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Consider an oligopolistic industry with two profit maximizing firms: Acme Widget Corporation and Beta Widget Enterprises. Each company is currently earning $1,000 in profits. However, if one company cut its price by 20%, it could steal half of the other company’s customers. The company left charging the high price would only receive $500 in profits, but the company that cut its price would now receive $1,500 * 0.8 = $1,200 in profits. (Note that the price charged to all customers – not just the new ones – would be 80% of the old price. If they both charged a low price, there would be no net redistribution of customers, but each firm would be charging a lower price that would reduce their profits by 20%.  Each firm would then have to decide to charge the high price or the low price, as indicated in the pay-off matrix below.
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