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Do Fish Need Demand Curves?

Perhaps the oldest tool in pricing is the demand curve, 
which when matched with a supply curve, predicts both 
price and quantity of goods sold in a competitive mar-
ket. This interaction was noted by Adam Smith in The 

Wealth of Nations, and described by David Ricardo in Principles 
of Political Economy and Taxation in 1817. Price and Quantity 
Sold. Basic questions, right? 

Yet for a tool that appears to answer two of the most important 
questions any manager might ask on behalf of his company, it 
sees very little use. Companies spend millions on consumer re-
search, market scans and cost accounting, but rarely are these 
combined together into a demand curve for the market. Managers 
say obtaining any information outside the firm is difficult, and 
putting data together for an integrated supply and demand view 
is not something they can do in their spare time.

Maybe, but some of the most famous instances of marketing suc-
cess have stemmed from the use of Supply and Demand (S&D) 
analysis. One historic example is the Ford Mustang, which re-
sulted from a top management belief that a low-priced sporty car 
would generate much more demand than a more expensive mod-
el. The result was an automotive legend. More recent examples 
of successful S&D use come from electricity marketsa, and the 
use of demand curves by computer and cellphone manufactur-
ersb—who combined this analysis with clever buying strategies 
enabling suppliers to bid below cost to participate in eventual 
higher volumes.

Many companies, though, shun such analysis. In some cases they 
rely on elasticity curves for promotional and incremental pricing. 
Elasticity shows the short-term response of customers to price 
changes, not equilibrium market conditions. Elasticity is good 
for tactical pricing, e.g.: optimizing inventory turns. 

Some of these systems augment their elasticity analysis with in-
ference engines that are helpful in separating out prices for in-
dividual products in multiple product selling situations. Some 
systems offer functions such as discount tracking and margin 
analysis. These are good uses of computers, but none produces 
demand curves.

Why bother with supply and demand curves when software sys-
tems conveniently offer elasticity-based analysis? If you solely 
want tactical, focused on promotions and inventory turns, there 
is no reason to bother. But if you are a senior manager asking how 
to grow revenues, enter new markets, and beat the competition, 
then you want a demand curve. Why don’t top executives use 
them more often?  Perhaps the old adage that “fish are unaware 
of the water in which they live” explains this lack of focus. Every 
time someone says the word “market” they really mean “supply 
and demand.” So to care about customers and markets is to care 
about your demand curve. Maybe it’s time to make that focus 
explicit.

Let’s look at product development and competitive analysis. Start-
ing with the former, product developers often do simple customer 
research asking at what point most survey respondents indicate a 
willingness to buy. This approach typically leaves money on the 
table and assesses poorly how new offerings will change consumer 
price perceptions. This is why so many products are launched, 
only to be greeted with indifference and demand that does not 
meet predictions. (It either falls disappointingly below forecast 
or comes in overwhelmingly high).

With a demand curve, developers can aim at multiple points 
along the curve, and clearly understand the likely uptake. This 
beats creating an offering and then making guesses about how 
much to up-tier or down-tier it to meet missed segments.  A typi-
cal example of a curve created for an online information service 
shows how differentiated the market can be:

Note how it shows an elite segment willing to pay over €1,000 
per year, and a huge, untapped segment if prices can be pushed 
under €70 per year. This curve makes it clear that all three seg-
ments cannot be addressed by one mid-range product targeted at 
€400 per annum. Even more importantly, the results prompted 
management to ask whether the low-priced segment might shift 
upwards, if enticed by introductory pricing and greater familiar-
ity with the benefits. 

Supply and demand curves often show interesting interactions. 
For instance, offered a new credible product or service at a new 
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low price, many buyers will take the time to learn about the value 
of such a product, and buy despite no previous interest. This shift 
in demand is accelerated once there have been some sales and the 
concept has been proven. Examples include electronic navigation. 
As prices of GPS/mapping devices have fallen, many consumers 
who formerly contented themselves with paper maps have now 
bought one.c Elasticity analysis could not begin to suggest these 
questions, let alone the answers.

Conversely, once demand for a product has emerged, there will 
frequently be massive investment and market innovation by 
suppliers to meet it. For example: as consumers have pushed 
for high-speed internet access, vendors have built out fiber net-
works, adapted voice networks (DSL) and innovated with high 
speed wireless. While high capacity has been technically avail-
able for a decade (though at expensive fees), network suppliers 
worked to offer reduced prices suggested by a low-end bulge in 
the demand curve.d

The ability to predict a two-step market response, where supply 
and demand interact, marks the difference between a brilliant 

marketing organization, and a good one. A decent outfit will 
often identify a viable market tier. However, once that tier is ad-
dressed, demand can often be quite different than forecast. For 
capital-intensive production with long lead-times, not being able 
to forecast volumes accurately may mean long waiting lists which 
can melt away as soon as competitors offer alternatives. In the 
case of some service offers, e.g.: high end hotels, one cannot wait 
longer than a few hours. So, no capacity means lost revenues.

Product tiering is best done if tiers are understood in advance. 
For instance, one company developed claims-processing software 
for very large insurance firms. Then it started to sell this software 
to smaller ones. To do this, it had to undertake very expensive 
modifications of the program to down-tier. Contracts with its 
largest customers contained Most Favored Nation clauses which 
promised lowest prices on the $100K+ software package, so they 
needed to be modified. With the use of a demand curve, and sys-
tematic pricing, both price and quantity could be forecast. With 
that information, development staff could build more modular 
variations in functionality, and did not have to re-invent the soft-
ware wheel with every new customer.

Figure 1
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Demand curves are also very helpful in thinking through stra-
tegic responses to competition. The legal publishing market of-
fers an example. A premium publication called Moore’s Federal 
Practice (Company A) was under attack by a lower-priced pub-
lication called Wright and Miller Federal Practice and Procedure 
(Company B).  

A typical management response might have been to cut the price 
for Moore’s to meet Wright & Miller, although this would have run 
the risk of either disappointing subscribers (if it was accompanied 
by cutting content), or of alienating customers by attempting price 
discrimination across too large a gap. Instead, the demand curve 
suggested to management that it ought to launch a cut-rate ver-
sion, at a price that attacked Wright & Miller from below. This 
version could be trimmed sufficiently so that there was little risk 
for defections from the principal Moore’s publication:

This strategy proved a marketplace success. The publication, 
Moore’s Abridged (new product), attained the volume predicted 
by the demand curve over time, and kept Wright & Miller from 
moving up-market to attack the principal Moore title. 

The use of demand curves extends into public policy. Lawmakers 
need to know how they impact markets when they limit prices, 
e.g.: pricing for health insurance is severely constrained through 
state and federal regulations. The results are the classic ones taught 
in introductory economics: price ceilings under normal free-mar-
ket levels inevitably result in the rationing of offers. 

Thus many millions cannot find reasonable health insurance. 
Consumers Reports recently commented that due to differences in 
state regulations a person who could easily buy insurance in one 

state could be shut out of the market in another. The net result is 
47 million uninsured Americans.e Illogically, some policy makers 
wish to respond to the mess created by regulatory distortions of 
pricing by further regulating it—a vicious cycle.

A better approach is to adjust supply and demand curves. For 
instance, one presidential candidate has proposed that the gov-
ernment require people to have health insurance, much in the 
way that automobile liability coverage is mandated today. This 
policy proposal would result in the demand curve shifting out 
and up, and the supply curve’s likely moving down and to the 
right as providers respond to the new market opportunity. The 
number of subscribers covered by health insurance will thus in-
crease dramatically:

Again, use of supply and demand curves allows segmentation 
of the impact. Existing higher-end health insurance would not 
be disturbed because that part of the curve would not change, 
and so high-end private and employer provided insurance plans 
would remain intact. However, at the lower end, it is likely that 
the availability of health care insurance would improve.f 

How does one construct a demand curve? The key task is to iden-
tify proxies for market sensitivity. Proxies could include a good 
segmentation,g existing product positions, or different competi-
tors who have staked out distinguishable market positions. As 
an illustration: if there are 50 major brands of perfume, ranging 
from $1,000+ to $15 per oz., and you can roughly estimate the 
volume of each brand, then a demand curve can be estimated 
based on this information. We would start with the highest-
priced perfume volume on the left, and then add on additional, 
successively lower-priced, brands moving right. The 50th, and 

Figure 2
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least expensive, perfume brand (or group of brands) should push 
the line to a market total. This will result in a very detailed de-
mand curve. 

But what if there are no clear proxies for price sensitivities? Then 
we recommend combining less obvious ones with market research 
(which is rarely good enough by itself for superior pricing deci-
sions). Consumer respondents recognize that pricing is a contest 
between buyer and seller; and this is their opportunity to gain ad-
vantage by understating their willingness to pay. Conjoint analy-
sis does a little better. Respondents’ ability to think through and 
“game” answers is diminished when asked to respond to conjoint 
questions, but not entirely eliminated.  

Less obvious proxies for price sensitivities are many, and vary by 
market. A common one involves using alternatives, e.g. buses for 
airplanes; self-medication for expensive medical care, etc. Some-
times, in industrial situations, buyer approval processes and levels 
are very good indicators of price sensitivity. Sometimes economic 
models of buyers can be built. If a company lacks a good mea-
sure of sensitivity, then building a demand curve is a very useful 
platform for changing that. 

Certainly, the effort to create demand curves should not be a 
major obstacle to their use. Most can be constructed in less than 
a week, although some may take longer in highly fractured mar-
kets or if you are contemplating transforming a sector through 
new product offers.

The real mystery of demand curves is why they are not more 
widely employed. Perhaps managers should begin to ask explic-

itly for a direct analysis of supply, demand and price. Returning 
to the “fish in water” adage, I believe that most fish are aware 
of the fact they are in water, because they leap out occasionally. 
Similarly, top managers and policy makers should be aware if they 
are missing fundamental documentation of demand curves, and 
not be distracted by secondary tools such as elasticities.

Notes

1 See Pricing In Competitive Electricity Markets, A. Faruqui, et al. 
(Kluwer Academic Publishers, 2000).

2 Examples include Dell and Motorola.

3 GPS volumes grew to 180 Million in 2007 (ABI research) with 
an average selling price of $189/unit (NPD Group, December 
2007 “Black Friday” Report. Such volumes, growing at 237%/year 
would have been unthinkable in 2004 when the average price of a 
GPS was over $400.

4  Other examples include the creation of a huge demand for used 
goods through e-Bay, which has led to the creation of many small 
e-Bay vendors. In software new platforms create markets of highly 
specialized software Value Added Resellers and specialty develop-
ers.

5  Consumer Reports, January 2008, pp. 22-26.

6  Source is www.richardsonforpresident.com. No endorsement of 
any candidate by this author or the Professional Pricing Society is 
implied. This is merely an analysis of a public policy pricing issue 
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using supply and demand analysis.

7  Unfortunately, some segmentations do not distinguish among 
different price sensitivities; they are geared to channel differences 
or product categories which can blend different price sensitivi-
ties. However, most do reflect price differences as this is primary 
requirement of segmentation. See Economic Principles of Market 
Segmentation. R. Frank, W. Massey and Y. Wind (Prentice-Hall, 
1972).
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