
Economics Kinked Demand Curve

Kinked Demand Curve is a concept in microeconomics that illustrates how firms in an oligopolistic
market may behave in terms of price and output decisions. This theory proposes that a firm's
demand curve is not linear but instead has a "kink" at the current market price. The kink arises due
to the expectation that rivals will not follow price increases but will follow price decreases, leading
to a unique situation where firms face different elasticities of demand above and below the kink
point. This article delves into the intricacies of the kinked demand curve, its implications for pricing
strategies, and its relevance in contemporary economics.

Understanding the Kinked Demand Curve

The kinked demand curve model is primarily used to analyze the behavior of firms within an
oligopoly, where a few firms dominate the market. Unlike perfect competition or monopoly, firms in
an oligopoly are interdependent, meaning the actions of one firm can significantly influence others.

The Shape of the Kinked Demand Curve

1. Kink Point: The kinked demand curve has a distinct point where the curve changes direction. This
kink reflects the prevailing market price, which the oligopolists have established.

2. Above the Kink: The demand curve is relatively elastic. If a firm decides to increase its price, it
risks losing a significant portion of its customers to competitors who do not raise their prices.
Therefore, the firm faces a highly elastic demand for price increases.



3. Below the Kink: Conversely, if a firm lowers its price, it will attract customers from rivals who may
not follow suit. As a result, the demand curve becomes relatively inelastic below the kink, as firms
are likely to match price decreases to maintain their market share.

Graphical Representation

To visualize the kinked demand curve, one would typically draw a downward-sloping demand curve
that has a sharp bend or “kink” at the market price level.

- The section above the kink is flatter, showing greater elasticity.
- The section below the kink is steeper, indicating inelasticity.

The intersection of the marginal cost curve and the kinked demand curve determines the equilibrium
price and output level. This model suggests that firms will maintain their prices at the kink level due
to the uncertainty of competitors' reactions to price changes.

Implications of the Kinked Demand Curve

The kinked demand curve has several implications for pricing strategies, firm behavior, and market
dynamics in oligopolistic markets.

Price Stability

One of the most significant implications of the kinked demand curve is price stability in oligopolistic
markets. Firms may be reluctant to change prices because:

- Non-Responsive to Price Increases: Firms fear that increasing prices will lead to a loss of
customers, as competitors are likely to keep their prices unchanged.
- Adaptive Behavior to Price Decreases: On the other hand, if a firm lowers its price, it expects rivals
will follow suit, leading to price wars that can erode profits.

This leads to a situation where firms are often seen as reluctant to change prices, resulting in price
rigidity despite changes in costs or demand conditions.

Non-Price Competition

Due to the rigidity of prices, firms in an oligopoly often engage in non-price competition. This can
take various forms, including:

- Advertising: Firms invest in branding and advertising to differentiate their products and attract
customers without altering prices.
- Product Differentiation: Companies may seek to innovate or enhance their products to create a
perceived value that allows them to maintain customer loyalty.



- Service Quality: Enhancing customer service can also be a strategy to retain customers without
engaging in price competition.

Limitations of the Kinked Demand Curve Model

While the kinked demand curve provides valuable insights into the behavior of firms in oligopolistic
markets, it is not without limitations.

Assumptions of the Model

1. Static Expectations: The model presumes that firms have static expectations about rivals'
behavior, which may not hold true in dynamic markets where competitors are continuously changing
their strategies.

2. Lack of Price Variability: The kinked demand curve suggests that prices remain stable, but in
reality, prices may fluctuate due to various external factors, including changes in costs, regulations,
or consumer preferences.

3. Ignoring Other Factors: The model primarily focuses on price adjustments while neglecting other
critical factors, such as the role of technology and market entry barriers, which can significantly
influence firm behavior.

Real-World Applications and Examples

The kinked demand curve can be observed in various real-world scenarios, particularly in industries
with a few dominant players.

1. Telecommunications: Major telecommunications companies often maintain similar pricing
structures, avoiding significant price increases. Instead, they compete through service quality and
promotional offers.

2. Automobile Industry: Car manufacturers may keep prices stable while investing heavily in
advertising and brand loyalty programs to differentiate their vehicles.

3. Airlines: Airlines frequently engage in non-price competition, offering loyalty programs and
enhanced customer services while keeping ticket prices relatively stable.

Conclusion

The kinked demand curve provides a compelling framework for understanding the pricing behavior
of firms in oligopolistic markets. It highlights the complexities of inter-firm relationships and the
reliance on non-price competition to maintain market share. Despite its limitations, the model
remains relevant in analyzing market dynamics and the strategic decisions of firms. As the economic



landscape continues to evolve, understanding such concepts becomes increasingly essential for
businesses, economists, and policymakers alike. The kinked demand curve not only elucidates the
challenges of pricing strategies but also serves as a reminder of the intricate interplay between
competition and cooperation in modern markets.

Frequently Asked Questions

What is the kinked demand curve in economics?
The kinked demand curve is a model that describes how firms in an oligopoly may react to changes
in price. It suggests that demand is more elastic for price increases and less elastic for price
decreases, resulting in a 'kink' at the current market price.

How does the kinked demand curve explain price rigidity in
oligopolies?
The kinked demand curve explains price rigidity by suggesting that firms are reluctant to change
prices because they expect competitors to match price decreases but not price increases, leading to
a potential loss in revenue.

What are the implications of the kinked demand curve for
firms' pricing strategies?
Firms may adopt a strategy of maintaining stable prices and competing through non-price
competition, such as advertising or product differentiation, rather than engaging in price wars.

In what market structure is the kinked demand curve most
commonly applied?
The kinked demand curve is most commonly applied in oligopolistic markets where a few firms
dominate and are interdependent in their pricing strategies.

What role does consumer perception play in the kinked
demand curve model?
Consumer perception plays a significant role as it influences how firms anticipate reactions to price
changes; consumers may perceive price increases negatively, leading to a loss of market share.

Can the kinked demand curve model explain why some
markets experience price collusion?
Yes, the kinked demand curve model can explain price collusion as firms may find it beneficial to
coordinate prices rather than compete aggressively, maintaining higher prices and profits.

How does the kinked demand curve differ from traditional



demand curves?
Unlike traditional demand curves, which show a consistent slope, the kinked demand curve exhibits
two different slopes: one for price increases (more elastic) and another for price decreases (less
elastic), creating a kink at the prevailing price.

What are some criticisms of the kinked demand curve theory?
Critics argue that the kinked demand curve oversimplifies market behavior and does not account for
dynamic competition or the potential for firms to innovate or change their products.

How might the kinked demand curve model apply in real-world
scenarios?
In real-world scenarios, the kinked demand curve can apply to industries such as airlines or
telecommunications, where companies often avoid aggressive price changes and focus instead on
service quality and customer loyalty.
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