity reduces the demand significantly as a result of the price increase.
On the other hand, if the seller reduces the price below OP0, the rivals also follow the price cut to prevent their demand from falling. This is seen in the demand curve of a firm for any price below OP0 or the PD segment of the curve is relatively inelastic. The low elasticity does not increase the demand significantly because of the price cut.
This asymmetrical behavioral pattern results in a kink in the demand curve and hence there is price rigidity in oligopoly markets. The prices remain rigid at the kink (point P). In other words, the price will remain sticky at OP0 and the output = OR at this price.
Due to the difference in the elasticities, the MR curve becomes discontinuous corresponding to the point of change in elasticity of the demand curve. The kink represents this. At the output < OR, the demand curve is KP and the corresponding MR curve is KA. For output > OR, the demand curve is PD and the corresponding MR curve is BMR.

3.2 Collusive Oligopoly
In some cases, firms may try to remove uncertainty related to acting independently and enter into price agreements with each other. This is collusion. Collusion is either formal or informal. It can take the form of cartel or price leadership.

A cartel is an association of independent firms within the same industry which follow the common policies relating to price, output, sale, profit maximization, and the distribution of products.
A cartel is an open and formal collusive arrangement.
· Cartels, and collusion in general, are illegal in the US and EU
· Firms form a cartel to maximize profits.
· Cartels maximize profit by restricting the output of member firms.
· Output of each firm is set to a level where the marginal cost of production of every firm in the cartel is equal to the market’s marginal revenue.
· The price is set to the market-clearing price, i.e., the cartel acts as a monopoly.
Collusive oligopoly occurs when firms form an agreement to jointly set prices and choose the production level at which they can maximize their profits.
However not all firms face the same production costs. Therefore, how does it work for firms with higher costs? 
Firms that might not be as productive in the market benefit from the agreement, as the higher price helps them stay in business. Other firms enjoy abnormal profit and keep problems that come with the competition out of their head. It’s a win-win for both.
Formal collusive agreements between firms are known as cartels. The only difference between collusion and monopoly is the number of firms, and everything else is the same. Collusion enables firms to increase prices and gain abnormal profits. One of the most famous cartels is the Organization of the Petroleum Exporting Countries (OPEC), which has significant influence over oil prices worldwide.
Cartels are the formal collusive agreements between firms.
Collusive oligopoly and cartel agreements are significantly harmful to consumers and the general welfare of society. Governments closely monitor these agreements and prevent them from taking place via anti-competitive laws.
However, when collusion is in the benefit and interest of the society, it is known as cooperation, which is legal and encouraged by governments. Cooperation does not involve setting prices to maximize profit. It instead involves actions such as improving health in a particular sector or increasing standards of labor.
Price leadership is based on informed collusion. Under price leadership, one firm is a large or dominant firm and acts as the price leader who fixes the price for the products while the other firms allow it.

4.0 ADVANTAGES AND DISADVANTAGES OF AN OLIGOPOLY
Advantages
One of the main benefits of having an oligopoly is that competition is very limited. That's because there are very few players in the market. Since there are few competitors, an oligopoly allows those who participate to net a higher amount of profits.
· Firms can gain extreme profits due to little or no competition in an oligopoly market structure, allowing them to charge higher prices and expand their margins.
· Increased profits allow firms to invest more money into research and development, which benefits consumers through the development of new and innovative products.
· Product differentiation is a significant advantage of oligopolistic markets, as firms are constantly looking to improve and differentiate their products to attract more customers.
· Consumers benefit from having firms constantly trying to offer better products.
Customer demand is often greater in this type of market structure. This is commonly because there are better products and services that are on the market. As such, firms don't skimp on quality as they want to retain or increase brand loyalty.
Customers can expect better customer service and better pricing for products and services from the firms in an oligopoly because of the small number of participants.
Disadvantages
Oligopolies come with higher barriers to entry for new participants. This means that it can be difficult to enter the market because of the high costs associated with doing business, the regulatory environment, and the problems that arise when it comes to accessing supply and distribution channels.
Because of the lack of competition, there may be very little incentive to innovate product and service offerings. With no diversity in offerings, consumers remain loyal to what they know best.
Although there may be more quality products on the market, consumers often have little choice available to them. This means they can only rely on a small pool of goods and services on which to spend their money.
· High prices, which can harm consumers, particularly those with low incomes.
· Limited choices for consumers due to high market concentration amongst a few firms
· High barriers to entry prevent new firms from joining and offering their products, reducing competition, and potentially harming social welfare.
· Oligopolistic firms may collude to fix prices and restrict output, leading to further harm for consumers and decreased social welfare.
How can consumers be protected from oligopolies?
While some oligopolies do not significantly harm consumers, others do. In such cases, governments can take a range of actions to protect consumers, such as:
1. Lowering barriers to entry
By incentivizing new companies by providing tax relief, special grants, or other financial aid. New firms that are not part of the collusion agreement will pull the industry closer to a perfect competition state, where prices are lower.
2. Antitrust laws
Imposing strict penalties for breaching antitrust laws can deter firms from excessive price manipulation. Periodic reviews of the state of competition and extensive market impact studies during M&As will also help keep price collusion in check.

3. Price ceilings
Price ceilings can be implemented to limit how high prices in an oligopoly are set.
5.0 OLIGOPOLY MODELS AND GAME THEORY 
1. Game Theory
 A game is a formal representation of a situation in which several decision makers (players) interact in a setting of strategic interdependence. By that, we mean that the welfare of each decision maker depends not only on her own actions, but also on the actions of the other players. Moreover, the actions that are best for her to take may depend on what she expects the other players to do. We say that game theory analyzes interactions between rational, decision-making individuals who may not be able to predict fully the outcomes of their actions. 
2. Nash Equilibrium
 A set of strategies is called a Nash equilibrium if, holding the strategies of all other players constant, no player can obtain a higher pay off by choosing a different strategy. In Nash equilibrium, no player wants to change its strategy. 
 Behavior of firms in oligopolistic games.
· Firms are rational. 
· Firms reason strategically. 
Elements of typical oligopolistic games.
· There are two or more firms (not a monopoly).
· The number of firms is small enough that the output of an individual firm has a measurable impact on price (not perfect competition). We say each firm has a few, but only a few, rivals. 
· Each firm attempts to maximize its expected profit (payoff). 
· Each firm is aware that another firm’s actions can affect its profit.
· Equilibrium payoffs are determined by the number of firms, the rules of the games and the length of the game. 
Comparison of oligopoly with competition.
 In competition each firm does not consider the actions of other firms. In effect they are playing a game against an impersonal market mechanism that gives them a price that is independent of their own actions. In oligopoly, each firm explicitly takes account of other firm’s expected actions in making decisions.

3 SINGLE PERIOD MODELS
Definition 4 (Single period or static games).  
Firms or players “meet only once” in a single period model. The market then clears one and for all. There is no repetition of the interaction and hence, no opportunity for the firms to learn about each other over time. Such models are appropriate for markets that last only a brief period. 
There are three main types of static oligopoly models.
1. Cournot 
2. Bertrand 
3.  Stackelberg 
1. THE COURNOT MODEL 
Historical background-Augustin Cournot was a French mathematician. His original model was published in 1838. He started with a duopoly model. His idea was that there was one incumbent firm producing at constant unit cost of production and there was one rival firm considering entering the market. Since the incumbent was a monopolist, p > MC, and there was potential for a rival to enter and to make a profit.
Cournot postulated that the rival firm would consider the output of the incumbent in choosing a level of production. Similarly, he postulated that the monopolist would consider the potential output of the rival in choosing output.  
General assumptions of the Cournot model. 
· Two firms with no additional entry. 
· Homogeneous products such that q1 + q2 = Q where Q is industry output and qi is the output of the ith firm.
· Single period of production and sales (consider a perishable crop such as cantaloupe or zucchini).
· Market and inverse market demand is a linear function of price. We write this linear inverse demand as follows p = A − BQ = A − B (q1 + q2)= A − B q1 − B q2 ) Q = A B −pB = A − pB 
· Each firm has constant and equal marginal cost equal to c. With constant marginal cost, average cost is also constant and equal to c.
· The decision variable in the quantity of output to produce and market.  
Example Model 
Assume market demand is given by Q(p) = 1000 − 1000p  
This implies that inverse demand is given by Q(p) = 1000 − 1000p) 1000 p = 1000 − Q) p = 1 − 0.001Q = 1 − .001 (q1 + q2) = 1 − 0.001q1 − 0.001q2.  
With this demand function, when p = $1.00, Q = 0 and when p = 0, Q = 1000. Also notice that for p = A -BQ to have a positive price with A > 0 and B > 0 it must be that AB > Q. For this example, assume that AC = MC = $0.28. 
 Residual demand curves in oligopoly models. 
Assume that there are two firms: Firm 1 and Firm 2. If Firm 2 believes that Firm 1 will sell q1 units of output, then its residual inverse demand curve is given by
 p = A − B q1 − B q2 = (A − B q1) − q2.
 In the equation above we view (A - Bq1) as a constant. 
We can also write this in quantity dependent form as q2(p) = Q(p) − q1.


We obtain equation 6 by shifting the market demand curve to the left by q1 units. 
-For example if q1 = 300 then the residual demand curve will hit the horizontal axis at 700 units. 
Thus q2(p) =Q(p) − q1 = (1000− 1000p) − 300, q1 = 300 = 700 − 1000p 
-Now if p = 0 then q2(p) = 700. 
The residual inverse demand curve is given by substituting 300 in equation above  to obtain p = 1 − 0.001q1 − 0.001q2 = 1 − (0.001)(300) − 0.001q2 = 0.70 − .001q2. 
-We find residual marginal revenue by taking the derivative of the residual revenue function. With residual demand given by p = A - Bq1 - Bq2, revenue for the second firm is given by R2 = (A − Bq1 − B q2) q2 = Aq2 − Bq1 q2 − B q2 
While residual marginal revenue is given by the derivative of residual revenueR2 = Aq2 − Bq1 q2 − B q2 MR2 = A − B q1 − 2B q2
For example, with residual demand given by p = .70 - .001q2, revenue for the second firm is given by R2 = (.70 - .001q2)q2 = .70 q2 - .001q2 2. 
Residual marginal revenue is given by the derivative of residual revenue-
R2 = .70q2 − .001q2) MR2 = dR2/dq2 = .70 − .002q2

2. THE BERTRAND MODEL 
Introduction to the Bertrand Model. 
In the Cournot model each firm independently chooses its output. The price then adjusts so that the market clears and the total output produced is bought. Yet, upon reflection, this phrase “the price adjusts so that the market clears” appears either vague or incomplete. What exactly does it mean? In the context of perfectly competitive markets, the issue of price adjustment is perhaps less pressing. A perfectly competitive firm is so small that its output has no effect on the industry price. From the standpoint of the individual competitive firm, prices are given i.e., it is a “price-taker.”  
Hence, for analyzing competitive firm behavior, the price adjustment issue does not arise. The issue of price adjustment does arise, however, from the perspective of an entire competitive industry. That is, we are obliged to say something about where the price, which each individual firm takes as given, comes from.  
We usually make some assumption about the “invisible hand” or the “Walrasian auctioneer”. This mechanism is assumed to work impersonally to insure that the price is set at its market clearing level. But in the Cournot model, especially when the number of firms is small, reliance upon the fictional auctioneer of competitive markets seems strained. After all, the firms clearly recognize their interdependence. Far from being a price-taker, each firm is keenly aware that the decisions it makes will affect the industry price. In such a setting, calling upon the auctioneer to set the price is a bit inconsistent with the development of the underlying model.
 Indeed, in many circumstances, it is more natural “to cut to the chase” directly and assumes that firms compete by setting prices and not quantities. Consumers then decide how much to buy at those prices.
The Cournot duopoly model, recast in terms of price strategies rather than quantity strategies, is referred to as the Bertrand model. Joseph Bertrand was a French mathematician who reviewed and critiqued Cournot’s work nearly fifty years after its publication in 1883, in an article in the Journal des Savants. A central point in Bertrand’s review was that the change from quantity to price competition in the Cournot duopoly model led to dramatically different results.  The Basic Bertrand Model. 
4.2.1. Assumptions of the basic Bertrand Model.
· Two firms with no additional entry.
· Homogeneous product such that q1 + q2 = Q where Q is industry output and qi is the output of the ith firm.  Single period of production and sales
· Market and inverse market demand is a linear function of price. p = A − BQ = A − B (q1 + q2) Q = AB −pB= A – pB
· Each firm has constant and equal marginal cost equal to c. With constant marginal cost, average cost is also constant and equal to c.
· The decision variable is the price to charge for the product.  
 Residual demand curves in the Bertrand model. 
If Firm 2 believes that Firm 1 will sell q1 units of output, then its residual inverse demand curve is given by p = A − B q1 − B q2 = (A − B q1) − q2 while residual demand is given by Q = AB −pB= a − bp where a = AB and b =1B.
 To determine its best price choice, Firm 2 must first work out the demand for its product conditional on both its own price, p2, and Firm 1’s price, p1. 
Firm 2’s reasoning then proceeds as follows-
· If p2 >p1, Firm 2 will sell no output. The product is homogenous, and consumers always buy from the cheapest source. 
· Setting a price above that of Firm 1, means Firm 2 serves no customers. 
· The opposite is true if p2 <p1. When Firm 2 sets the lower price, it will supply the entire market, and Firm 1 will sell nothing. 
· Finally, we assume that if p2 = p1, the two firms split the market. 
· The foregoing implies that the demand for Firm 2’s output, q2, may be described as follows: q2 = 0 if p2 > p1 q2 = a − bp2 if p2 < p1q2 =(a − bp2) if p2 = p1 
 Equilibrium in the Bertrand model. 
We are now in a position to determine the Nash equilibrium for the duopoly when played in prices. We know that a Nash equilibrium is one in which each firm’s expectation regarding the action of its rival is precisely the rival’s best response to the strategy chosen by the firm in question in anticipation of that response. For example, the strategy combination, [p1 = a+bc 2b , p2 = a+bc2b -"] cannot be an equilibrium. 
This is because in that combination, Firm 2 is choosing to undercut Firm 1 on the expectation that Firm 1 chooses the monopoly price. But Firm 1 would only choose the monopoly price if it thought that Firm 2 was going to price above that level. In other words, for the suggested candidate equilibrium, Firm 1’s strategy is not a best response to Firm 2’s choice. Hence, this strategy combination cannot be Nash equilibrium. There is, essentially, only one Nash equilibrium for the Bertrand duopoly game where both firms are producing. It is the price pair, (p_1 = c, p_2 = c) . 
If Firm 1 sets this price in the expectation that Firm 2 will do so, and if Firm 2 acts in precisely the same manner, neither will be disappointed. Hence, the outcome of the Bertrand duopoly game is that the market price equals marginal cost. This is, of course, exactly what occurs under perfect competition. The only difference is that here, instead of many small firms, we have just two, large ones.  
Criticisms of the Bertrand model. 
1. Small changes in price lead to dramatic changes in quantity
 The chief criticism of the Bertrand model is its assumption that any price deviation between the two firms leads to an immediate and total loss of demand for the firm charging the higher price. It is this assumption that gives rise to the discontinuity in either firm’s demand or profit functions. It is also this assumption that underlies the derivation of each firm’s best response function. 
There are two reasons why one firm’s decision to charge a price somewhat higher than its rival may not cause it to lose all its customers. 
· One of these factors is the existence of capacity constraints.
· The other is that the two goods may not be identical.
Stackelberg Model
· Stackelberg duopoly, also called Stackelberg competition, is a model of imperfect competition based on a non-cooperative game. It was developed in 1934 by Heinrich Stackelbelrg in his “Market Structure and Equilibrium” and represented a breaking point in the study of market structure, particularly the analysis of duopolies, since it was a model based on different starting assumptions and gave different conclusions to those of the Cournot’s and Bertrand’s duopoly models. 
· It is assumed, by von Stackelberg, that one duopolistic is sufficiently sophisticated to recognize that his competitor acts on the Cournot assumption. • This recognition allows the sophisticated duopolistic to determine the reaction curve of his rival and incorporate it in his own profit function, which he then proceeds to maximize like a monopolist.
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Assume that the isoprofit curves and the reaction functions of the duopolists are those depicted in figure.
 • If firm A is the sophisticated oligopolist, it will assume that its rival will act on the basis of its own reaction curve. This recognition will permit firm A to choose to set its own output at the level which maximizes its own profit. This is point a in the figure above, which lies on the lowest possible isoprofit curve of A, denoting the maximum profit A can achieve given B’s reaction curve.
Firm A, acting as a monopolist (by incorporating B’s reaction curve in his profit maximizing computations) will produce XA , and firm B will react by producing XB according to its reaction curve. The sophisticated oligopolist becomes in effect the leader, while the naive rival who acts on the Cournot assumption becomes the follower.
Clearly sophistication is rewarding for A because he reaches an isoprofit curve closer to his axis than if he behaved with the same naivete as his rival. The naive follower is worse off as compared with the Cournot equilibrium, since with this level of output he reaches an isoprofit curve further away from his axis.
If firm B is the sophisticated oligopolist, it will choose to produce X’B , corresponding to point b on X’s reaction curve, because this is the largest profit that B can achieve given his isoprofit map and A’s reaction curve. Firm B will now be the leader while firm A becomes the follower. B has a higher profit and the naive firm A has a lower profit as compared with the Cournot equilibrium.
In summary, if only one firm is sophisticated, it will emerge as the leader, and a stable equilibrium will emerge, since the naive firm will act as a follower. • However, if both firms are sophisticated, then both will want to act as leaders, because this action yields a greater profit to them. In this case the market situation becomes unstable. The situation is known as Stackelberg’s disequilibrium and the effect will either be a price war until one of the firms surrenders and agrees to act as follower, or a collusion is reached, with both firms abandoning their naive reaction functions and moving to a point closer to (or on) the Edge-worth contract curve with both of them attaining higher profits. If the final equilibrium lies on the Edge-worth contract curve the industry profits (joint profits) are maximized
• It shows clearly that naive behaviour does not pay. The rivals should recognize their interdependence. By recognizing the other’s reactions each duopolist can reach a higher level of profit for himself. If both firms start recognising their mutual interdependence, each starts worrying about the rival’s profits and the rival’s reactions. If each ignores the other, a price war will be inevitable, because of which both will be worse off.
The model shows that a bargaining procedure and a collusive agreement becomes advantageous to both duopolists. With such a collusive agreement the duopolists may reach a point on the Edge-worth contract curve, thus attaining joint profit maxi-misation.
• It should be noted that Stackelberg’s model of sophisticated behaviour is not applicable in a market in which the firms behave on Bertrand’s assumption. In a Cournot-type market the sophisticated firm ‘bluffs’ the rival, by producing a level of output larger than the one that would be produced in the Cournot equilibrium and the naive rival, sticking to his Cournot behavioural reaction pattern, will be misled and produce less than in the Cournot equilibrium.

6.0 SUMMARY
· Oligopoly is a market where a small number of firms act independently but are aware of each other’s actions. 
· Consumers are price takers. 
· All firms produce homogeneous products.
· There is no entry into the industry. 
· Firms collectively have market power: they can set price above marginal cost.
· Each firm sets only its price or output (not other variables such as advertising).
· The equilibrium price lies between that of monopoly and perfect competition.
· Firms maximize profits based on their beliefs about actions of other firms.
· The firm’s expected profits are maximized when expected marginal revenue equals marginal cost.
· Marginal revenue for a firm depends on its residual demand curve (market demand minus the  output supplied by other firms).
· A market with a small number of (usually big) firms.
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