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In this paper, we study a conditional upgrade strategy that has recently become very common in the travel
industry. After a consumer makes a reservation for a product (e.g., a hotel room), she is asked whether
she would like to upgrade her product to a higher-quality (more expensive) one at a discounted price.
The upgrade, however, is not fulfilled immediately. The firm fulfills upgrades at check-in if higher-quality
products are still available, and the upgrade fee is only charged to the consumer if she gets upgraded.
Consumers decide which product type to book and whether to accept an upgrade offer or not based on the
anticipated upgrade probability. We model the consumers’ decisions using a Poisson-arrival game framework
with incomplete information and prove the existence of Bayesian Nash equilibrium. To further study the
firm’s optimal upgrade pricing strategy and develop managerial insights, we also analyze a fluid model which
is the asymptotic version of the stochastic model. Our numerical studies validate that our theoretical results
derived from the fluid model carry through to the stochastic model.

Our analysis identifies multiple benefits of conditional upgrades. First, the firm is able to capture more
demand by offering conditional upgrades, i.e., the consumers who value original product types lower than
the original prices but value higher-quality products higher than the discounted price with upgrades. Second,
conditional upgrades enable the firm to improve its market segmentation by inducing more consumers to
purchase higher-quality products. Third, conditional upgrades give the firm more flexibility in better match-
ing fixed capacities to stochastic demands. For a firm that is a price taker, offering conditional upgrades
is effective in compensating for the firm’s lack of ability in setting its prices optimally, and can sometimes
generate even higher revenues than being able to optimize product prices. For a firm that has the ability to

optimize product prices, conditional upgrades can generate higher revenues than dynamic pricing.

Key words: conditional upgrades; strategic consumers; travel industry; revenue management; Bayesian

Nash equilibrium; asymptotic analysis

1. Introduction

Like many other industries, a big challenge faced by the travel industry is the mismatch between
demand and supply across different types of products. In the travel industry (e.g., hotels, air-
lines, car rental companies, cruise lines), consumers usually make reservations in advance and the

products are perishable in the sense that they do not generate value for the firm after the end
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of the booking period. The capacity for each type of product is fixed, but due to the stochastic
demand across different product types over time, firms frequently find capacity of some product
types under-utilized while capacity of other product types in shortage at the end of the booking
period. Ideally, firms should be able to eliminate the demand-supply mismatch by having enough
flexibility in pricing their products. However, in reality, different industries face different constraints
in achieving flexibility to set prices.

In the hotel industry, a lot of firms lack the ability to adjust prices dynamically. Due to consumer
resistance, dynamic pricing (i.e., adjusting prices for the same product over time during the booking
period) is not as common as in the airline industry. Some hotels do not use dynamic pricing
at all but only use variable pricing (i.e., setting different nightly rates for the same room based
on expected demand but keeping the rate for a room offered on a particular night fixed during
the booking period) as their primary pricing strategy. Others use dynamic pricing for their “best
available rates” but have had a hard time convincing their consumers, especially corporate travel
buyers. For example, hotel chains would like to change prices dynamically and give large travel
accounts a negotiated discount off the dynamic best available price. However, according to the
survey by Business Travel News conducted on 221 travel buyers, more than two-thirds said that
they did not use dynamic pricing in their hotel program (Baker 2010). Instead, most travel buyers
negotiate a fixed corporate rate which does not change dynamically. 16% of travel buyers used
dynamic pricing only with select hotel chains, 9% used dynamic pricing only in low-volume markets,
and only 6% reported that their use of dynamic pricing is standard.

Even with variable pricing, hotels still face constraints on setting room rates optimally. In com-
petitive industries such as travel, firms usually have several direct competitors, hence have less
flexibility to adjust product prices as they like. Since consumers can compare prices for similar
products very easily on the Internet where online travel agencies such as Orbitz and Expedia have
provided such services, most firms providing similar products set similar prices for at least some of
their products. For example, the following three hotels all reside in Ann Arbor, Michigan: Hilton
Garden Inn, Residence Inn by Marriott, Sheraton. These are all upscale mid-priced hotels, and are
located within 1 mile from each other. Thus, they are direct competitors in the local market. As
a result, all three hotels use exactly the same (variable rather than dynamic) pricing strategy for
standard rooms (with either one king-size bed or two queen-size beds). For example, the price in
September and October 2013 was $169 for weekdays and $139 for Friday/Saturday nights.

While hotels have struggled with widespread acceptance of dynamic pricing and some are price
takers in the market, many hotels have recently adopted a new type of conditional upgrade policy.
This new strategy works in the following way. After a consumer makes a reservation, she is offered

an upgrade option which she decides whether to accept or not. If she accepts the upgrade offer,
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then she will be notified whether she gets upgraded or not during check-in. By accepting the
upgrade offer, the consumer agrees that she will pay the associated upgrade fee if her upgrade
is fulfilled by the hotel later. The hotel fulfills upgrades if there are higher-quality products still
available by the check-in date. Many of the hotels use Norl, a leading technological company, to
offer the upgrades and decide the price of the upgrades.! These new upgrades are different from the
upgrades historically offered by hotels where elite travelers may be upgraded for free at check-in
as part of their consumer loyalty program benefits. First, these are paid upgrades instead of free
upgrades. Second, they are conditional upgrades because a consumer does not know whether she
will be upgraded and pay the upgrade fee when she accepts an upgrade offer; the upgrades are
fulfilled conditional on the availability of higher-quality products by the check-in date. Third, they
are offered to not only elite members but also regular consumers. Fourth, instead of being offered at
check-in, the upgrades we consider are offered in advance, usually right after the original booking.

However, offering conditional upgrades may result in some consumers, who would purchase
higher-quality products when the firm does not offer conditional upgrades, deliberately booking
less expensive products as they hope to get upgraded and pay less than the original price of higher-
quality products they actually prefer. Thus, conditional upgrades have the potential to cannibalize
the higher-quality product sales. When using the conditional upgrade strategy, it is important for
the firm to carefully account for such consumer behaviors in setting upgrade prices optimally. In
this paper, we study how firms can properly manage the trade-off between the conditional upgrade
strategy’s potential benefits and potential threats such as cannibalization. More specifically, the
research questions we investigate are: 1) what is the optimal conditional upgrade pricing strategy
for the firm when consumers may deliberately choose lower-quality products with upgrades? 2)
When and why are conditional upgrades profitable/non-profitable for the firm? 3) How profitable
is the conditional upgrade strategy compared to other types of upgrade strategy as well as being
able to set product prices optimally, in particular, can it replace product price optimization and
dynamic pricing?

To answer these questions, we study a model where consumers select which product type to book
and whether or not to accept an upgrade offer based on the anticipation of future upgrade proba-
bility. Our model analyzes the upgrade policy as currently implemented by hotels and Norl, where
upgrade prices are static over time. Our analysis indicates that conditional upgrades significantly
improve revenues of the firm by “demand expansion”, “price correction”, and “risk management”.
The conditional upgrades are “real options” that consumers purchase from the firm to be exercised

with an upgrade fee if the higher-quality products are still available by the end of the booking

! Besides hotels, Norl is also expanding its business to airlines, cruise lines, car rentals.
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period. We find that this type of options expands the firm’s demand by capturing the consumers
who are not willing to pay the full price of higher-quality products but still value higher-quality
products significantly more than regular products. If the firm does not have pricing flexibility due
to competition or other industry constraints, conditional upgrades can be an instrument to correct
the firm’s original price for higher-quality products and reoptimize the firm’s demand segmen-
tation to improve demand-supply matching. Our numerical studies show that by properly using
conditional upgrades, the firm can capture at least the revenue potential from being able to opti-
mize the higher-quality product price. Interestingly, we also identify situations where conditional
upgrades can generate even higher revenues than the case where the firm can set both product
prices optimally but do not offer upgrades. This implies that conditional upgrades can compensate
for the firm’s lack of ability to set the optimal product prices by managing prices and capacities in
a more flexible way. Moreover, offering conditional upgrades generate higher revenues than offer-
ing last-minute upgrades in most cases. Thus, our paper provides an analytical justification for
“conditional” upgrades becoming more popular in travel industries. Finally, if the firm does have
the ability to set product prices optimally, then our numerical results indicate that the revenue
improvements with conditional upgrades are generally larger than the revenue improvements with
dynamic pricing. By offering conditional upgrades, the firm allocates the consumers who accept the
upgrade offers to different types of products at the end of the booking period. One of our interesting
findings is that this ex-post allocation flexibility that the firm gains with conditional upgrades is
generally more valuable than the pricing flexibility one has in dynamic pricing. Interestingly, these
observations hold true even for the case where the firm sets only a static upgrade price, indicating
that the potential of conditional upgrades to “correct” for mispricing of product prices may be

even higher when dynamic upgrade prices can be used.

2. Literature Review

Although upgrades are widely used in service industries such as travel, there is limited academic
literature that focuses on upgrades in service industries. Most of the literature studies upgrades
in the context of airlines where upgrades are offered to preferred travelers as a perk or if the
flight’s economy cabin is overbooked (see for example Karaesmen and Van Ryzin 2004). Gallego
and Stefanescu (2009) is one of a handful of papers that study upgrades in detail. They first study
free upgrades by generalizing the traditional network revenue management model (where product
prices are fixed and demands for different product types are independent) to explicitly account
for upgrades. They also study paid upgrades and find that if a primary capacity provider has
complete freedom to select prices, upgrades cannot improve profits. The result found by Gallego

and Stefanescu (2009) is based on a fluid model. By considering demand randomness, we find that
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the firm can strictly improve revenues with conditional upgrades compared to having complete
freedom to select product prices. Biyalogorsky et al. (2005) study conditional upgrades where the
upgrade fee is charged at the time of upgrade request (i.e., a consumer pays the upgrade fee even if
she does not get upgraded at the end) and find that upgrades increase the provider’s profits when
the probability of selling higher-quality units at full price is sufficiently high. The upgrade strategy
studied in Biyalogorsky et al. (2005) is similar to an industry practice where only passengers who
hold more expensive “upgradable class” tickets can be upgraded if there is available capacity at
the fulfillment time. In our paper, we analyze a more recent upgrade strategy pioneered by Norl
for the travel industry (i.e., selling conditional upgrades where the fee is paid only if the upgrade
is fulfilled). Furthermore, unlike Gallego and Stefanescu (2009) and Biyalogorsky et al. (2005), we
model the strategic consumer behavior and analyze conditional upgrades with a Bayesian game.
The strategic consumer behavior significantly changes the insights.

There is also a stream of literature studying multi-product inventory management with provider-
driven demand substitution. Hsu and Bassok (1999), Bassok et al. (1999) study full downward
substitution where a consumer can be served by another product with superior quality. Netessine
et al. (2002), Shumsky and Zhang (2009) study single-level upgrades where consumers may be
upgraded by at most one product level. Although primarily focusing on inventory management or
capacity management, these papers also consider upgrades. The main difference from our paper is
that in these papers, the upgrade decision is entirely made by the provider and no additional fee
is charged to the consumer, while in our paper, consumers get to decide whether they would like
to be upgraded to a higher-quality product if it is still available by the end of the booking period.
Moreover, in the above papers, consumers are not strategic when making their product purchasing
decisions and do not take the future upgrade possibility into consideration, while we model this
strategic behavior of consumers.

A growing literature in operations management studies the interaction between consumers’
strategic behavior and firm’s decisions (see Netessine and Tang 2009 for a detailed review). For
example, a problem that has been extensively studied is the consumers’ deliberate waiting to pur-
chase later in anticipation of a price decrease when the firm can change prices over time (Su 2007,
Elmaghraby et al. 2008, Gallego et al. 2008, Yin et al. 2009, Levin et al. 2010, Mersereau and
Zhang 2012). Aviv and Pazgal (2008), Osadchiy and Vulcano (2010), Correa et al. (2013) model
the strategic consumers’ purchasing decisions as a game with incomplete information and assume
Poisson arrival of consumers to capture the randomness in the number of players in the game. We
adopt the same assumption to model the random arrival of consumers over time to book different
types of products. While the papers mentioned above consider a single product type and focus

on the consumers’ decision of “buy-now-or-wait”, we model a firm selling multiple substitutable
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product types and study the consumers’ decisions on which type of product to book and whether
to accept an upgrade offer or not.

Jerath et al. (2010) study the effect of strategic consumer behavior if competing firms offer last-
minute sales through opaque channels versus through direct channels. Fay and Xie (2008) study
probabilistic selling where the firm creates a probabilistic product by creating uncertainty about
the type of product that a consumer will eventually receive. In opaque and probabilistic selling,
the different product types are horizontally differentiated (i.e., differentiated based on a single
characteristic other than quality), while with conditional upgrades, the different product types
are vertically differentiated (i.e., they can be ordered according to quality). With the conditional
upgrade strategy, the provider sells an option to the consumer so that the consumer can obtain
a higher-quality product if the capacity is available at the fulfillment time. Due to the quality
difference between the product types, consumers pay an exercise fee when the upgrade option is
fulfilled, which is different from opaque and probabilistic selling. Our paper is also methodologically
different than the above papers in that we model the consumers’ booking decisions as a Bayesian
game with Poisson arrivals. In our paper, a consumer forms an expectation about the upgrade
probability based on her arrival time and the product availability information, and decides which

product type to book and whether or not to accept an upgrade offer.

3. Model

We consider a firm that sells two types of perishable products, regular and high-quality (e.g.,
standard rooms and suites in a hotel). The firm has Ky high-quality products and Kz regular
products. The products are consumed at time 7" and consumers arrive to book the products during
the booking period [0,7]. The products are perishable in the sense that they have no value to
the firm after time 7. The high-quality products are sold at price py and the regular products
are sold at price pr (py > pgr). After a consumer books a regular product, the firm may offer an
upgrade opportunity so that the consumer can pay an additional fee p to upgrade the product
to a high-quality one if high-quality products are still available by the end of the booking period.
Although the firm does not guarantee the fulfillment of an upgrade, a consumer only needs to
pay the upgrade fee if she actually obtains an upgrade, and she is obliged to pay in this case.
The firm offers upgrades to v proportion of consumers.? Another interpretation is that (1 — =)

proportion of consumers are inattentive (i.e., do not consider the upgrade offer) when making their

21n reality, travel firms sell through multiple channels and may offer conditional upgrades in selected channels only.
For example, Hilton offers conditional upgrades to consumers who book their rooms in hilton.com while it does not
offer conditional upgrades if consumers book through online travel agencies.
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purchasing decisions even if the firm offers them conditional upgrades.® We assume, consistent with
industry practice, that if the firm does not have enough remaining high-quality products to satisfy
all consumers that have accepted the upgrade offers, these consumers are rationed randomly, that
is, the probability that a consumer gets upgraded does not depend on her booking time. The firm’s
goal is to optimally choose the upgrade price given product prices so that its revenue from selling
two types of products as well as collecting upgrade fees is maximized. As stated before, settings
where firms are price takers on product prices but can set upgrade price are common in practice. In
Section 7 where we evaluate the revenue performance of conditional upgrades, we will also consider
a firm that is not a price taker at all and demonstrate that conditional upgrades also have great
value for such a firm.

Consumers arrive to the market following a Poisson process with rate A\. Each consumer is char-
acterized by a pair of valuations (vg,vpy), where vy denotes her valuation for regular products
and vy denotes her valuation for high-quality products. A consumer observes her private valu-
ations when arriving to the market. The valuations of consumers are jointly distributed in the
two-dimensional support € which is a finite subset of R . The joint probability density function
is denoted by f(vg,vg).* By allowing a joint distribution of consumers’ valuations for different
product types, we are able to capture not only the consumers’ heterogeneity in the willingness to
pay but also their heterogeneity in the valuation differential between different product types, which
is important in making decisions regarding upgrades. Thus, the way we model consumer valuations
is more general than the traditional approach used by the market segmentation literature (e.g.,
Mussa and Rosen 1978, Moorthy and Png 1992) where consumers’ valuations for different product
types are proportional. The Poisson arrival rate, consumer valuation distribution, percentage of
consumers that are offered upgrades, and product prices and capacities are common information
for the firm and the consumers.

Consumers are strategic in the sense that a consumer booking at time ¢ and seeing products
are still available anticipate the probability ¢(t) of actually obtaining an upgrade if she accepts
the upgrade offer. Consumers’ rational expectations on the upgrade probability ¢(t) depend on
the arrival time because we allow consumers to infer the upgrade probability from the fact that
3 As studied in the recent economics literature, consumers may pay attention to part of the price, menu of products
or offerings. When a firm offers a multi-dimensional product, consumers may take only a subset of these dimensions
into consideration. This is exemplified by Spiegler (2006), where a consumer samples one price dimension from each
firm selling a product with a complicated pricing scheme (e.g., health insurance plans); Gabaix and Laibson (2006),
where some consumers do not observe the price of an add-on before choosing a firm; Armstrong and Chen (2009),

who extend the notion of “captive” consumers to those who always consider one dimension of a product but not
another (e.g., price but not quality).

4 Our equilibrium analysis for the stochastic model can be generalized to time-dependent arrival rates and time-
dependent consumer valuation distributions.
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Figure 1 = Consumer decision process

products have not been fully booked by time ¢. Figure 1 depicts the consumer decision process
and the payoffs from each possible decision. We use “H” to denote booking a high-quality product,
use “U” to denote booking a regular product and accepting an upgrade offer, use “R” to denote
booking a regular product without upgrade, and use “N” to denote not booking any product. The
consumers that are not offered upgrades choose from “H”, “R”, and “N”. Note that if p > py — pg,
nobody accepts the upgrade offer because the total price to pay in order to get a high-quality
product through upgrade is at least as large as the original price for high-quality products. This is
equivalent to the case where upgrades are not offered.

The firm needs to decide when to stop selling each product type, taking into account the instant
booking levels for each product type where upgrades is considered as a unique type. Define N (t),
Ny(t), Ng(t) as the demand stream booking each product type, respectively. Note that Ny (t)
is the arrival process of consumers booking a regular product and accepting the upgrade offer,
and Ng(t) is the arrival process of consumers booking a regular product and not accepting the
upgrade offer, hence Ny (t) and Ng(t) are mutually exclusive. Due to the decomposition property
of Poisson processes, Ny (t), Ny(t), and Ng(t) are independent Poisson processes. We assume the
firm cannot “bump” consumers upon check-in (i.e., the firm has to accommodate check-in requests
of all reservation holders). The firm stops selling high-quality products when Ng(t) > Ky and
stops selling regular products when Ny(t) > Kg, that is, the firm tries to sell as many products
as possible. Moreover, the firm stops selling both product types at the same time when Ng(t) +
Ny (t) + Ng(t) > Ky + Kr. Note that this stopping rule allows the firm to accept more bookings
for regular products during the booking period than the capacity (because some of the consumers
booking regular products with upgrades may later get upgraded and free up some capacity for
regular products) while ensuring no bumping of consumers.

A consumer does not observe the firm’s instant capacities (also, how many consumers have
arrived and the booking decisions they have made) when she makes her booking decision. However,
consumers can observe whether a product type is fully booked or still available when making book-

ing decisions. As the firm stops selling some product type, consumers are restricted to fewer choices.
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When the high-quality products are unavailable, consumers can only book regular products with-
out upgrades. When the regular products are unavailable, consumers can only book high-quality
products. When both types of products are unavailable, consumers cannot book any product. We
can see that when at least one product type is unavailable, the consumer decision becomes a sim-
ple take-it-or-leave-it decision, so consumers do not anticipate the upgrade probability anymore.
Let 7 denote the first time when some product type is unavailable (7 =T if the firm never stops
selling any type of product during the booking period), then 7 is the (random) stopping time of

the consumer booking game that strategic consumers play regarding upgrades.

4. Consumer Booking Equilibrium

Before deriving the firm’s optimal conditional upgrade policy, we first need to analyze how strategic
consumers make their booking decisions. In this section, we derive and characterize the symmetric
pure-strategy equilibrium of the consumer booking game for a given upgrade price p. Upon arrival,
a consumer observes her valuations for two product types (vg,vy) and arrival time ¢ as well
as the availability of product types, and books the product type that maximizes her expected
utility. For a consumer that is offered an upgrade, the key to her booking decision is the expected
upgrade probability ¢(-) she anticipates which is a function of her booking time ¢. Let a;(vg,vg|q(t))
denote the consumer’s utility-maximizing decision if she arrives at time ¢, has valuations (vg,vg),
and anticipates the upgrade probability to be ¢(t).> Similarly, let a(vg,vy) denote the utility-
maximizing decision of a consumer that is not offered an upgrade.

Now we derive a;(vg,vy|q(t)) and a,(vg,vy). Figure 1 shows the consumers’ utilities from book-
ing different product types. The consumer’s utility from booking a high-quality product is vy — pg,
the utility from booking a regular product without upgrade is vg — pr, the expected utility from
booking a regular product with upgrade is ¢(¢)(vg — pr —p) + [1 — q(¢)](vr — pr), the utility from
not booking any product is zero. Thus, the consumer chooses to book a high-quality product if
vy —pg > max{q(t)(vg —pr —p) + [1 — q(t)](vr — Pr),vr — Pr,0}; she chooses to book a regular
product with upgrade if ¢(¢t)(vy — pr — p) + [1 — q(t)](vg — pr) > max{vy — pu,vr — pr,0}; she
chooses to book a regular product without upgrade if vg — pr > max{vyg — pg,q(t)(vg —pr —p) +
[1—q(t)](vr —pr),0}; otherwise, she does not book any product. We can simplify the above decision
rule to the following:

o If p>py —pr,

H if vy —vg > py —pr and vy > py,

ai(vr,vulq(t)) =< R if vg —vr <py —pr and vg > pg,
N otherwise.

® We use ¢(-) to denote the whole function, and ¢(t) to denote its value at ¢.
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e If 0<p<py—pr,

> PH=—PR—4(t)p
= 1—q(t)

U i p < v — vg < P2E=00 and q(t)oy + [1— g(O]vr > pr+a(t)p,
R if vy —vr <p and vy > ppg,

N otherwise.

H if vy —vp and vy > py,

ai(vr,vulq(t)) =

The utility-maximizing decision of consumers that are not offered upgrades, a,(vg,vg), is same as
a;(vgr,v|q(t)) with p > py — pr. We next focus on consumers that are offered upgrades and find
their equilibrium strategy.

If 0<p<py—Dpr a(vr,vglg(t)) divides Q into four subsets. Given ¢(-), a,(vgr,vu|q(t)) is
uniquely determined for each (vg,vy) and each t, and a,(vg,vm|q(t)) can be easily computed
by plugging ¢(t) into the equation of a;(vg,vg|q(t)). Thus, we use ¢(-) to define the consumer’s
strategy in the booking game. The reason for using ¢(-) as the strategy instead of a;(vg,vy|q(+))
is that the corresponding strategy space has fewer dimensions and the computational burden of
equilibrium is smaller. The strategy space is then defined as @ = {q(-) : [0,T] — [0, 1], such that ¢(-)
is differentiable}. Q contains all differentiable functions of ¢ € [0, 7] taking values between 0 and 1.

To find the symmetric equilibrium ¢*(-), we first fix one consumer (we call this consumer the
acting consumer) and calculate the expected upgrade probability for the acting consumer if she
books a regular product and accepts an upgrade offer when all other consumers are making their
decisions based on ¢(-). Denote this resulting upgrade probability for the acting consumer as b(q(-)),
b(q(+)) is also a function of ¢. Then, ¢*(-) is the solution to b(¢*(-)) =¢*(-). We can write b(q(-)) as
b(q(+)) =g(q(-))/h(q(-)), where g(q(-)) is the unconditional expected probability that a consumer
arriving at time ¢ accepts an upgrade offer and gets upgraded at the end of the booking period,
and h(q(+)) is the probability that both product types are still available by time ¢. So, b(¢(-)) is the
expected upgrade probability conditioning on the fact that products are still available at time t.

Now we derive g(q(-)) and h(q(-)). With a slight abuse of notation, we use Ny (t|q(-)), Nu(t|q(-)),
Nr(tlg(-)) to denote the arrival processes of other consumers (as seen by the acting consumer)
booking each product type given that the strategy they are using is ¢(-). Let 7(¢(-)) denote the
stopping time of the consumer booking game (i.e., the time when the firm stops selling at least one
product type) if the acting consumer chooses to book a regular product and accept an upgrade

offer and all other consumers make their booking decisions based on ¢(-). Then, we have

sl . {mm { Ky NH<T<q<->>|q<'>>]*,1} g {tST(q@)}}

N (Hla()), Ny (), Na(ta() Ny (7(q(-)lq()) +1

where the “+1” term represents the acting consumer, and

h(q(-)) =P(Nu(tlq(-)) < K, Nr(tlq(-)) < Kr, Nu(tlq(-)) + Nu(tlq()) + Nr(tla() < Kn + Kr).
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Note that g(q(-)) and h(g(-)) are both functions of t. To completely characterize g(q(-)) and h(q(+)),
it remains to characterize Ny (t|q(+)), Nu(t|q(-)), Nr(tlq(:)) as well as 7(q(+)).

LEMMA 1. (Myerson 1998: Environmental equivalence property of games with Poisson arrivals®)
From the perspective of any one player, the arrival process of other players is also a Poisson process

with the same rate as the total arrival rate.

Lemma 1 implies that Ng(t|q(+)), Nu(t|q(+)), Nr(t|q(:)) are indeed Poisson processes. Moreover,
they have the same distributions as the overall arrival processes. Given ¢(-), the probabilities of

any other consumer that is offered an upgrade booking each type of product are as follows:
Eh(tla() / [ 1atonvnla() = H}f(on, vi) don o,
Eo(tlg(-) //ﬂ{at vr,vrlq(")) =U} f(vr,ve) dvg dvg,

EL(tlq(r) //Il{at vr,vr|q(-)) = R} f(vg,vy) dvg dug.

The probabilities of any other consumer that is not offered an upgrade booking each type of product

are as follows:
= //E{GQ(URWH) :H}f(UR,UH) dvg dvgy,
Q
= //]l{aé(vR,UH) = R} f(vr,vy)dvg dog.
Q

Thus, the arrival rates of Ny (t|q(+)), Nu(tlq(-)), Nr(tlg(-)) are Mg (tlg(-)) = MEL (tlq(-)) + A1 —
€L (1), Au(tlg(-)) = A&l (ta(), Ar(tla(-) = MER(Elq()) + A(1 = 7)&R(t), respectively.

Next, we derive the stopping time 7(g(+)). Define the following auxiliary stopping times:

o 7u(q(-)) =inf{t >0: Nu(tq(-)) > Knu}.

o 7r(q(-)) =inf{t > 0: Ng(tlq(-)) > Kr}.

e 7r(q(-)) =inf{t > 0: Nu(tlg(-)) + Nu(tlg(-)) + 1+ Na(tlg(-)) = Kn + Kr}.
7r(g(+)) is the time when high-quality products are fully booked, 7z(g(+)) is the time when regular

products are fully booked, 77(q(+)) is the time when the total demand reaches the firm’s total

5 Myerson (1998) first proved the environmental equivalence property of games with Poisson arrivals. Myerson (1998)
provides a proof for the case of discrete player type set, but it is easily generalized to the case of continuous player
type set (in our problem, the player type set is continuous because we assume a continuous valuation support). We
refer the readers that are interested in theories of Poisson games to Myerson (1998), Myerson (2000) and Milchtaich
(2004).
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capacity so both product types are fully booked simultaneously. Then, the stopping time of the

consumer booking game is 7(q(+)) = min{7(q(-)), T}, where

Tr(q(+)) if T (q(+)) < 7r(q
7(q(-)) =min {7 (q(-)), 7r(q(-)), 7r(q(-))} = ¢ 7r(q()) if 7r(q(-)) <7r(q
mr(q(+)) if T (q(+)) > (g

above equation follows from the fact that 74 (q(-)) < 7r(q(-)) implies 74(q(-)) < 7r(q(-)) and that
7r(q(-)) < 7r(q(+)) implies 7r(q(-)) <7u(q()).

THEOREM 1. There exists a symmetric pure-strategy equilibrium q¢*(-) of the consumer booking
game. q*(-) is increasing in the arrival time of the consumer. Moreover, by equipping Q with the
uniform norm |q(+)||sc = sSuPg< ;<7 [q(t)|, there exists a constant & such that for any qi(-),q:(-) € Q,
we have [[b(q1(+)) —b(q2()) |oo < @|lq1(+) — @2 () |loo- Thus, if @ <1, b(q(-)) is a contraction mapping

and the equilibrium is unique.

Theorem 1 states that the consumer booking game indeed has a symmetric pure-strategy equilib-
rium ¢*(+) which is the solution to b(¢*(:)) = ¢*(-). ¢*(+) is an increasing function because a consumer
that arrives later and still finds both product types are available will have better knowledge that
demand has realized to be weak, and hence form a higher probability of getting upgraded. Theorem
1 also gives a sufficient condition for ¢*(+) to be unique.” However, due to the complicated structure
of our consumer booking game with Poisson arrivals, it is not possible to derive the closed-form
equilibrium or further analyze the firm’s optimal upgrade pricing policy analytically (the firm’s
revenue function is given in Appendix B). We are able to derive some interesting results about
the value of conditional upgrades in the stochastic model by focusing on special case valuation
functions for consumers (which we do in Section 7.1). However, to study conditional upgrades in
greater depth and develop more managerial and policy insights, we are going to first analyze a
fluid model which is the asymptotic version of our stochastic model (i.e., scale up the capacities
and demand rates by n and let n — c0). One may consider our fluid model as a deterministic
approximation of the stochastic model where the consumer booking game is essentially with per-
fect information. However, as verified by our numerical examples in Sections 5.3 and 6, our fluid
model is very accurate in approximating the stochastic model and the results and insights derived
from the fluid model also hold in the stochastic model. In Section 7, we study a special case of
the stochastic model analytically as well as the general stochastic model numerically, and derive

additional insights.

"The formula of & is complicated and is given in the proof of Theorem 1 in Appendix A. Our numerical studies
indicate that & < 1 is satisfied when the product prices are far apart enough from each other and the capacity-demand
ratio is moderately large. Note that & < 1 is a sufficient but not necessary condition for the equilibrium to be unique.
In our extensive numerical studies with bivariate uniform and bivariate normal valuation distributions, we do not
observe multiple equilibria to arise. In fact, as the capacities and demand rates increase proportionally to infinity,
the equilibrium is provably unique (Theorem 3).
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5. Fluid Model

In this section, we derive and analyze the fluid model. In Section 5.1, we derive the asymptotic
consumer booking equilibrium by scaling up the problem size by n and letting n — oco. In the
problem instance scaled by n, the consumer arrival rate is nA(t) and the firm’s capacities are n Ky
and nKg. For other variables, we add a subscript of n to specify the problem size. Based on Section
5.1, in Section 5.2, we study the firm’s optimal upgrade pricing strategy. In Section 5.3, we evaluate

the performance of the fluid model.

5.1. Consumer Booking Equilibrium
The following theorem characterizes the equilibrium upgrade probability in the asymptotic scenario
of the consumer booking game. As n — 0o, ¢*(-) converges to a constant ¢y, where the subscript

of f denotes the fluid model (we also use s to denote the stochastic model).

THEOREM 2. (i) Asn— oo, for any q(-) € Q, the augiliary stopping times converge to
rirta() =t {200 [ AuGla) ds > K}
) = nt {120: [ AnGlat)ds > K},
(o) = int {r20: [ Dha(sla() + Ao (sla()) + Ansla()] ds > K+ K},

a.s., respectively. The stopping time of the consumer booking game converges to 7°(q(+)) =
min{7>°(q(-)),T} a.s., where
) i (q() o 77 (a(-)) <777 (q("),
7(q()) = § T (a()) i T (a()) <7 (a(-),
o (q() of 75 (a(-)) > 77°(q(-)) and 75 (q(-)) > 77 (q(-))-
(11) As n — oo, the equilibrium upgrade probability ¢"*(-) converges pointwise to q; which is the

(time-independent) solution of the following equation:

fO )\H t’q]c)dt
fo U Ny (tlgp) dt

gy = min (1)

Our primary goal of studying the fluid model is to derive closed-form solutions which will provide
us sharp insights about how consumers make upgrading decisions and how the firm’s optimal
upgrade price depends on problem parameters. To be able to obtain closed-form solutions, we will
assume that the consumers’ valuations for two types of products are jointly uniformly distributed
in the two-dimensional support Q = {(vg,vy):0<wvgp <vy <u}, that is, for consumers that value
high-quality products at vy, their valuations for regular products are uniformly distributed over

[0,vg]. w is the upper bound of consumer valuations (u > pg). Thus, the valuation support € is
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now an upper triangular subset of R?, and the joint probability density is f(vg,vy) =2/u®. Our

analysis can be easily generalized if we move  within R? to allow for different upper and lower
bounds of consumer valuations. Moreover, we have numerically tested our results when consumers’
valuations follow a bivariate normal distribution, and we find that all results in the paper (for
both the fluid model and the stochastic model) carry through to the case with bivariate normal
distribution.

Now we calculate ¢ by solving (1). We first need to derive the demand segmentation in the fluid
model for a given q (i.e., Ay (q), Av(q), Ar(q)). Figure 2 plots all five possible demand segmentations
of consumers that are offered upgrades. Throughout the paper, we use the superscript “a” through
“e” consistent with Figure 2 to specify which case we are referring to. Case a also gives the demand
segmentation of consumers that are not offered upgrades. In each ease, the proportions of consumers
booking each product type, {x(q), {u(q), £r(q), can be calculated as the ratio between the area
of each region where the consumer decision is to book the corresponding product type and the
area of the entire valuation support €2. The results are shown below. The overall demand rates are
An(q) = M€ () + AL =) Av(a) = MEp (@), Ar(a) = M€x(a) +A(1 —7)EF in Case 4.

Case a If p>py —pr (i-e., the firm does not offer upgrades), the consumer segmentation is

1 1
f?izﬁ(u_pH+2pR)(u_pH)a & =0, fﬁzﬁ(pH_pR)(Qu_pH_pR)‘

Case b If p<py — pr (i.e., the firm offers upgrades) and ¢ =1, because upgrades are guaranteed
to be fulfilled, nobody books a high-quality product directly. The consumer segmentation in this

case is

Er=0, &= %(pRJru—p)(u—pR—p)’ r= % [=p* +2(u—pr)p] .
Case ¢ If p<py —pr and ¢ <1 and (pg — pr — qp)/(1 — q) > u, since ¢ < 1, by booking a reg-
ular product and accepting an upgrade offer instead of booking a high-quality product directly,
a consumer risks not being upgraded and ending up consuming a regular product. Recall that a
consumer books a high-quality product directly if vy —vg > (pg —pr — qp)/(1 — q) and vy > py,
where (py —pr —qp)/(1 — ¢) is the minimum valuation differential required to induce one to book
a high-quality product directly. If (pg —pr — qp)/(1 — q) > u, all consumers that are interested in
high-quality products will choose to get them through upgrades. The consumer segmentation in

this case is

=0 G| D rwr?|. G [ 2 pn].
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Demand segmentation given the upgrade price p and the upgrade probability ¢: (a) no upgrades

offered, or p > py —pr; (b) p<pw —pr and ¢=1; (c) p<pw —pr and ¢< 1 and (pg —pr —qp)/(1 —q) > u; (d)
p<pu—pr and ¢<1 and pg < (pz —pr—qp)/(1—q) <u; () p<pw —pr and ¢ <1 and

(pr —pr—qp)/(1 —q) <pm.
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Case d If p<py —pr and ¢ <1 and py < (pg —pr —qp)/(1—q) < u, since (pg —pr —qp)/(1—¢q) <
u, the consumers with high enough valuations for high-quality products combined with low enough
valuations for regular products will book high-quality products directly. Thus, in this case, high-
quality products are sold in both channels (i.e., directly and through upgrades). Further, depending
on whether (pg —pr — qp)/(1 —q) > py or not, £x(q) and &y (q) take different functional forms. If
(py —pr—qp)/(1 —q) > pu, the consumer segmentation is

£l (g) = 2 (U_PH—PR—QP> ,

u? 1—q
1 pu—pr—qp\’ PH—Pr—qpP\ Di
d R 2
— | (AR AR o (A PRTAR) TR —9
§u(q) u2[ < - +2u 4 , TP

& = % [—p° +2(u—pr)p] -

Otherwise we are in Case e.

Case e If p<pg —pr and ¢< 1 and (py —pr —qp)/(1 — q) < pg, the consumer segmentation is

. 1 2(py —pPr —qD)
(@) = 5 |utpn— ¢ (uw—pn),
e 1 pg—pr—p
fU(Q) = @'ﬁ‘@U—PH—PR—P)a
1
§r = 2 [—p® +2(u—pr)p] -

We assume Ky > AT and Ki > A4T, that is, the firm’s expected demand when upgrades are
not offered does not exceed its capacity for either product type at the prices py and pgr. This
assumption is reasonable since the utilization rates in travel industries are generally not high
(according to Statista®, the average occupancy rate of the U.S. hotel lodging industry from 2000 to
2013 is only 60%). We would like to note that when the firm offers upgrades, it is still possible under
this assumption that the firm’s total capacity is fully booked before the end of the booking period,
because offering upgrades can generate more demand than the case without upgrades. Thus, our
analysis allows for any utilization level with upgrades. Moreover, our numerical analysis indicates

that all findings in this paper continue to hold even if the above assumption is not satisfied.

THEOREM 3. Define

B 1K
D=u— \/’y [}\;u?— (u—pu+2pr)(u—pu)| + (u—pu+pr)?
= o —p Hu? — (u—pp +2pr) (v —pi)

— MH — MR — )

- Y(u—pu +Pr)

8 http://www.statista.com /statistics /200161 /us-annual-accomodation-and-lodging-occupancy-rate.



Cui, Duenyas, and Sahin: Pricing of Conditional Upgrades in the Presence of Strategic Consumers 17

1 Ky
Vil —u’+2(py — pr)u— Py +pHPR+p?a} +%\/’Y [)\TUQ—(U—PH‘FQPR)(U—PH)

1-v)Kyg+K
'\/[1—’7—( FY)/\; & U2+2’Y(pH—PR)U—’YP%—2(1—’7)19HPR+’YP?%-

(1) If Ky > (AT/u?)[(w — prr + 2pr)(u — pr) +7(pr — pr)(2u —prr +pr)], ¢s =1 for all 0<p <
P —Pr-

(1) If Ky < (AT /u?)[(w—py +2pr)(u—pr) +7(pr —pr)(2u—pu +pr)], the equilibrium upgrade
probability is uniquely given by the following:

o Ifpt>p'* (where 7 =max{xz,0}),

1 for p<p<pu—pr,
S —(u—py+2pR) (u—pu)+y(u—pr+pR)* _
T +
qr = B +(u—p)? JorpT <p<p,
S —(u—py+2pR)(u—pp)

K
Y(pa—prr—p)*+5Fu?—(u—pa+2pR)(u—pH)

for 0<p<p*;

1 for p<p<pu —pr,
BH w2 (u—py+2pR) (u—pp)+7(u—p+pR)>

/s —

0= S ap)? Jor pm <p<p,
f H 2

N Ry +REPR

K
fﬁf\/ B2 —dy? g e v (u—p)?

for 0<p<p'™,

where 8= (u—pu +2pr) (u—pu) = 7(u—pu +Pr)* + e [290r0 — 0 + (1 =) (2papr — D))

(1ii) qy is increasing in p.

Theorem 3 gives the equilibrium upgrade probability ¢, for any upgrade price p set by the
firm. If the firm’s capacity for high-quality products is very large (i.e., Ky > (AT /u?)[(u — py +
2pr)(u—py) +v(py — pr)(2u—py + pr)]), consumers accepting upgrade offers are guaranteed to
get upgraded. In equilibrium, being aware of the very high chance to get upgraded, all consumers
who are interested in high-quality products and offered upgrades choose to book regular products
and accept upgrade offers. If the firm’s capacity for high-quality products is not very large (i.e.,
Ky < (ANT/u®)[(u — pr + 2pr)(u — prr) + Y(puw — pr)(2u — pr + pr)]), the equilibrium upgrade
probability ¢; increases with the upgrade price p. This is because fewer consumers accept upgrade
offers when the upgrade price is higher. As the upgrade price p decreases from py —pg to 0, as shown
by the proof of Theorem 3 (in Appendix A), the market segmentation takes the form in Cases b, c,

d, e in sequence.” Case d or e occurs only if the upgrade price is low (i.e., 0 < p < p*), meaning the

95 is the threshold between Case b and Case c, p is the threshold between Case ¢ and Case d when 7°°(qs) > T, p’
is the threshold between Case ¢ and Case d when 7°°(qy) <T'. If p* > p'*, when Case ¢ switches to Case d, we have
7°°(qy) > T'; and vice versa. gy takes the same form in Cases d and e.
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equilibrium upgrade probability is small enough. Thus, the consumers with high enough valuations
for high-quality products and low enough valuations for low-quality products will book high-quality
products directly even if they are offered upgrades. In Case b or ¢, the upgrade probability is large
enough so that consumers would like to obtain high-quality products through upgrades if they are

given the offers.

5.2. Optimal Upgrade Pricing

In this section, based on the equilibrium consumer booking decision characterized in Section 5.1,
we study the firm’s optimal conditional upgrade pricing strategy. The firm’s goal is to maxi-
mize its revenue from selling both types of products and charging upgrade fees. Recall that p >
pr — pr corresponds to the case without upgrades. In this case, the firm’s revenue is Ily ; =
prAGMIn{ Kr/A%, T} 4+ pu Ay min{ Ky /A%, T}, where the subscript of N denotes no upgrades. If

the firm offers upgrades with p < py — pg, its revenue is

s (p) = prlMu(ar) + A]T(ar) + pAu(ar)T(ar)ar +parua(ar) T (q5)
+1{7>(qs) = 75 (q7) }pr min {AG [T — 7% (q7)], K — [Au(qy) + Av(qp)]m>(q5)}

+1{7(ar) = 777 (q7)}pr min {AR[T — 77(qs)], Kr — [Av(ar) + Ar]7>(g5)} -

The first line of IT;(p) is the revenue collected before the consumer booking game stops. The first
term is the revenue from selling regular products (including the revenue from consumers accepting
upgrade offers), the second term is the revenue from collecting upgrade fees, the third term is the
revenue from selling high-quality products. The second line of II¢(p) is the revenue from selling
high-quality products after regular products are fully booked, where A% [T —7°°(g;)] is the demand
and Ky — [Au(qr) +Av(qr)]7>°(qy) is the remaining capacity for high-quality products. The third
line of II;(p) is the revenue from selling regular products after high-quality products are fully
booked. Since II;(p) =1y ; at p=py — pr, we limit ourselves to 0 < p < py — pr in studying II;(p)
in the remainder of the paper. When the optimal upgrade price is achieved at p} =py — pr, we

know that it is optimal for the firm not to offer upgrades.

THEOREM 4. The optimal upgrade price is p} = min {max{(pl}oc)+,ﬁ} ,DH —pR}, where

2u — \/u? + 9pF,

3

Poc =
Moreover, the optimal pricing induces g5 = 1.

Theorem 4 characterizes the optimal upgrade price. The optimal upgrade price results in an
equilibrium consumer segmentation in Case b (pl}oC is the optimal price in Case b, Case b occurs

for p <p <py —pr) where the upgrade probability is equal to one. Recall that Theorem 3 states g
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is increasing in p (or always equal to one if the high-quality product capacity is very large). Thus,
Theorem 4 states that the firm should choose an upgrade price that is high enough. If an upgrade
price results in some consumers being rationed for upgrades, that means too many consumers are
willing to pay for the upgrades and the current upgrade price is too low. The firm should increase
the upgrade price to extract more surplus from consumers while still being able to sell out high-
quality products after fulfilling upgrades. Thus, under the optimal upgrade pricing policy, strategic
consumers who are offered upgrades purchase high-quality products through upgrades instead of
booking directly. Note that because of the deterministic feature, our fluid model captures an ideal
situation where the firm and consumers have perfect knowledge about the demand stream for each
product type. In the stochastic model, because of the demand randomness, the equilibrium upgrade
probability may not be exactly equal to one under the optimal upgrade price, so consumers with
very high valuations for high-quality products and very low valuations for regular products may
choose to book high-quality products directly even if upgrades are offered at the optimal price.
However, consistent with the insight we developed from the fluid model, in the stochastic model, the
firm should generally charge a high enough upgrade price that results in a high upgrade probability

for consumers (Tables 1 and 2 in the next subsection provide a set of examples).

5.3. Performance Evaluation of Fluid Model

We now evaluate how well the fluid model approximates the stochastic model for relatively small
values of n (we know that as m — oo, the fluid model converges to the stochastic model). In
Figure 3, we provide an illustrative example for the comparison between the consumer purchasing
equilibria in the stochastic model for different values of n and the consumer booking equilibrium
in the fluid model. For example, in Figure 3, we see that the upgrade probability in the fluid
model is 1. We also see that when n =5, in the stochastic model, the average upgrade probability
is 0.9927. We note that in this example, n =5 corresponds to a relatively small hotel with 60
rooms (n(Ky + Kg) = 60). Furthermore, in the example in Figure 3, we see that when n =5,
the percentage of consumers that would make a different decision in the stochastic model (with
respect to which type of product to book) than in the fluid model is only 0.73%. In Tables 1 and
2, we examine the gap between the consumer booking equilibria in the stochastic model and in the
fluid model with more examples. Table 1 provides examples with different product prices, Table
2 provides examples with different product capacities. We can see that the equilibrium upgrade
probability in the stochastic model is closer to one when the product price differential is larger, or
when the high-quality product capacity is large, both indicating a smaller probability that the firm
runs out of high-quality products. Overall, we observe that the equilibrium upgrade probability is

increasing in the product price differential, and increasing in the high-quality product capacity.
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T T
osey T .l ni2 * Demand segmentation
vsl n=5 o= n ItE[q ()] High Upgri de Regular ADemand
1 09152 9.00% 25.20% 30.19%  2.03%
g (Pl il 2 0.9640 9.00% 25.51% 30.20%  1.72%
"o 5 0.9927 9.00% 26.49% 29.75%  0.73%
10 0.9989 9.00% 27.02% 29.47%  0.20%
20 1 9.00% 27.21% 29.37%  0.02%
njl / > 1 9.00% 27.22% 29.36% -

0.91 - .
0 2 4 6 8 10
t
Figure 3 A numerical example on the asymptotic convergence of consumer booking equilibrium under the
optimal upgrade price. (A\=1, T'=10, Ky =5, Kr =7, pu =160, pr =70, v=0.5, vg and vy are jointly
uniformly distributed over Q = {(vg,vy):0 <wvgr <wvy <200}; “ADemand” is defined as the expected percentage
of consumers that would make a different booking decision in the stochastic model than predicted by the fluid

model)

pg =130 py = 140 pr =150 pr = 160
El¢*(t)] ADemand E[¢"(t)] ADemand E[¢"(t)] ADemand E[¢*(¢)] ADemand
t t t t

pr =060 0.9879 1.34% 0.9953 0.63% 0.9985 0.24% 0.9996 0.08%
pr="70 0.9770 2.25% 0.9898 1.21% 0.9962 0.55% 0.9989 0.20%
pr =380 0.9615 3.42% 0.9809 2.05% 0.9919 1.06% 0.9972 0.45%
pr=90 0.8680  23.35%  0.9685 3.11% 0.9849 1.79% 0.9939 0.88%

Table 1 Numerical examples on the gap between the consumer booking equilibria (under the optimal upgrade

price) in the stochastic model and in the fluid model with different product prices: the time-average equilibrium
upgrade probability (E[¢"(¢)]) and the expected percentage of consumers that would make a different booking
decision in the stocthastic model than predicted by the fluid model (ADemand). (A=1, 7'=100, Ky =50,
Kgr =70, v=0.5, vg and vy are jointly uniformly distributed over Q = {(vgr,vr):0<vgr <vyg <200})

Ky =40 Ky =50 Ky =60 Ky =170
El¢*(t)] ADemand E[g"(t)] ADemand E[¢"(f)] ADemand E[¢*(t)] ADemand
t t t t

Kr=60 0.9487 3.05% 0.9919 1.06% 0.9997 0.05% 1.0000 0.00%
Kr=70 0.9487 3.06% 0.9919 1.06% 0.9997 0.05% 1.0000 0.00%
Kr=80 0.9487 3.06% 0.9919 1.06% 0.9997 0.05% 1.0000 0.00%
Kr=90 0.9487 3.06% 0.9919 1.06% 0.9997 0.05% 1.0000 0.00%

Table 2 Numerical examples on the gap between the consumer booking equilibria (under the optimal upgrade

price) in the stochastic model and in the fluid model with different product capacities: the time-average
equilibrium upgrade probability (E[g"(¢)]) and the expected percentage of consumers that would make a different
booking decision in the stochtastic model than predicted by the fluid model (ADemand). (A =1, 7'=100,
pr =150, pr =80, v=0.5, vg and vy are jointly uniformly distributed over Q= {(vg,vy): 0 <vgr <vyg <200})

Table 3 provides an illustrative example for the asymptotic convergence of the firm’s optimal
upgrade price and revenue. The derivation of the stochastic revenue function, II,(p), is given in

Appendix B. By comparing the stochastic revenues using the optimal upgrade price derived from
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the fluid model and using the optimal upgrade price for the stochastic model, we can evaluate the
performance of the fluid model. From Table 3, we clearly see that by using the optimal upgrade
price derived from the fluid model, the firm’s revenue deviates by an almost negligible amount from
the optimal revenue in the stochastic model even for very small problem sizes (less than or equal
to 0.1% even for n =1). The optimal upgrade price itself may have some error especially when the
problem size is small, but our numerical studies indicate that the revenue function in the stochastic
model is quite flat in the region around the optimal upgrade price, hence the deviation of the
optimal revenue is significantly smaller than the deviation of the optimal upgrade price. In Tables
4 and 5, we examine the deviation of optimal upgrade price and optimal revenue in the stochastic
model caused by the fluid solution with more examples. Table 4 provides examples with different
product prices, Table 5 provides examples with different product capacities. We can see that similar
to the observation from analyzing the consumer booking equilibrium, the optimal upgrade price
and revenue deviations caused by the fluid solution are smaller when the product price differential
is larger, or when the high-quality product capacity is larger, both indicating a smaller probability
that the firm runs out of high-quality products. Overall we observe that the pricing heuristic derived
from the fluid model performs very well in terms of giving the firm close-to-optimal revenues in
the stochastic model. Thus, by studying the fluid model, we can develop managerial insights that
will carry through to the stochastic model and provide an excellent heuristic for the stochastic

problem.

Fluid solution Stochastic solution s (p})—TLs (p})

" Wy g Ly oF CPrel A=
1 36.7 620.7 40.3 621.1 3.6 0.07%
2 36.7 12654 40.4 1266.4 3.7 0.08%
5 36.7 3192.2 384 3192.8 1.7 0.02%
10 36.7 6396.9 37.1 6397.0 0.5 0.00%
20 36.7 12798.0 36.7 12798.0 0.0 0.00%

Table 3 A numerical examples on the asymptotic convergence of optimal upgrade price and revenue. (A =1,
T=10, Kg =5, Kr =17, pg =160, pr =70, 7v=0.5, vg and vy are jointly uniformly distributed over
Q={(vr,vn):0<vr <wvy <200})

6. Analysis of Optimal Upgrade Pricing

Now that we have obtained the optimal upgrade pricing strategy, we explore it further and develop
managerial and policy insights for firms. We are first interested in when the conditional upgrade
policy increases firms’ revenues and when it can actually decrease revenues. We identify some
benefits of conditional upgrades and show that by optimally deciding when to offer upgrades and at

which price to offer upgrades, the firm benefits from offering conditional upgrades to more strategic
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Ap*  All*  Ap* All* Ap* AlIl* Ap* All*
pr=060 3.3 0.07% 1.6 0.01% 0.6 0.00% 0.2 0.00%
pr=70 5.3 0.18% 28 0.05% 1.3 0.01% 0.5 0.00%
pr=80 7.4 0.35% 4.5 0.14% 2.3 0.04% 1.0 0.01%
pr=90 11.5 0.62% 6.3 0.28% 3.7 0.10% 1.8 0.02%

Table 4

Numerical examples on the gap between the firm’s optimal upgrade prices as well as revenues in the

stochastic model and in the fluid model with different product prices: the price error (Ap* = |p} —p;|) and the

revenue error (AIl" =

s (p3) — s (p})
s (p)

). (A\=1, T=100, Ky =50, Kr =70, v=0.5, vg and vy are jointly uniformly

distributed over Q= {(vg,vn): 0 <wvr <wvy <200})

Ky =40 Ky =50 Ky =60 Ky="170

Ap*  AIl* Ap* AIl* Ap* AIl* Ap* AII*
Kr=60 6.4 0.28% 2.3 0.04% 0.1 0.00% 0.0 0.00%
Kr=70 6.4 0.28% 2.3 0.04% 0.1 0.00% 0.0 0.00%
Kr=80 6.4 0.28% 2.3 0.04% 0.1 0.00% 0.0 0.00%
Kr=90 64 0.28% 2.3 0.04% 0.1 0.00% 0.0 0.00%

Table 5

Numerical examples on the gap between the firm’s optimal upgrade prices as well as revenues in the

stochastic model and in the fluid model with different product capacities: the price error (Ap”™ = [p} —p;|) and the

s (p3) —Ts (PF)
s (p})

distributed over Q = {(vr,vr): 0 <wvr <wvy <200})

revenue error (AIl* = ). (A\=1, T'=100, py =150, pr =80, vy=0.5, vr and vy are jointly uniformly

consumers. Then, we characterize when it is optimal to offer conditional upgrades for free. Finally,
we demonstrate the importance of accounting for strategic consumer behavior with conditional

upgrades by evaluating the cost of ignoring strategic consumer behavior.

6.1. When to Offer Upgrades?

The following result states when offering conditional upgrades at the optimal price increases or
decreases the firm’s revenue. For the conditional upgrade policy to be beneficial (i.e., Py <pum—p R)
the product price differential should be large enough. When the product price differential is small,

it is optimal not to offer upgrades (or alternatively set the upgrade price at P} =pm — DR)-

THEOREM 5. Offering conditional upgrades increases the revenue if

N 2u+ 3pr — \/u?+9p%

3

Pu

and decreases the revenue otherwise.

The fundamental trade-off regarding whether the firm should offer upgrades is as follows. If the
firm offers upgrades, some consumers, who book high-quality products when the firm does not offer
upgrades, will now book regular products and accept upgrade offers instead, and hence the firm’s
revenue from direct sales of high-quality products decreases. This is the cannibalization effect of

conditional upgrades. On the other hand, some consumers who book regular products when the
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firm does not offer upgrades will now accept upgrade offers; also, some consumers who do not book
any product when the firm does not offer upgrades will now purchase regular products and accept
upgrade offers (these consumers’ valuations for regular (high-quality) products are lower than pr
(pr), but their valuations for high-quality products are higher than or equal to pg + p). These two
types of consumers bring additional revenues to the firm. This is the demand improvement effect of
conditional upgrades. One important factor that determines which of these two effects is stronger
is the product price differential. If the price differential is small and the firm offers upgrades,
the cannibalization effect is significant, as a lot of consumers will book high-quality products if
the firm does not offer upgrades, and these consumers will switch to upgrades under the optimal
upgrade price (Theorem 4). Moreover, since the high-quality product price is already close to the
regular product price, there will not be many consumers who originally book regular products or
don’t book any products and now switch to upgrades, hence the demand improvement effect is not
significant. Therefore, the firm’s revenue is hurt if upgrades are offered in this case.

Thus, the firm benefits from offering conditional upgrades if the product price differential is large
enough. This finding has important implications for the companies in travel industries regarding
whether and when they should use the conditional upgrade strategy. Travel managers tend to
believe that upgrades should only be offered between similar product types, as they feel that they
may be giving consumers too much benefit by offering them the opportunity to get a product that
is much better than the originally booked type. However, this common wisdom does not take into
account the consumers’ strategic behavior that they may deliberately book a lower-quality product
than desired in anticipation of getting upgraded later. Our analysis suggests that as a response
to such strategic consumer behavior, the firm should be able to extract more revenues by offering
upgrades between product types that are priced not so closely, but also charging sufficiently large
amounts for the upgrades.

We provide the following example for the stochastic model where as the product price differential
becomes smaller, offering upgrades switches from increasing the firm’s revenue to decreasing the
firm’s revenue: A=1, T =100, Kz =70, Kr =50, pr =80, v=0.5, vg and vy are jointly uniformly
distributed over Q = {(vg,vy): 0 < vp <wvy < 200}. For this example, Theorem 5 would predict
that offering upgrades benefits the firm when py > 110 and hurts the firm when py < 109. From
the numerical analysis for the stochastic model, we find that offering upgrades benefits the firm
when py > 111 and hurts the firm when py < 110, which is very close to the result indicated by
the fluid heuristic.

From our analysis above, we have seen two benefits of conditional upgrades. First, the optimal
conditional upgrade strategy can lead to demand expansion. Second, offering upgrades can shift

some consumers from regular products to high-quality products. We use the following example (in
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the stochastic model) to illustrate these two benefits of conditional upgrades: A=1, T' =100, Ky =
70, Kr =50, py =150, pr = 80, vp and vy are jointly uniformly distributed over Q = {(vg,vy) :
0 <wvg <wy <200}. For this example, if the firm does not offer upgrades, 26.25% of consumers
book high-quality products and 29.75% of consumers book regular products. If the firm offers
upgrades to half of the consumers (i.e., v =10.5), 13.13% of consumers book high-quality products
directly, 27.41% of consumers book regular products and accept the upgrade offers, and 23.09% of
consumers book regular products without upgrades. Compared to the case without upgrades where
the total demand is 56%, the firm increases the total demand to 63.63% by offering upgrades to
half of the consumers (i.e., demand expansion effect). Moreover, offering upgrades decreases the
demand for regular products from 29.75% to 23.09% and increases the demand for high-quality
products from 26.25% to 40.54% including the consumers who accept the upgrade offers (i.e.,
demand segmentation reoptimization effect). We will identify more benefits of conditional upgrades

in later sections.
THEOREM 6. The optimal upgrade price and the optimal revenue are increasing in .

How does the firm’s revenue change with the proportion of strategic consumers it offers con-
ditional upgrades to? Theorem 6 states that the firm’s revenue becomes higher when it offers
conditional upgrades to more strategic consumers. Note that Theorem 6 incorporates the possibil-
ity that it is optimal not to offer conditional upgrades, as the optimal upgrade price and revenue
would be constant in « in this case. For a firm that sells conditional upgrades at the optimal
upgrade price, the presence of strategic consumers is actually not a bad thing. Although strategic
consumers create the cannibalization effect of conditional upgrades, they also allow the firm to ben-
efit from demand expansion and demand segmentation reoptimization. By appropriately choosing
the upgrade price, the firm can compensate the revenue loss due to cannibalization by the revenue
gains due to the benefits of conditional upgrades and earn a higher revenue overall. Figure 4 plots
the firm’s optimal revenue in the stochastic model as a function of the proportion of strategic
consumers it offers conditional upgrades to, which is an increasing function. Therefore, given that
the upgrade price is properly chosen, the firm benefits from offering conditional upgrades to as

many consumers as possible even if consumers are strategic.

6.2. Free Upgrades

Next, we consider the extreme case where it is optimal for the firm to offer conditional upgrades
for free. As we mentioned in the beginning, the recent trend is that firms in the travel industry
are offering fewer free upgrades and introducing paid upgrades. The following theorem states that
the optimal upgrade price is zero when the regular products are very expensive (i.e., pr > u/v/3)

and the firm has such an overabundant high-quality product capacity (i.e., Ky > (AT /u?)[(u —
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Figure 4 Firm’s optimal revenue in the stochastic model as a function of the percentage of consumers offered
upgrades. (A=1, T=100, Ky =50, Kr =70, pg =150, pr =80, vr and vy are jointly uniformly distributed over
Q={(vr,vn):0<vr <wvyg <200})

pu +2pr)(u—py) +v(pr — pr)(2u — py + pr)]) that it could satisfy all demand for both product
types in expectation using only the high-quality product capacity when the upgrade price is zero.
Clearly, this is a very restrictive condition and is not very likely to be satisfied in reality. Thus,
our analysis indicates that the conditional upgrades should generally be fulfilled with fees, which

is consistent with the industry trend.

THEOREM 7. p} =0 if and only if pr > u/V3 and Ky > AT /u?)[(u — pg + 2pr)(u — py) +
V(pr — pr)(2u—pu +pr)]-

The trade-off that the firm is managing when giving free upgrades is as follows. When upgrades
are free, the firm will get a number of consumers, who would not have booked any product at
a higher upgrade price, to book regular products and accept upgrade offers. In the mean time,
the firm will earn less revenue from consumers that would have accepted upgrade offers anyway
at a higher upgrade price. As the regular product price pr becomes higher, we can clearly see
from Figure 2b that the number of the first type of consumers discussed above becomes larger,
and the firm also earns more additional revenue from each of these consumers (at p =0, the firm
earns pr from each consumer). However, the number of the second type of consumers discussed
above becomes smaller. Therefore, if the regular product price is high enough (i.e., pr > u/V3),
the revenue improvement due to the first type of consumers will dominate the revenue loss due to
the second type of consumers. Moreover, as Theorem 4 states, the optimal upgrade price results
in the upgrade probability equal to one. Thus, for p =0 to be optimal, we need the high-quality
product capacity to be larger than or equal to the expected demand for high-quality products and
upgrades, which results in Ky > (AT/u?)[(v — py + 2pr) (v —pr) +v(pr — pr) (20 — py + pr)).
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We provide the following example for the stochastic model where the optimal policy is to offer
free upgrades when the regular product price pg is high enough: A=1, T'=100, Kz =70, Kr = 50,
pr =150, v= 0.5, vg and vy are jointly uniformly distributed over Q = {(vg,vg): 0 <wvg <vg <
200}. For this example, Theorem 7 would predict that p; =0 when pp > 116. We find the exact

same result for the stochastic model (pf =0 if and only if pr > 116).

6.3. Cost of Ignoring Strategic Consumer Behavior

Finally, we investigate how important it is for the firm to take strategic consumer behavior into
consideration when offering conditional upgrades. We measure the importance of accounting for
strategic consumer behavior by the revenue loss (in the stochastic model) if the firm mistakenly
assumes consumers are myopic while they are in fact strategic. Myopic consumers do not consider
future utilities from possibly getting upgrades and make their booking decisions in a two stages. A
myopic consumer first chooses among booking a high-quality product or booking a regular product
(ignoring the upgrade opportunity) or booking no product. In the first stage, she books a high-
quality product if vy —py > max{vg —pg, 0}, books a regular product if vg — pr > max{vy —pmy, 0},
and does not book any product otherwise. If a myopic consumer books a regular product, then upon
receiving an upgrade offer, she accepts the offer if her utility from getting upgraded dominates her
utility from consuming the regular product. In the second stage, she accepts the upgrade offer if
Vg —Pr—P > Ur — Pr, Or equivalently, vy — vg > p. Table 6 gives the revenue loss results if the firm
mistakenly assumes strategic consumers are myopic. As the results indicate, the cost of ignoring
strategic consumer behavior is non-negligible and can be very significant in some cases (exceeding
10%). Across all 16 examples given in Table 6, the average revenue loss is 6.79%. According to
recent data from Sageworks which is a financial information company, the net profit margin of
U.S. hotel industry is 5% in 2013 and the five-year average margin is —1% (Biery 2014). Given
the low net profit margin in the hotel industry, the cost of ignoring strategic consumer behavior is

significant.

pr=30 10.80%  8.45% 6.39% 4.52%
pr=40 10.27%  8.16% 6.17% 4.40%
pr=>50 9.44%  7.57% 5.55% 3.83%
pr=060 8.09%  6.96% 4.85% 3.19%

Table 6 Percentage revenue loss in the stochastic model if the firm prices conditional upgrades assuming

consumers are myopic while consumers are strategic. (A\=1, 7'=100, Ky =70, Kr =50, y=1, vg and vy are

jointly uniformly distributed over Q = {(vr,vr): 0 <wvr <wvy <200})
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7. Revenue Performance of Conditional Upgrades

In this section, we evaluate the conditional upgrade strategy’s revenue performance. We will first
consider a firm that is a price taker on product prices but can set upgrade price, as we have
assumed so far. An interesting question is how much of the revenue potential does the conditional
upgrade strategy capture compared to setting product prices optimally? In Section 7.1, we compare
the conditional upgrade strategy to product price optimization. Our interesting finding is that
conditional upgrades as a lever can compensate for the firm’s lack of ability to optimize product
prices and even generate higher revenues than product price optimization. In Section 7.2, we
compare conditional upgrades to an alternative way of offering upgrades, in which case the firm
offers upgrades at the end of the booking period and can decide the upgrade price based on
demand realizations during the booking period. We find that the value of offering conditional
upgrades in advance and collecting consumers’ upgrading decisions in advance is in general greater
than the value of pricing flexibility for upgrades. Moreover, we will also consider a firm that is
not a price taker. As dynamic pricing would be another strategy that is naturally considered by
such a firm, in Section 7.3, we compare the revenue performance of conditional upgrades to the
revenue performance of dynamic pricing. Surprisingly, offering conditional upgrades outperforms

using dynamic pricing.

7.1. Conditional Upgrades vs Product Price Optimization

Following from our previous analysis for the fluid model, Corollary 1 states that when offering
conditional upgrades is profitable, offering conditional upgrades to all consumers (which is the
optimal strategy to offer upgrades, as shown in Theorem 6) enables the firm to capture all of the
revenue potential from optimally setting the price for high-quality products. Recall that as Theorem
4 indicates, when it is optimal to offer upgrades (i.e., when P} <pm— Pr), consumers choose to
obtain high-quality products through upgrades, and the equilibrium outcome is equivalent to the
firm selling regular products at price pr and high-quality products at price pr + p}. Thus, the
high-quality product price is replaced by pr + p} which results in a higher revenue (note that p}
does not depend on py). In this case, pr + p} is also the optimal high-quality product price for
a firm that is a price taker on only regular products. When it is optimal not to offer upgrades
(i.e., when p} = py — pr), however, the firm may increase revenue by increasing py. Thus, the
upgrade price can “correct” the price for high-quality products when it is sub-optimally high. This
is consistent with our finding in Section 6.1 that offering conditional upgrades can alter consumer
segmentation and shift more consumers to high-quality products. By offering upgrades, the firm

can offer a lower price for the high-quality products that is somewhat disguised.
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COROLLARY 1. Consider two scenarios: 1) the firm is a price taker on both product prices but
offers conditional upgrades, 2) the firm is a price taker on the reqular product price but the firm
can optimize the high-quality product price, and no conditional upgrades are offered. With v =1,
when it is optimal to offer upgrades in the first scenario, these two scenarios result in the same

revenue.

Next, we explore what happens with stochastic demand. We first establish an analytical result
for a special case of the stochastic model. Assume consumers have homogeneous valuations, vy for
high-quality products and vg for regular products (vg > py, and vg > pr). Theorem 8(i) states
that with stochastic demand, optimal upgrade pricing results in higher revenues than optimal high-
quality product pricing (Il (pj,) is the revenue when the firm is a price taker on only regular
products and can set the high-quality product price optimally). When demand is stochastic and
no upgrades are allowed, if the realized demand exceeds product capacity for either type, the firm
cannot capture this excess demand. However, with upgrades, during the booking period, the firm
does not allocate the consumers who accept upgrade offers to specific product types; after demand
is fully realized, the firm then gets to allocate more of these consumers to the product type that
has weaker demand. Thus, the firm is able to better match its capacity to demand and improve
capacity utilization. Moreover, Theorem 8(ii) states that optimal upgrade pricing even results in
higher revenues than optimal pricing for both product types if the original regular product price
is not too far away from optimal (II} , is the revenue when the firm is not a price taker and can

set both product prices optimally).

THEOREM 8. Consider the stochastic model with homogeneous consumer valuations.
(i) When pg > py; ,, we have 113 > Iy ((py .); moreover, 11 > 1y o(pk ) if vir — Pl = VR — Dr-
(ii) When py > py; . and pr is close enough to py, ., we have Iy > 11y | if vy — ply > VR — Pk -

Next, we examine our original stochastic model (with heterogeneous consumer valuations) numer-
ically. In Table 7, we compare the firm’s revenue when it is a price taker, IIy s, to 1) the revenue
when the firm offers upgrades at the optimal price (taking the product prices as given), II*, and 2)
the revenue when the firm is a price taker on only regular products and can set the high-quality
product price optimally, Iy ,(pj; ). We see that optimal upgrade pricing results in strictly higher
revenues than optimal high-quality product pricing. For example, suppose the firm is a price taker
selling regular products at price 90 and high-quality product at price 130. Suppose now that the
firm achieves flexibility to set price optimally for high-quality products. Optimizing pg results in
only a 0.13% improvement in revenue. However, if the firm keeps py at 130, pr at 90, and offers
conditional upgrades, it increases revenue by 1.30%. In all of the examples in Table 7, the firm

is able to obtain higher revenues by offering conditional upgrades than by being able to optimize
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the high-quality product price. Thus, Table 7 clearly shows that the conditional upgrade strategy
is a very valuable form of flexibility for the firm, and in fact may be at least as valuable as the

flexibility to set price for one product type optimally.

py =130 py = 140 pr =150 pr = 160

AH; AHNyé(p}iI,s) AH: AHNﬁ(p;I,s) AH; AHNS (p}{s) AH: AHN,é(p?{,s)

pr=060 4.57% 4.12% 10.44% 9.96% 18.65% 18.13% 29.75% 29.19%
pr="T70 2.93% 2.36% 8.36% 7.76% 16.28% 15.64% 27.27% 26.57%
pr=280 1.67% 0.98% 6.58% 5.85% 14.36% 13.59% 25.43% 24.58%
pr=90 1.30% 0.13% 4.96% 4.09% 12.67% 11.75% 23.97% 22.95%

Table 7 Percentage revenue improvements in the stochastic model from Ily ; (i.e., the revenue from not

offering upgrades and using the given product prices) by 1) optimal upgrade pricing (AIIL; = MMl ), and 2)

Iy, s

optimal pricing of high-quality products (Ally . (pFr,s) = w) (A=1, T=100, Ky =50, Kr =70,

Iy, s
~v=1, vr and vg are jointly uniformly distributed over Q = {(vg,vy): 0 <wvgr <wvyg <200})

In Table 8, we go one step further and compare the firm’s revenue when it is a price taker, Iy ,
to 1) the revenue when the firm offers upgrades at the optimal price (taking the product prices as
given), IT*, and 2) the revenue when the firm is not a price taker and can set both product prices
optimally, IT} ;. We observe that the flexibility of conditional upgrades in better allocating capacity
to stochastic demand allows the firm to earn higher revenues than optimizing both product prices
when the regular product price that the firm is forced to offer is not too far away from optimal.
For example, if the firm is forced to offer high-quality products at price 130 and regular products
at price 100, optimizing py and pr (the optimal product prices are pj; , =129.1 and p}, , = 92.7)
results in only a 0.36% improvement in revenue. However, if the firm keeps py at 130, pr at 100,
and offers conditional upgrades, it increases revenue by 2.92%. In Table 8, IT} > II}, , for at least
90 < pr < 100. Thus, the conditional upgrade strategy is effective in capturing the revenue potential
from being able to optimize product prices. Additionally, the benefit of conditional upgrades in
matching fixed capacities to stochastic demands is more significant when the capacity-demand
mismatch without upgrades is more severe. We can see this from the examples given in Table
8. The optimal product prices in this case are py ,=129.1 and pj , = 92.7. As we move py and
pr away from optimal so that the capacity-demand mismatch becomes more severe, the revenue

improvement of conditional upgrades increases.

7.2. Conditional Upgrades vs Last-Minute Upgrades

Now we consider another type of upgrades that the firm offers to consumers at the last minute
and compare it to conditional upgrades that are offered in advance. In this case, the firm offers
upgrades at the end of the booking period (e.g., at check-in), and chooses the upgrade price after

demand realizations during the booking period. During the booking period, strategic consumers
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pr = 130 pr = 140 pr = 150 pr = 160
AT AIl,, AIlF All,, Al All,. Al All,
Pr=70 2.93% 529% 8.36% 10.84% 16.28% 18.95% 27.27% 30.19%
pr=80 1.67% 1.81% 6.58% 6.72% 14.36% 14.52% 25.43% 25.61%
pr=90 1.30% 0.16% 4.96% 4.13% 12.67% 11.78% 23.97% 22.99%
pr=100 2.92% 0.36% 3.49% 2.73% 11.07% 10.25% 22.71% 21.80%

Table 8 Percentage revenue improvements in the stochastic model from IIy ; (i.e., the revenue from not

HH;N ), and 2)

optimal pricing of both product types (AIl} ; = %) (A=1,T=100, Ky =50, Krp =70, v=1, vg and vy

offering upgrades and using the given product prices) by 1) optimal upgrade pricing (AIl; =

are jointly uniformly distributed over Q = {(vr,vr): 0 <wvr <wvy <200})

choose among booking a high-quality product or booking a regular product or booking no product
based on the anticipated upgrade probabilities and prices. We use a similar (stochastic) model to
analyze last-minute upgrades; the model and analysis are described in Appendix C.

In Table 9, we compare the firm’s revenue when it is a price taker, IIy s, to 1) the optimal revenue
when the firm offers conditional upgrades, II*, and 2) the optimal revenue when the firm offers
last-minute upgrades, II7 , .. As Table 9 shows, conditional upgrades result in higher revenues than
last-minute upgrades in all cases. Across all examples given in Table 9, on average, conditional
upgrades improve the revenue by 13.08%, whereas last-minute upgrades improve the revenue by
only 2.36% (offering last-minute upgrades may even decrease the firm’s revenue in some cases).
Although last-minute upgrades give the firm more pricing flexibility (i.e., the firm can dynamically
determine the upgrade price based on demand realizations during the booking period), conditional
upgrades give the firm other advantages that appear to be more valuable. First, the firm has better
flexibility in managing capacities with conditional upgrades. By offering upgrades in advance and
letting consumers reveal their upgrading decisions in advance, the firm is able to better control
the time to stop selling each product type and improve its capacity utilizations. With last-minute
upgrades, the firm loses the ability to observe consumers’ upgrading decisions in advance, and
hence cannot improve capacity utilizations as effectively. Second, with conditional upgrades, by
committing to the upgrade price up front, the firm can induce more consumers, who would not
purchase any product without upgrades being offered, to purchase from the firm. With last-minute
upgrades, however, the demand expansion effect is weakened. Across all examples given in Table
9, on average, conditional upgrades generate 13.61% more demand than last-minute upgrades.
Additionally, with conditional upgrades, the firm can overbook regular products without having
to “bump” consumers during check-in, because by observing consumers’ upgrading decisions in
advance, the firm can overbook regular products as long as it knows that enough consumers (who
have accepted upgrade offers) can be switched to high-quality products. However, if upgrades are

offered at check-in and the firm overbooks regular products, it has the risk of having to bump some
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consumers. In this case, the firm chooses the upgrade price at the end of the booking period based
on its belief about the probability of consumers (who have booked regular products) accepting the
upgrade offer. It may occur that not enough consumers are actually willing to pay for the upgrades
at the price chosen by the firm, so the firm will incur penalty costs from bumping consumers. Note
that in the examples given in Table 9, the penalty cost per consumer, ¢, is equal to zero. So, we are

comparing the conditional upgrade revenue to an upper bound of the last-minute upgrade revenue.

P = 130 i = 140 P = 150 P = 160
pr=060 4.57% 0.05% 10.44% 4.03% 18.65% 5.03% 29.75% 14.86%
pr="70 2.93% —0.03% 8.36% 0.06% 16.28% 0.68% 27.27% 5.98%
pr=380 1.67% 0.23% 6.58% —0.06% 14.36% 0.09% 25.43% 5.69%
pr=90 1.30% 0.83% 4.96% 0.21% 12.67% —0.01% 23.97% 0.19%

Table 9 Percentage revenue improvements in the stochastic model from Iy ; (i.e., the revenue from not

offering upgrades and using the given product prices) by 1) offering conditional upgrades (AII; = H*r;;i\’ ), and
2) offering last-minute upgrades (AIl},, , = W) (A=1,T=100, Kg =50, Kr=70, y=1, ¢=0, vg and

vy are jointly uniformly distributed over Q = {(vr,vr): 0 <vr <wvy <200})

7.3. Conditional Upgrades vs Dynamic Pricing

As we have seen, the flexibility of conditional upgrades in better allocating capacity to demand
allows a product-price-taking firm to achieve higher revenues than being able to optimize product
prices and offering last-minute upgrades in many cases. Now, suppose the firm is not a price taker
at all and can set both product prices optimally. In Table 10, we compare the firm’s revenue from
optimal product pricing, IT} ,, to 1) the optimal revenue from the conditional upgrade strategy
(using the optimal static product prices), II*, and 2) the optimal revenue from dynamic pricing,
I}, ,. We use the classic multiproduct dynamic pricing model in Gallego and van Ryzin (1997) to
compute the expected revenue from optimal dynamic pricing.!? Interestingly, we find that condi-
tional upgrades generate more revenues than dynamic pricing in all examples in Table 10. The firm
gains different types of flexibility from conditional upgrades and dynamic pricing. By using dynamic
pricing, the firm can adjust the allocation of consumers to different product types by changing
product prices during the booking period. However, the firm does not have the flexibility to change
product assignments after purchase. With conditional upgrades, the firm’s product assignments of
consumers who have accepted upgrade offers are made after demand is fully realized. As Table 10
shows, the ex-post allocation flexibility created by conditional upgrades has more revenue potential
10 Note that in Gallego and van Ryzin (1997), consumers do not postpone their purchases due to the anticipated

future price drops. Thus, the dynamic pricing revenue we are comparing the upgrade revenue to is an upper bound
on dynamic pricing revenues (Levin et al. 2010).
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than the pricing flexibility created by dynamic pricing. Therefore, for a firm that is not a price
taker and has the ability to set optimal static product prices, the conditional upgrade strategy can

serve as a substitute to dynamic pricing and in fact generate higher revenues.

AIl: AIl,, AL All,, Al All;,, AL All,,
Kr=50 6.42% 5.19% 4.02% 2.43% 3.07% 2.21% 1.95% 1.75%
Kr=060 6.42% 5.20% 4.02% 2.43% 3.07% 2.21% 1.95% 1.75%
Kr="70 6.42% 5.20% 4.02% 2.43% 3.07% 2.21% 1.95% 1.75%
Kr=280 6.42% 5.20% 4.02% 2.43% 3.07% 2.21% 1.95% 1.75%

Table 10 Percentage revenue improvements in the stochastic model from II% . (i.e., the revenue from optimal

product pricing without upgrades) by 1) optimal upgrade pricing given the optimal product prices
(AIL: = Al ), and 2) optimal dynamic pricing (AIL}, , = %) (A=1, T=100, y=1, vg and vy are

Ty, s

jointly uniformly distributed over Q = {(vg,vn): 0 <wvr <wvy <200})

Even if the firm is a monopoly in the local market and can freely determine its product prices,
implementing variable pricing (i.e., charging different prices for the same product consumed at dif-
ferent times) or dynamic pricing (i.e., changing the price over time for the same product consumed
at the same time) may still create consumer dissatisfaction. Recall that many hotels are having a
hard time to convince business consumers to accept dynamic pricing. While variable pricing has
become more acceptable over time in travel-related industries, most firms still have constraints
on how much they can freely adjust prices based on demand. For example, if demand is very low
on a given day, optimal pricing for that particular day may result in the hotel setting severely
discounted prices for its rooms. But many hotels are reluctant to do that as they believe offering
rooms below certain price levels may undercut their image and damage their brand. Compared
to changing the product prices, changing the upgrade price may be a more benign strategy. The
hotel would not suffer from reputational effects as consumers would usually consider upgrades as a
benefit offered to them. Thus, overall we conclude that the conditional upgrade strategy is a very

good alternative to unconstrained variable/dynamic pricing.

8. Conclusion

In this paper, we study the conditional upgrade policy that has become popular especially in the
travel industry. We model the consumers’ strategic behavior of anticipating the upgrade probability
when making booking decisions and derive the firm’s optimal upgrade price incorporating the
strategic consumer behavior. We find that offering conditional upgrades improves the firm’s revenue
so long as the product price differential is not too small. Thus, our paper provides conditions

on when firms will benefit from conditional upgrades. We also find that unlike the “markdown
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pricing” settings, the existence of more strategic consumers benefits the firm when the firm offers
conditional upgrades.

Moreover, we derive managerial insights about why the conditional upgrade strategy is effec-
tive in generating more revenues. First, conditional upgrades expand the firm’s demand as some
consumers, who wouldn’t buy any of the products without the upgrade option, start purchasing
when conditional upgrades are introduced. Second, the optimal upgrade pricing strategy can work
as a product price correction mechanism and reoptimize the firm’s demand segmentation. With
conditional upgrades, more consumers become willing to purchase high-quality products (includ-
ing purchasing through upgrades). This is especially helpful when the firm’s high-quality product
demand is weak. By properly offering conditional upgrades at the optimal upgrade price, the firm
can capture at least the revenue potential from optimizing the high-quality product price. Third,
the conditional upgrade strategy is one novel way of risk management. The extra flexibility created
by the upgrade channel allows the firm to better allocate its capacities across product types to
stochastic demands and improve utilization. We have seen that the conditional upgrade strategy
not only can compensate for the firm’s lack of ability in setting its product prices optimally, but
it can also result in even higher revenues than optimized product prices. If the firm already has
the ability of setting static product prices optimally, we have observed that offering conditional
upgrades can generate higher revenues than using dynamic pricing. We have also seen that con-
ditional upgrades generally outperform last-minute upgrades. Finally, we have derived a simple
fluid model which can be very effective in estimating optimal upgrade prices for the underlying

stochastic model even when overall capacity is very low.
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Appendix A: Proofs of Theorems and Lemmas
LEMMA Al. For any ay,as,as,by,bs, bz € [—1,1], we have
(i) laraz — biba| < |ay —by| + |ag — ba].
(1) |arazas — bibabs| < |ay — by | + |ag — ba| + |ag — bs].

Proof of Lemma A1 (i) |ajaz — biba| = |az(a; — by) + b1 (as —be)| <|ay — by| + |az — ba|.
(ll) ‘0110,2013 — b1b2b3| = |a2a3(a1 — bl) —|—a3b1(a2 — bg) —|—b1b2(a3 — b3)| S |a1 — bl‘ + |a2 — b2| + ‘ag — b3| D

LEMMA A2. Let Ny, and N,, be two Poisson variables with means A1 and Ay, respectively. n >0 is an
integer. Then, for every n, there exist a.(n),a,(n) € (0,1] such that
(i) | P(Nx, < 1) = P(Ny, <n)| < ac(n) A = Xa.

(i) | P(Na, =n) = P(Nx, = )| < (1) [Ar = Aal.

Moreover, a.(n) is decreasing in n.

Proof of Lemma A2 (i) The case of n > 1 is proved by Caldentey and Vulcano (2007) (Lemma A3 in
online appendix). In particular, a.(n) = P(N,, =n). When n =0, | (N, <0)—P(N,, <0)|=|e ™ —e 2| <
sup{e *} |A1 — Xa| = |1 — Az|, hence a.(0) = 1. It is easy to see that a.(n) € (0,1]. a.(n) is decreasing in n
?)zgause a.(n+1)/a.(n)=(1+1/n)"e ! < 1.

(ii) When n=0, a,(n) = a.(n) =1. When n > 1,

e MAT ey

n! n!

|]P)(N)\1 :n)i]P)(Nkz :n)| =

|>\1 —)\2| d(e”‘)\")
<
= R A

We have 42" — e X" 1(n — ). Thus, d(%;yb) >0 for 0 < A <n and d(%:*n) < 0 for A >n. More-

ax
over, L") e A" 2[A\? — 2n\ + n(n — 1)]. Solving LA 0 yields A=n — vnoand A=n+/n.

da2 dia2

n! A>0
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Since 42" d(iiw) = 0, we know that

=0 and it follows from L’Hospital’s Rule that lim,_ .
A=
SUPy~q {‘d(%;v)ﬁ is attained at either A=n —/n or A=n+ /n. Thus,

{' d(e;\)\")

sup
A>0

b= ma {0 - Ve o V)

and hence

a,(n) = max

{e@m(n—\/ﬁ)” i eV () af} _ max BN,z =) P(Nop =)}

n! n!

3

It is easy to see that a,(n) € (0,1]. O
LEMMA A3. For any a,b € [—1,1] and integer n >0, we have |a™ — b"| <nla—b|.

Proof of Lemma A3 |a™ —b"|=|a—b|-|Y> ", a'b" "
Proof of Theorem 1 In order to show the existence of ¢*(-), we need to prove that the mapping b(q(-))

<la—0b]-301 ) jabm 1 <nla—b|. O

from Q to Q has the fixed-point property. By the Schauder-Tychonoff Fixed-Point Theorem, we need to
prove: 1) Q is convex and compact, 2) b(gq(-)) is continuous. Convexity of Q is easy to verify. To prove
compactness, by the Arzela-Ascoli Theorem, we need to prove that Q is closed, bounded, and equicontinuous.
Closedness and boundedness of Q are easy to verify. To prove equicontinuity, first pick a ¢(-) from Q. For any
t1,ty € [0,T], we have |q(t1) — q(t2)| < supg<,<p{|q'(t)[}[t1 —ta]. Next, let §' = sup,()cosupg<,<r{ld'(t)[}-
Note that ¢ is finite because each ¢(-) is bounded. Then, for any e > 0, there exists § = ¢/q such that if
|t1 —t2| <6, then for all ¢(-) € Q, |q(t1) — q(t2)| < J'|t1 —t2| < e. Thus, we have proved equicontinuity of Q.
Next, we prove that b(g(-)) is a continuous mapping. In order to obtain a sufficient condition for the

uniqueness of ¢*(-), we will prove a stronger result that b(q(-)) is Lipschitz continuous, that is, there exists

a constant & > 0 such that for any ¢;(-),q2() b(q1(+)) — b(g2(: H <ala() - q2(~)HDO. For a given

arrival time ¢, we start by bounding |b(q1(+)) — b(gz2(+))| from above as follows:
|9(a1(NA(e2()) = 9(a2(Dhlar ()] _ 9(a1(-) = 9(@())] +[Alar () = P(aa ()]
h(g1(-)h(g2(-)) N (a1 () (g2(-))

where the inequality follows from Lemma A1(i).

[b(a1()) = blg=()| = , (A1)

We analyze (A1) part by part. We first bound the denominator of (A1) from below as follows:

h(qi(+)) = P(Nu(T|q:(")) < Ku, Nr(T'lq1(-)) < Kr, Nu(T)q1(-)) + Nu(Tlq1(-)) + Na(T|q: (")) < Ku + Kr)
P(NA(T) < K, Nx(T) < K, Nx(T) < K + Kr)

def
Qp,

v

where N, (t) denotes the Poisson process with rate A\. The above bound is also valid for h(ga(+)), hence
h(a(-)h(az(-)) = o (A2)

Now, consider the numerator of (A1). To bound |h(g1(-)) — h(gz2(+))| from above, we can write h(q(+)) as

Ky—-1Kp—1

Z Z P(Ng(tlq(-)) =iu) P(Nr(tlq(-)) =ir) P(Nu(tlq(-)) < Ku + Kr —in —ir)

ig=0 ir=0
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Then, we have

|h((11(')) - h(Q2('))|

Kyg-1Kp—1

< Z Z ]P)(NR(ﬂql(')):iR)“P(NH(ﬂql(')):iH)P(NU(t‘ql('))<KH+KR_Z'H_Z.R)

ig=0 ir=0

—P(Nu(tlg2(-)) = i) P(Nu (taz (1)) < K + K —im — i)

Ky—-1Kp—1

Z Z P(Nr(tlgi () =ir) | P(Nu(tlgi(-) =in) — P(Nu(tg2()) = in)|

+ Z Z P(Ng(tlq:(+)) ’]P’ Ny(tlgi(-)) < Ky + Kp —ig —ir) = P(Nu(tlg2(+)) < Ku + Kr — iz —ir)|,

ig=0 ir=0

where the first step follows from the fact that Ny (t|q(-)) does not depend on ¢(+), and the second step follows

from Lemma A1(i). Define & (tlg(-)) = vEx (ta() + (1 = 1)EL (ta()), Eutle(-)) =& (ta()), Ealtla() =
YR (tq(+)) + (1 —~)ER(tlg(+)) as the proportions of total demand rate A for Ny (¢|q(+)), Ny (tlg(+)), Nr(tlq(:)),
respectively. We can bound ’ P(Ng(tlgi(+)) =in) —P(Ng(tlg2(:)) = zH)‘ as follows. Using Lemma A2(ii) yields

’P(NH(t|Q1(')) =iy)— P(NH(t|QQ(')) = ZH)’ < Ofp(iH)

/0 Aler(s1a1() — En (sla>()] ds
< ay(i)A / €1(sla1 () — & (slas ()] ds

< ay(i)AT |[€nr(tar () = €n(tlaa())]| ..

Similarly, We can use Lemma A2(i) to obtain |P(Ny( t|q1( )< Ky+Kgr—ig—ir)—P(Ny(tlg2(-)) < Ky +
KR—iH—iR)’ SaC(KH—l—KR—l—iH—iR))\THfU (tlqr () = Eu(tlg2(+) H . Combining these two inequalities
teads to [h(a1()) — hlgs(-))] < (&) [én (e () — 5H<t|q2 .o+ awr O]|go (tan () — € (tlaa()]] . where

Ky—-1Kp—1

api(t) = AT Z Z P(Nr(tlg1(-)) =ir)o(in),

ig=0 ig=0
Kyg—1Kp—1

aUl —AT Z Z NR t|(Z1 —lR)aC(KH+KR—1—ZH—ZR)

ig=0 ig=0
We further bound a g (t) and ayq(t) as follows:

Ky—1 Ky—1

am (t) = XTP(Np(tlar (1) < Kz) Y op(in) SXT Y o (in) <= apm.
ig=0 ig=0
Similarly,
Ky—-1Kp—1
ap1(t) < AT Z Z P(Nr(tlg1(+)) =ir)ae(Kg —in)

g=0 ip=0

Kg—1

= ATP(Nr(t|q:(-) < Kr) Z o (Kp —in)
i =0

H
<A alin) == oun,
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where the first inequality follows from Lemma A2(i) that a.(n) is decreasing in n. Thus, we have obtained

that
|h(q1 () = hla2 ()] < cm [|én (tlar () = Eu(tla2()]| L + e [|€o(tlan () —&o(tlaa ()] .. (A3)
Next, we bound [g(q1(+)) — g(g2(-))| from above. If 7 (q(-)) < 77(q()) and 75 (q(-)) < T, then g(q(-)) =0.
Thus, we can write g(q(-)) as g(q(-)) = g1(a(-)) + g2(a(-)) + g3(q(*)), where
91(q()) = P(rr(q(-)) <7r(q(), 7r(a(-)) < T)g(a()lr(a(-)) < 7r(a()), Tr(a(:)) < T),
92(q()) = P(ru(a(-)) > 7r(a(-)) r(a()) > m(q(-)), 72 (q()) < T)
9(a()lmu(q() > 72(a(-), 7r(q(:)) > 7r(q(), 72 (q(-)) <T),
93(q()) = P(ru(a(-)) > T, 7r(q(-)) > T, 72(q()) > T)g(q()Imu(a(-)) > T, 7r(q(-)) > T, 7r(q(-)) > T).

E

Now we consider each term of g(q(-)). Define mz(t|q(+) fo Ar(t|q(+))dt as the mean value function of
Nr(tlg(+)). Define f, 4y (t) as the probability density function of 7x(q(-)), and f.,.(4.))(t) as the probability
density function of 77(g(+)). We have

e~ R [y DER=INER .
Fratatn (1) = OIS D) (o) = K~ Dt

and similarly,

frr(a(n(®) =P(Ng(tlg(-)) + Nu(tl(-) + Nr(tlg() = Ku + Kr = 2)A [€u (tlq(-)) + So (tlq(-) + Erltlq())] -

91(q(+)) can be written as

T

914()) = [ fraa)(89)P(Nu(slg() + Nu(slg() < Kn —1)ds

t

92(q(+)) can be written as

Ky—1Kp—

0= [ o | £8 et

ir=0

‘P(Nu(slq(-)) =in, Nr(slq(-)) =ir, Nu(slq(")) = Ky + Kr — 1 — iy —ig|Tr(q()) = 5)] ds

:/t P(Nr(sla(-)) + Nu(slg(-)) + Nr(sla(-)) = Ku + Kr — 2)A [Eu(slq() + o (slq() + Er(sla(-))]

Ki”(i Ky—iy (KH+KR—1) (KH+KR—1—iH)
KH+KR_ZH_7'R ) ]

o N S S P S 5] S }ds-

93(q(+)) can be written as

Ky—1Kp—1Ky+Kr—2—ig—ip

=> > Z P(Nu(T)q()) = i) P(NR(Tla(-)) = ir)

ig=0 ip=0

B(No(Tla() w)m{K;Uf +§H,1}.
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Next, notice that

19(a1 () = 9(a2())] < [91(a1 () = g1 (a2 ()] + |g2(a1 () = g2(a2 ()| + | 93(a1 () — g (a2 (-))]- (A4)

, we can bound each term in the

By using the same approach that is used to bound |h(q(-)) — h(gz(-))
right-hand side (RHS) of (A4) from above. Bounding the first term in the RHS of (A4) results in

191(a1(-) = 91 (a2 ()] < ama|€n (tar () = Eu(tlaz ()] + awel|€o (tlai () = Eu (tla= ()], (A5)

where ays = ays = (AT)2a.(Ky — 1). Bounding the second term in the RHS of (A4) results in

|92(91(')) - 92(92('))| < 06H3H§H(t|(11(')) - §H(t|fh('))||oo + 04U3H5U(t|‘h(')) - fU(ﬂ@('))Hooa (A6)
where
ouprs = )\T{)\Tap(KHJrKRQ) i i i <KH +iKR— 1> (KH+Kf 1 ¢H> _ ii(éfH_—;H)_i }
ays = )\T{)\Tap(KH +Kr—2)+1

ZH ’LR KH+KR_7;H_iR

Kp—-1Kg-1 . . .
KH+KR_1 KH+KR_]-_ZH (KH+KR_]-_ZH_ZR)(KH_ZH)
S (e e ) |

ig=0 ip=0

Lemma A3 is used in deriving ovr3 and 3. Bounding the third term in the RHS of (A4) results in |g3(q1(-)) —

93(02(-))| < mra () ||€ (tlar (-)) — € (tlaz () || L + ava(t)||€o (tlar () — Eu (tlga(-)) || ., where
Ky—-1Kp—-1Ky+Kp—2—ig—ip iy
an®) =AY Y S BTl () = i) min { S 1
Ky-1Kr—1Ky+Kp—2—ig—ip .
apa(t) = AT > > > ]P(NR(T|q1(~)):iR)ap(iU)min{KizH,1}.

ig=0 ip=0 iy=0

We then have

Ky—1Ky+Kp—2—ig

. K —1 e
aps(t) < AT Z Z aP(ZH)mm{zj—i—f’l} d:faH4,

ig=0 iy=0
Ku—-1Kp+Kp—2—ig

. . K _Z e
apa(t) < AT Z Z aP(ZU)mm{M’l} Eam.

ig=0 iy=0

Thus, we have obtained that
193(01(-)) = 93(a2())| < amal|€r(tlar () = Eu(tlaa ()| . + val|o(tlar () — Eu (tlaa ()] . (A7)
Thus, by plugging (A5), (A6), (A7) into (A4) and then plugging (A2), (A3), (A4) into (Al), we obtain

[0(q1(-)) = ba2 ()] < an||€u(tlar () = €u (a2 ()|  +av|€o (tlar () = o (tlaa ()] . (A8)

where

Qg1+ g+ ag3+ gy ay1 + ayz + ays +04U4
ag = 5 , ay =
(o' ap

Note that ay and oy do not depend on t.
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It remains to bound H§H(t|q1( ) —Em(tlg() H and H§U(t|q1(~)) & (tlga(+) H from above. Define vy =
sup{vy : (vr,vg) € O}, vy =inf{vy : (vg,vy) € Q}, Ur =sup{vr: (vr,vy) € Q}, vy =inf {vg : (vg,vy) € Q}

Fix t, and without loss of generality, assume ¢;(t) < ¢2(t). First, consider HfH(t\ql( ) — & (t|ga(+) ||

&UM@D=7/W[

pH—PR—4(t)P
1—q(t)

have
pg—PRr—a(t)p

/mwlw ”mwmm%wﬂkmww»

<R

Since max {UH - ,QR} is decreasing in ¢(t), we have

€ (tlar (1) — En(tlaz(1))|

PH—PR—41(H)P

VEr max{vH7WwﬂR}
- FY/ / flog,vg)dvg| doy
PH max{uhﬁw ER}

1—qa(t

o P —DPr—q()p P —Pr—q(t)p
<7y sup f(vg,v / [max{v — " Vp—MaAX{ Uy — ————————— .V dvy.
(vR,vH)EQ{ (0, Vi) } - " L—q(t) & . 1—qa(t) f .

Define

if vy >py —pr+ Vg,
otherwise.

= VH—VR—P

Py —Pr— 9P
1_q>”R}

vg—pPH+tPR—VR
qH:sup{0<q<1:vH— {

It is easy to see that qx <1, and vy — W > vy if and only if ¢(t) < §g. Then,

maxd oy, Pr=pr—a@®p f  pu—pr—@:@t)p
H 17q1(t) YR H 1*(]2(1&) 'ZR

_ {v _ pu —pr—min{q (¥), ciH}p] B {v P —Pr— min{qz(t)@z}p}
f 1 —min{qi (), } O T —min{qa(t), qu(t)}
_ (P —pr —p) [min{qs(t), ¢u } —min{q:(t), Gu }]
(1 —min{q:(¢), gu}) (1 — min{g2(t), g })
< PP R (5(8) — an (1)

T (-an)’

Thus,

| (tlar (D) = Eu(tla2(t)] <5 sup {f(vr,va)} (P —pr — D) [g2(t) — 2 (1)) /vH

(vR,vH)ERQ PH (1*QH)2
oy la2(t) —au(t)],

where

('UH *QR 7p)3 - (pH - min{QRapR} p)B] .

[ su VR, Vg H — Pr — Up — RJr
ay =7 sup {f( )} (P —p p)[( Pr)" + 3(pu —pPr—p)?

(vRr,vH)EQ

Note that af; is finite because (2 is finite. Then, we have

|6 (tlar (8) — €u (tlaz(t)| < ayfaa () — a2 ()| - (A9)

Second, consider ||&;(¢[q1(+)) —fU(t|q2(~))Hoo. We have

UH VH—P PH vE—P
fU(t|Q(t)) = ’Y/ / f(URaUH) dvg| dvg +’7/ / f(UR7UH) dvg| dvg.
P max{vH—pH PR— ')J(t)p ER} PRtD PR‘FQ(lt)P*LI(t)”H

T—q(t —q(t)
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Note that we write the lower bound of the second integration as pr + p instead of v;; because for vy < pr+p,

we have vg —p < % for all ¢(t). Since max{vH - %&R} is decreasing in ¢(t) and

prtalr—aMvn g qecreasing in q(t) for vy > pr + p, we have

1—q(t)

PH—PR—41(1)P
YR

VH max{vH— Tyt JUR
o ltlan(®) ~ & (tlaa(®)] = [ V { oo }f(uR,vmdvR] Qv

1—qo(t) =R
pr+a1(Mp—a1 vy

PH 1—q1 ()
+f}// f(’UR,’UH)d’UR d’UH
P

Prtaa(t)p—qa(t)v
r+p = 21_q2(t)2 i

rrta1(t)p—a1(t)vy

< oy [a2(t) — 0 (8)] +4 / [/ f(vR,vavR] dvs.

Prtaa(t)p—aqa(t)v
PrR+P e E

We can write the last integration equivalently as

prta1(t)p—a1 (H)vy R—V

PH 1—q1(t) PR UR+p+pQ1(t)R
Y tan(®) o f(’UR7 ’UH) dvg| dvg =7 f(vm UH) dvg | dvg.
— v —v
prtp [/ PR ‘121752(32 = v vp+p+ PR LR

=R a2 (t)

Now we bound this integration from above case by case. Define Gy as the solution to RETIUP—duvh —

- v
1-qu =R’
S0 qu = piﬁ_‘%. At q(t) = qu, % = vg becomes the negatively-sloped diagonal of the rectangle
YR

{(vr,ve) 1 vp VR <pr,pr+p<vy <pu}.

o If ¢1(t) < go(t) < qu,

[ g e
—Pr—P)g2(t) —qa(l

7/ fe(vg,vg)dvg| dvg <y sup  {f(vg,vm)} (wa —Pr—P)la:(t) ~ a1 (7] doy

PR+P % (vR,vp)EN PR+DP [1 —q1 (t)] [1 — 42 (t)]

B —aq(t) [
<7y sup {f(vR,vH)}M/ (vg —pr—p)dvy
(vr,vH)EQ (1 - QU) PR+P
= oy lg2(t) — a1 ()],
where
, (pr — v —p)°
Qy =7 sup {f(”UR,’UH)}f-
(vpwg)EQ
o If gy < qu(t) < qa(t),
PR vR+p+7p§';(:>R PR — t) — t
p Ur) |4 q
7/ / f(r,vg)dvy | dvg <y sup {f(vRaUH>}/ (Pr )[4 (7) 1(0)] dug
B (vR.vm)E€Q vn ¢ (t)g2(t)

<y swp {flomvg)) 2O 0O [

=2
(vrvg)EQ QU
oy [g2(t) — qu(t)] .-

Pr — UR) dvg
YR

o If ql(t) < (jU < QQ(t),

prta1(t)p—a; (v

pH 1—q1(t)
5 ot o flog,vg)dvg| doy
P q r—q v
pRrR+P %W

prta1(t)p—a1 vy

v [P pr | pondtpt PR
vy o f(vg,vg)dvg | dvg +7 f(vg,vg)dvy | dug
PRTP 7PRHKP{;UWH v vp+pt A B

R q2(t)
oy [qu — ()] + oy [g2(t) — qu]

= ay [¢2(t) — (1)

IN
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Thus, we obtain that | (t[q1(t)) — &u(t|g2(1))| < ar [g2(t) — qu(t)], where o, is finite. Then, we have

6o (tlar () = Eu(tla2(D))| < o f|ar () = a2 ()] . (A10)
Finally, by plugging (A9) and (A10) into (A8), we obtain that [b(¢1(-)) —b(g2(-))| < @||q1(-) — g2 (- ||oo where
& = ayaly + ayaj, and @ does not depend on ¢. Then, we have ||b(q:(-)) — b(gz(- H < a”q1 —q0)|

Therefore, we have proved the Lipschitz continuity of b(¢(-)), and hence the existence of ¢*(-). If & < 1, b(¢(-))
is a contraction mapping from Q to Q, hence ¢*(-) is unique. ¢*(-) is increasing in ¢ because of the following.
For every sample path, g(q(-)) is constant in ¢ for ¢t < 7(g(-)) and is equal to zero for t > 7(q(-)). It is easy to
see that h(q(-)) is decreasing in ¢, hence after taking the average of g(q(-)) for each sample path, we know
that b(g(-)) is increasing in t. Therefore, the solution to b(g(-)) = ¢(-) must be increasing in ¢. The whole
proof is complete. [

Proof of Theorem 2 (i) For any ¢(-) and any ¢, as n — oo, by the Strong Law of Large Numbers, we have

IO [oslaas s,

NECD . [outelatyds s

Moreover, as n — 0o, we have

mi(a() = inf {¢> 05 Nj (tla() + Ng (¢a() + 1+ Na(tla()) = nk +nka}
o {0, NillaC) | N0 | 1 NEUED g, o )

+
n

t
— inf {t >0: / e (slg(:)) + A (slg(-)) + Ar(slq(+))] ds > Kg + KR} a.s..
0
The convergence of 74 (¢(-)) and 77(q(+)) follows from the same approach, then the convergence of 7" (¢(-))
is obtained.

(ii) To derive ¢>*(-), we need to first derive g*°(¢(+)) and h*°(q(-)) and then derive b>(q(-)). First,

¢~(a()) = Jim E { i Nl DO }-ﬂ{tschm}

n—00 N7, (t|a(-)), Nz (tla(-)), N2 (tla(-) (Dlg(-)+1

. nKH—N" (> (a(:Dlg(N]" . "
_“1%0N';;<t|q<~>>,Nz;<[tEq(->>,N£<tq<->>{ { Ng(r>(a(-)lg(-)) +1 }} HE<7=@O)}

n

_ NE (= (()le( ))}
= lim 1
n—00 Ni (tlg(+)), N (tla(-)), Ng (tla(-))

N”(roo<q<>>|q<>>+; ’ H{t<77(q(-))}

(K= 77 Aatla() ar]

. ) -
= min fOToc(q(‘))/\U(ﬂq(.))dt A 1{t<7(q())}-
Second,
B(g()) = lim P (Nﬁ(iq(-)) <Ky NE(QQ(')) < K, N}}(jllq(')) n N?}(?;lq(')) n N}%(i\lq(-)) <KH+KR>

— P(/O /\H(slq(.))ds<KH,/O AR(s|Q(.))ds<KR,/O A (sla()) + Au(sla(-) + Ar(sla())] dS<KH+KR>
= 1{t<7>(q(")}-
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For t < 7>(q(-)), b>(q(+)) is constant in ¢, hence so is ¢**(-). Note that for ¢ > 7>(¢(+)), b>=(q(-)) is not
defined. Since the upgrade probability is irrelevant in this case, without loss of generality, we let 5> (g(-))
take the same value as t < 7°°(g(+)) to preserve the differentiability of 5>(g(+)). It then follows that ¢>*(-) is
given by Part (ii) of the theorem. [O

Proof of Theorem 8 With uniform valuation distribution, the formula of 7°°(¢) in Theorem 2 reduces to

Kpg if Kpg Kpg+Kp
;\{H(Q) /\H(Q) - >\HI§Q)+>‘U(Q)+>\R
n oo _ ) Kg
7(q) = R if £8 )\R = )\H(q)+)\U(q)+)\R (Al1)
Ky+Kp if Kp Kp+Kp and Kgr > Kp+Kp
A () +Au (@) +Ar Ap(e) 7 Ap(a)+iv(d)+Air AR Ap()+iu(@)+Ar”

(i) g5 =1 corresponds to Case b, where g; =1 requires Ky > (A% + A%)7°°(1). We will show that Ky >
(A5, + A)7(1) is equivalent to Ky > (A + A5)T. First, if 7°°(1) = Ky /Y, since Ky /Ao > Ky /Xy > T,
we have 7°(1) = min{Ky /A, T} = T. Second, if 7°°(1) = K/}, since Kr/\y > Kr/A\% > T, we have
7°°(1) =min{ K/, T} =T. Third, if 7°°(1) = (Ky + Kg)/(AY + A%, + AL), suppose 7°(1) < T, then it is
easy to see that Ky > (A5, +A%)7°°(1) is equivalent to K /A% < (K + Kg)/(A% + A% + %) which contradicts
the second condition in (A11) for 7°°(1) = (K + Kr) /(A% + A% +A%) to occur. Thus, we also have 7°°(1) =T
in this case. Overall, Ky > (A% + A% )7°°(1) is equivalent to Ky > (A + A)T. Since A, + X!, is decreasing in
p, if Ky > (A% +X\8)T at p=0, that is, if Ky > (AT /u?)[(v—pu +2pr)(u—pu) +7v(pu —pr)(2u—pu +Dpr)),
then g, =1 for all 0 <p <py —px.

(ii) Next, consider the case of Ky < (A\T/u?)[(1 —~)(u—pu + 2pr)(u —py) +v(u® — p%)]. We first char-
acterize when ¢; = 1. In Case b, solving Ky = (A5, + \2))T yields p = p. Since (A + A%)T is decreasing in p,
gr=1forp>p.

Now we derive ¢; for 0 < p < p. We first derive ¢q; for the case of 7°°(¢;) > T and then incorporate
the case of 7°(q;) < T. When 7°°(q;) > T, Cases ¢, d, e may occur in sequence as p decreases. Since
(pr —pr —q;p)/(1 —q;) =00 >u at p=p, we are in Case ¢ where (1) becomes q = [Kgyg — X, T]/[AG(q)T).
Solving (1) yields

Su? — (u—py +2pr)(u—pr) +7(u—py +pr)?
g5 = 2L H R H H T PR (A12)

v(u—p)?
which is increasing in p. Then, solving the condition for Case ¢ (py — pr — q,p)/(1 — q;) > u yields p > p,

hence Case ¢ occurs where ¢; is given by (A12) for Q* < p <p (note that p can be negative). For 0 <p < Q*,
Cases d and e may occur. In Case d, (1) becomes g = [Ku — A% (q)T]/[A\¢(¢)T]. Solving (1) yields

KH u? — (u—py +2pr)(u—py)

Ky

(P — Pr fp) + 32 u? — (u—py +2pr) (v —pr)

qr = (A13)

which is increasing in p. Then, solving the condition for Case d (pyr —pr — ¢;p)/(1 — ¢;) > pg yields

P=pu—Pr— W%R %ug — (= pa +2pr)(u—pu) | <P,

So Case d occurs for p™ < p < pt and Case e occurs for 0 < p < pt. In Case e, (1) becomes ¢ = [Ky —
A4 (@)T)/[A; (@)T]. Solving (1) also yields (A13). Thus, ¢; is given by (A13) for 0 <p <p*.

Now, we incorporate the case of 7°(¢;) < T. Note that when 7°°(g;) <T', we must have 7°°(¢;) = (Ky +

Kgr)/[Au(qy) + Au(gs) + Ag] which is the last case in (A11), because 7°°(q;) = Ky /Au(qs) implies ¢, =0 and

*(qs) = Kr/Ag implies ¢; = 1. To analyze the case of 7>°(q;) < T, we first show that it may only occur
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for small enough p. In Cases ¢, d, e, 7(g;) < T if and only if Ky + Kgr < [Au(q;) + Av(gs) + Ag]T. We will
show that when 7°(q;) > T, Ky + Kr > [Au(qs) + Av(qs) + Ar]T for large p. Using the above derived ¢y, in

Case ¢ when 7>°(q;) > T, we have

ANy A (gr) A% _ 29pn Pr(u—p) _1
dp u? | Su? — (u—pu +2p8)(u—pu) +y(u—pu+pr)> |

< 29\pr [ YPr(u—p) 1

T _%fﬂ—(U—pH+2pR)(U—pH)+7(u—pH +pr)? |

29Apr [ Y(u—pu +pr)(u—p) ]

< 2 K, 2 2 1

U vk — (u—py +2pr)(u—pu) +7(u—pu +Dpr) |

hence Ay + A& (qp) + A% is decreasing in p. Denote Ay(¢) = X — Au(q) — Av(q) — Ar as the arrival rate of

consumers who do not book any product. In Case d, we have

1 (K
)\d (qf) _ ’YAP% p2 _Z{pH —Pr— % [T?U2 — (U—pH +2pR)(u_pH)] }p
v u? %UQ_ (u—pu +2pr)(u—py)
Jr% [%UQ —(u—pm +2pr)(u _pH)] + (pu —pr)?
N2 — (u—pu +2pr)(u—pu) ’

which is a parabola whose axis of symmetry is p. Thus, A% (gs) is increasing in p, hence A (q5) + A& (qr) + A%
is decreasing in p. In Case e, we have

A [ Ky,

A%(qf)zw 7 +(uon+2pR)(uon)+27pHpRvpi]

which is a constant, hence so is A4 (q;) + A& (qy) + A%. Thus, combining the above analysis for Cases c, d, e,
we know that Ag(q;) + Au(qy) + Ar is decreasing in p for 0 < p < p. This means that 7°(¢q;) <T may only
occur for small enough p.

Next, we show that 7>°(g;) < T never occurs in Case d or e and may only occur in Case c. We will prove
that Ky + Kr > [A— An(¢;)]T at p=0 in Cases d and e. In Case d at p =0, we have

Pr\2 (pH_pR>2
Ky+Kr—|A—AX T=Ky+Kr— AT+ XT'(— 1+ . Al4
. r=l wigr)] " " (u> —f}’uQ—(u—pH-i-?pR)(U_pH) (A

The derivative of (A14) with respect to Ky is
P (Pu —pr)?
2
[N u?® — (u—pu + 2pg) (u—pu)]

which is negative for A\,T < Ky < (A\T/u?)[u® — 2(py — pr)u + P} — Pupr — pr) and positive for K >
(AT /u?)[u? —2(psr —pr)u—+p% —pupr —px]. Thus, by taking Ky = (AT /u?)[u? —2(pyr —pr)u+p% — Dupr —
p%], we obtain

T
(A14) >Kgp— F(pH —pR)(2u_pH _pR) =Kr— XIRT >0,

hence Ky + Kr > [A— A% (q;)]T at p=0 in Case d. In Case e, note that A% (q;) = A% (gs) at p=p. Since
A% (gr) stays constant in p and A% (gs) is increasing in p, A% (qy) at p =0 is larger than A% (qs) at p=0.
Thus, our analysis for Case d implies that Ky + Kg > [A — A% (¢;)]T at p=0 in Case e as well.
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So far, we have known that 7°°(g;) < T may only occur in Case ¢ for small enough p. Now we derive ¢; in

this case. (1) becomes
c Ky+K
K )\H ¢ _,'_;:%(q)i)\c
q= )\c( ) Kp+Kg ’
NG NG (@2

and can be simplified to
v(u—p)*¢* + Bg+~kpy =0, (A15)

where k = Ky /(Ky + Kg). (A15) is a quadratic equation. Now we show that the smaller root ¢ = [—-3 +

VB2 — 472kp? (u — p)2]/[27(u—p)?] is infeasible because it yields (py —pr —qp)/(1 —q) < u which contradicts

the condition for Case ¢ to occur. With g = [—3+ /B2 — 4v2kp%(u — p)2]/[2v(u— p)?], we can simplify (p; —
pr—ap)/(1=q) <uto \/B? —4y2kpt(u—p)? > =B —27(u—p)(u—pu+pg). If =6—2y(u—p)(u—pu+pr) <
0, /B2 — 4v2kp?%(u—p)2 > —3—27y(u—p)(u—ppy +pr) is trivially satisfied. If —3—2v(u—p)(u—py +pr) >
0, by taking square on both sides of /32 —472kp%(u —p)2 > —B — 2y(u — p)(u — py + pr) and rearranging

terms, we obtain —A(u— pry +pr) — (1 —pi +pr)?(u—p) — vhph(u—p) 2 0. Since —F > 29(u—p)(u—py +
pr), we have —B(u—pr +pr) —v(u—pu +pr)?(u—p) = vkph(u —p) = y(u—p)[(u—pu +pr)* — kpz] > 0.
So, g=[—B+ /B2 — 4v2kp%(u —p)?]/[27(u — p)?] always leads to (py —pr —qp)/(1 — ¢) < u. Thus, in Case
¢ when 7°°(q;) < T, the equilibrium ¢, is given by the larger root of (A15):
—B+ B~ 4?kpp(u—p)® _ 2vkp3,

2v(u—p)? —B— /B —47kph(u—p)®

To show that g, is increasing in p, we need to show that —3 — \/ﬁz —472kp% (u — p)? is decreasing in p. The

g5 = (A16)

derivative of —3 — \/52 — 472kp% (u — p)? with respect to p is

o Vo=t + 5 2t (A17)

If B4 2ypr(u—p) >0, (A17)<0 trivially. If 8+ 2ypr(u—p) <0, we have

(A17) < NG ;j;k];piu o [\/52 4v2p%(u—p)? + B+ 2vpr(u— p):l
R
—2vkpp
:\/52 47227]6;2(” \/ B —2ypr(u—p) [\/ B+ 2vpr(u—p) — \/ 8 —2vpr(u—Dp)
- R
0.

<

Thus, g; is increasing in p in Case ¢ when 7(g;) <T.
Finally, we characterize the threshold p in Case ¢ where 7°°(g;) > T switches to 7°(¢;) < T. When
7°(qs) > T, Ky + Kr=[X\g; + X;(g5) + A3]T can be simplified to

Ky
VPRp® + 27PR L\TU —u®+2(py — Pr)U— Dy + PuDr +p§}p

+ KH"'KR 2

Ky
Va —u?+2(1- )pHpRer?g} {u —(u— pH+2pR)(u—pH)} + 0% (py —pr)® = 0. (A18)

AT
(A18) is a quadratic equation whose smaller root is always negative and larger root (which may also be
negative) is p’. Therefore, by combining all our analysis above, we conclude the following. If g‘*‘ > Q’+, we

always have 7°°(q;) > T for 0 < p < p; Case ¢ occurs for p* < p < p where ¢; is given by (A12), and Case d
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or e occurs for 0 <p < p* where ¢, is given by (A13). If p* < p'*, Case ¢ always occurs for 0 <p < p and ¢
is given by (A12) for p'* <p < p and (A16) for 0 <p < p'*. Finally, all previous analysis indicates that ¢, is
the unique solution to (1).

(iii) In the proof of Part (ii), we have shown that ¢; is increasing in p in all cases. O

Proof of Theorem 4 1t Ky > (AT /u?)[(u—pu +2pr)(u—pu)+7v(pu —pr)(2u—py +pr)], we have ¢, =1
for all 0 < p < py — pr, and as found in the proof of Theorem 3(i), 7°°(1) = T'. Thus, the revenue function
is I1;(p) = prYAMER + &) T +pyALT + (1= )y = (VAT /0?) [p® — 2up® + (u® — 3pR)p + u’pr — p| + (1 —
)y . The first-order condition is 3p? — 4up + u? — 3p% = 0. The larger root of this quadratic equation is
(2u+ /u? +9p%)/3 which is larger than u; the smaller root is DY oe- Thus, IT;(p) is increasing in p for p < pf,,
and decreasing in p for p > pY,.; the optimal upgrade price is min {(p4,.) ", px —pr}-

Next, consider the case of Ky < (AT/u?)[(u — pw + 2pr)(w — pu) + v(pu — pr)(2u — Py + pPr)).
For p <p < py — pr, we have gy = 1, hence our proof above indicates that the local optimum is

min {max{(p’}oc)*,ﬁ} ,DH —pR}. For 0 <p < p, we have 0 < ¢; <1 and

Ky+Kpg
I ( PrAu(ar) + AR+ Py (a5)ay +puy (g mm{ ; ; }
{ ! R ! } N (gr) +Au(ap) + A%
where i = ¢,d,e as we may be in Case ¢, d, or e. We will show that II;(p) is increasing in p for 0 <p < p,
thus the global optimal upgrade price is also p* = min {max {(p?coc)+,ﬁ} s PH pr}.

First, consider Case c. If (Ky + Kgr)/[N5; + A6 (q5) + Ag] > T, the revenue function becomes

Iy (p) = pry A (ar) + ERIT +p[Ku — (1 =y)AEET]+ (1 — )y ¢

D
w2
= - Prp’+

'y)\T +pR

K
)2 — pRU +2pRU_2pR +7)Z1PRU4}+(1—’Y)HN,,%

3T YT YT

where Ky = Ky — (1 —v)ALT. So, TI4(p) is concave in p. Solving the first-order condition

dI1 - Ky K
5 = F “;+ ~2prp+ (5p) 0t = PR + 2 — 2| =0
“Eu pR
'y>\T
yields
1 Ky ,u* 1Ky u? def .

)7_* +u—pr

b= 2(7/\T Py 27T pr

pfoc'

II4(p) is increasing in p for p < p§,. and decreasing in p for p > p5,.. Next, we show p§,. > p so that II;(p) is
always increasing in p in Case c. p§,. > p is equivalent to

KH)QU 1I~(HU

. A19
2( AT 2T ppy PR (A19)

)\Tu2 +pR

If Ky /(YAT) > 2(pr/u)?, the RHS of (A19) is negative so (A19) holds. If K /(yAT) < 2(pr/u)?, after taking
square on both sides, (A19) can be simplified to Ky /(yAT) < 3(pr/u)?. Thus, (A19) always holds.
If (Kuy+ Kgr)/[Mg+A5(g5) + %] <T in Case ¢, the revenue function becomes

I, (p) = prYAES (ar) +ERIT™(ar) + Py (ap)T(ar) s + 2 (1 = Y)AELT(qr) + Pr(1 = 7)AELT™(q5)
= pr(Ku + Kg)+pKu+ (1 —7)(pa —pr — p)ANHT™ (45),
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where the last equality follows from using 7°°(q;) = (K + Kgr) /{5 (q5) +E5] + (1 — A (€L +£%)} and
a5 = [Ku — (1 =7)AET(ap)]/[vA&G (a,)7>°(gy)]. The derivative of I1;(p) is
(1 =)v(pa —pr —p))\f?ﬁm(qf)%ﬁw

Y€ (a5) + 5]+ (1 —7) (€ +ER)

Now we show that & (qy) + €% is decreasing in p and hence

dII o oo
Tpf =Ky —(1=7)\gT (‘If) -

dII
o 2 K= (L= AG(ay) = K = A5 T 2.0,

Using the ¢; in (A16), we obtain

c c 1 2 ﬂ+\/5274"}/2kp%(7l*p)2
§(ar) +&r= el [U —2prp + vk ;
where k= Ky /(Ky + Kg). Then,

d[&7 (gr) + €2l pR
dp

V3% = 492 kpp(u—p

and d[€5(qs) +£5]/ dp < 0 can be simplified to — 3+ /32 — 4v2kp%(u — p)? > 2ypr(u—p). Note that the fea-
sibility condition for Case ¢, (py —pr —q;p)/(1—q;) > u, can be simplified to —3+ /% — 472kp?,(u — p)2 >
2y(u—p)(u—pu +pr). Since 2y(u—p)(u—pu +pr) > 2ypr(u—p), =B+/B? — 492kpj(u — p)? > 2ypr(u—p)

is true in Case c. Thus, II;(p) is increasing in p.

B+2vpr(u—p) 1]
) k)

We have shown that II;(p) is increasing in Case c. Second, consider Case d. As proved in Theorem 3(ii),

we must have (Ky + Kg)/[\y(q7) + A (gp) + A%] > T for i =d, e. The revenue function in Case d is

I, (p) = prYALEG () + ERIT + K — YA (a)T — (1 = V)N T] + puyA&G (ap) T + (1 — 7)1y
: 2
Ky 2 2
- 2N ANTD2 AT [—(U—pH‘HDR)p‘f'( - =E)u _(pH_pR)u_pR:|
:’y)\TpR"_(KH_ ’y 2pR)p+’y2 Y
U U Py —Pr—D
P [pQ —2(pu —pr)p— (1 — 55)u? + 2(py — pr)u Hﬁa}
—(1- MT)U +2(pr —pr)u—pY +20EDPR
Taking derivatives yields
_ 2
Ky 2 2
dll; - 2yATp% AT (1= —5)u? = 2(py — pr)u+ Py — 2pupr
J:KH_w_FL —(U—PH+PR)2+ AT
dp u? u? (Pu —pr—D)?
N 293P —Pr—P) }
—(1- %)Uz + 2(20H —pR)U —p%{ +2pupr
~ 2
d?11; _ 29\T [(1 - %)ﬁ —2(py — pr)u+p} — QPHPR} B 3
dp? u? (pr —pr—p)? —(1—- gf})u2+2(prpR)ufp%+2pHpR

Since the second-order derivative is increasing in p and is equal to zero at p=p, d?II;/dp? > 0 and II;(p) is

convex in p in Case d. Moreover, we have

Ky

an, 0
AT

dp pP=p

AT

2

" —)u® +2(pyr — pr)u— pH‘f'szPR]:KH—)\?;TZO-
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Thus, IT¢(p) is increasing in p in Case d.

Third, consider Case e. The revenue function in Case e is

Oy (p) = pry A (ar) + ERIT + K — A5 (ap)T — (L= )AELT] + puy A& (ap)T + (1 =)y

AT K
- { 0= 2+2(pH—PR)u—p?{+2pHpR] p
2 2 RH 2 2
+pu(u® —py) — (2u—2py —pr) | —(1— W)u +2(pu —pr)u+DpR| ¢+ (1 =)y ;.
Since }
dll; AT K
dpf T2 - ’Y)\ZI—’)U2+2(pH_pR)u_piI+2pHpR‘| >0,

IT;(p) is increasing in p in Case e.

Therefore, we conclude that if Ky < (A\T/u?)[(1 —7)(u—pu + 2pr)(u — pu) + y(u? — p%)], the optimal
upgrade price is p} = min {max{(pl}oc)*,ﬁ} ,PH —pR} which induces gy = 1. Finally, note that p <0 if
Ky > (AT/u?)[(1—7)(u—pu +2pr)(u—pa) +7(u® —p%)], so we can always write the optimal upgrade price
as pj = min {max {(p},.)*,p} ,py —pr}. O

Proof of Theorem 5 Offering upgrades increases the revenue if p; <py —pr and decreases the revenue if
P; =Dpu — Pr- P} = pu — pr if and only if max {pl}oc,ﬁ} > py — pr. Since Ky > A4 T, we have p < py — pr.
Thus, pj = pu — pr if and only if p},. > pu — pr or equivalently, py < (2u +3pr — W) /3. O

Proof of Theorem 6  First, consider the monotonicity of p} in . Since p’}oc and py — pr are independent of
~v, we only need to show that p is increasing in «. This is true because Ky /(AT)-u? — (u—py +2pg)(u—py) =
u?/(AT) - (Kg — X T) > 0.

Second, consider the monotonicity of IT¢(p}) in 7. When pj :p‘}oc, using the revenue function in Case b,
the Envelope Theorem yields

dll;(p;) AT

dvy u?

[3(P}0e)” — 4uply,. +u® —3p] — Iy ; >0,

because p} = p4,, (50 p} # py —pr) implies Iy (p,,) > Iy, ; which is equivalent to (\T/u?)[3(p4,.)* —4up,. +
u® — 3p%] >y ;. Next, when p3 = p, dIl;(p})/dy >0 can be simplified to

272\/1 {KHuQ — (u—pu +2pr)(u —pH)} + (u—py +pr)?

vy | AT
(w—pu +pr) (W = 2pgu+2pru+ Py — 2pupr — 20%) = a1y’ + b1y +cy, (A20)
where

ar = 2(u—py +pr)*(u® = 2pgu+ 2pru+ p}; — 2pupPr — 207%),

K
by = [/\;UQ —(u—pu +2pr)(u _pH):| (u® = 2pru+ 2pru+ pf — 2PuPR — QPé)a

e 2

€1 = — [A;U? —(u—pn +2pR)(U—pH)] :

We show (A20) indeed holds as follows. If u? — 2pyu + 2pru + p% — 2pupr — 2p% < 0, we have a; <0,
b1 <0, ¢1 <0, and hence the RHS of (A20) <0. Since the left-hand side (LHS) of (A20) >0, (A20) holds. If
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u? = 2pyu+ 2pru + p% — 2pupr — 2p% > 0, RHS can be both positive and negative. If RHS< 0, again (A20)
holds. If RHS> 0, by taking square on both sides and rearranging terms, (A20) is equivalent to

K
[Huz _

2
= (=i 2pn) = )| (0?4 ) 20, (A21)

where

az = 3(u® = 2ppu+ 2pru+ Py — 2P PR + 20%) (W — 2ppu+ 2pru + Pl — 2puPR — 20%,),

K
by = 2 [}\;M — (u—pu +2pr)(u —pH)] (u? = 2pru+ 2pru + p% — 2pupr — 2p%),

_ KH 2 _ +9 o ’
Co = AiTu (U P pR)(U PH) .

It is easy to see that as > aq, by > by, ¢ = ¢;. Thus, RHS> 0 implies that (A21) is satisfied. We have proved
that TI;(p}) is increasing in v when pj = p. Finally, when p} = py — pr or pj =0, II;(p}) is constant in ~.
Therefore, we conclude that I1;(p}) is increasing in v overall. [

Proof of Theorem 7 1f Ky < (AT/u®)[(v—pu +2pr)(u—pu)+v(py —pr)(2u—pu + pr)], we have p> 0,
hence p; > 0. If Ky > AT /u®)[(vw — pu + 2pr)(w — pr) +¥(pa — pr)(2u — pu + pr)], we have p <0, hence
p; =0 if and only if p%,, <0 which is simplified to u < 3pp. O

Proof of Theorem 8 We only prove Part (i) of the theorem; Part (ii) follows from Part (i). First, consider
the case of vy — p}; . > Vr — pr, so that when the firm does not offer upgrades but can optimize the high-
quality product price, consumers book high-quality products. Suppose the firm offers upgrades at price
P = Pl — Pr- Since vy — py , > Vg — pPr, consumers’ utility from booking regular products and accepting
upgrade offers, ¢*(t)[vy —pr — (P}, —Pr)| +[1 — ¢ (t)](vr — pr), dominates their utility from booking regular
products without upgrades, vg — pr- If vy — py < vg — pr, consumers book regular products and accept

upgrade offers. In this case, we have
7 > IL(py,s —Pr)

= ZP(N(T) =1) {[pR + (p*H,s —pr)|min{i, Ky } +prmin{(i — KH)JrvKR}}

> Y P(N(T) =i)p}, , min{i, Ky }
i=0
= HN;S(p}(‘I,S)'

If vg — pg > vg — pr, consumers may book high-quality products, or book regular products and accept
upgrade offers. Since ¢*(t) is increasing in ¢ (Theorem 1), there exists a threshold arrival time ¢ such that
consumers arriving before time £ book high-quality products, and consumers arriving after time # book

regular products and accept upgrade offers. In this case, we have
II; > IL(py,s — Pr)

= Y P(N@#)=in) {pHiH + Y P(N(T —t) =iy) [pyy ,min{iv, K —in} + prmin{iy — (Ki —in), Kr}] }

ig=0 iy =0

+ i P(N(E):iH)pHKH

ig=Kpg
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Ky—1 0o
> > P(N() =in) {p};,sz‘H+ > B(N(T =) =iv) [py,, min{iv, Ky —in} +prmin{iy — <KH—iH)7KR}]}
iH=o ip=0
+ Z E)_ZH)pHsK
ig=Kpg
[(H*1 [o'e] ')
> Z [P(N(ﬂ:iH)pE,siH+Z]P)(N(T_E):iU)p;I,smin{iU7KH_iH} + Z P(N() =iu)py,Ku
i =0 iy =0 iH=Kn
Kp—-1 o oo
= Z Z N(t)=iu)P(N (T_a:iU)p;],smin{iH‘FanKH}‘F Z P(N(E):iH)p*H,sKH
zH—O iy =0 ig=Kp
= Z Z N(t) =iu) P(N(T 1) =iv)py,, min{iy +iv, K}
ig=0iy=0
ZZ]P’ ) =)y min{i, Ky}
= HN,S(pH,s)'

Thus, if vy — p}; , > vr — pr, we have II} > Iy . (p}; ,)-

Second, consider the case of vy —pj; , < Vg — pr, so that when the firm does not offer upgrades but can
optimize the high-quality product price, consumers book regular products. Suppose the firm offers upgrades
at price p=py , — Pr. Since vg —pr > vy — Py ,, consumers’ utility from booking regular products without
upgrades, vr —pr, dominates their utility from booking high-quality products, vy — g, as well as their utility
from booking regular products and accepting upgrade offers, ¢*(t)[ve —pr — (Pl . — Pr)] +[1—¢*(t)[(vr —Pr)-
Then, we have II; > I1,(p}; , — pr) =y .(p5.). O

Appendix B: Revenue Function in the Stochastic Model

In this section, we derive the stochastic revenue function. To differentiate the demand processes from the
ones used in Section 4 where we derive the consumer booking equilibrium (which are the number of other
consumers as seen by the acting consumer), we use N;(¢), i = H,U, R, instead of the previous N;(¢|¢*(+))
to denote the demand processes for the firm when the consumer booking equilibrium is ¢*(-). Since now we
are analyzing from the firm’s perspective, the environmental equivalence property does not apply, hence the
“4+1” term in the stopping times does not exist. Again, to represent this difference, we use 75, 75, 77, 7*, and
7* to denote the stopping times. Moreover, denote Ny, (t) as the demand process for high-quality products
after regular products are fully booked (N () is a Poisson process with rate A%). Similarly, denote Ny (t)
as the demand process for regular products after high-quality products are fully booked (Ny(t) is a Poisson
process with rate A%). The expected revenue in the stochastic model, II,(p), is as follows:

IL(p) = E {PR [Na(7") + Ng (7)) + pmin {N (), Kt = N (77)} + pu N (77)

N (8), N (), N5 ()

U =mipn B[ min{NG (T =), Kn — Nj(r) = N ()}

Ny (T—7%)

s =7idpn | E )[mm{NaT—f*»KR—Ns(rﬂ—NW”}}'
r(T—7"
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Now we further expand the above revenue function. IL,(p) can be written as II,(p) = I, (p) + H.2(p) +
II.5(p) + .4 (p), where

W (p) = Pl <77, 7 <DL (pl7yy <7757 < T),

a(p) = P(7 < 77, 7 < T (pl s < 77,7 < T),

Hs3(p) P(fy > T, TR > T, T < T) 5(p|7';1 > Tra TR > T Tr < T)7
My(p) = P(rf; >Tm > T, 77 > T (plrf; > Ty > T, 77 >T).

Each part of II,(p) is derived as follows:

Kr—1Kp—ig

a(p) = / Y Y BN =in) PN (6) = i)

ir=0 iy=0

N, (T—t)

where f,. () =P(Ng(t) = Ky — 1)A§5 (1)
Ky—-1Kg—ig

- / Fa® ST S BN = i) BONG (1) = i)

ig=0 iy=0

'{PR(KR +iy) +piv +puing+par  E [min{N;{(T_ t), Ky —in— ZU}] } de,

Ny (T—t)

where .z (t) = P(N7(t) = K — L)AG(2).

= [ 150 5 5 (KK (Kot K f g g} g )

1 1
ig=0 ip=0 H R

Ku+Kr—ig—iR
{2 feen} (PR -+ K i) 4 9K — ) ]

0<s<t

where fr- (1) =P(Nf (t) + Np () + Ny (t) = Kr + K — A& (1) + &5 (1) + SR (1)
Ky-1Kp—1Ky+Kp—ig—ig—1

> 2 > P(N;(T) =ix) P(N(T) =ir) P(N(T) = ivy)

ig=0 ir=0 iy =0
: {PR(iR +iy) +pmin{iy, Ky —ig} +puin|.
Appendix C: Last-Minute Upgrades

In this section, we introduce the (stochastic) model when the firm offers last-minute upgrades, and derive
the consumer booking equilibrium and the firm’s optimal revenue. To avoid too much repetition, we keep
the description of the model elements that are same as the conditional upgrade model to a minimum, and
we focus on explaining notations that are new to or different from the conditional upgrade model.

The firm offers upgrades and announces the upgrade price at the end of the booking period (e.g., during
check-in) instead of in advance. Consistent with the conditional upgrade model, the firm offers upgrades to
proportion of consumers (and consumers know whether they will be offered upgrades or not). Also consistent
with the conditional upgrade model, the firm can overbook regular products during the booking period.

However, if there are more consumers who do not accept the upgrade offers (i.e., they choose to consume
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the regular products) than the remaining capacity of regular products by the end of the booking period,
the firm incurs a penalty cost ¢ per consumer from “bumping” these consumers. At the end of the booking
period, the firm chooses the upgrade price p < py — pr based on its belief about the probabilities that the
consumers who have booked regular products will accept upgrade offers.

During the booking period, consumers choose which product type to book (high-quality or regular) or not
to book any product. When making booking decisions, consumers anticipate the optimal upgrade price that
is going to be chosen by the firm at the end of the booking period as well as the corresponding upgrade
probability on every sample path of consumers’ arrival and booking processes. More specifically, consumers’
rational expectations take into account the following: 1) the probability that upgrades will be offered at the
end of the booking period (because the firm has unsold high-quality products by then), 2) the probability
that the consumer will be willing to accept the upgrade offer (because the upgrade price that the firm
charges is low enough), 3) the probability that the consumer will get upgraded if more consumers are willing
to accept upgrade offers than the remaining capacity of high-quality products (same as in our conditional
upgrade model, we assume random rationing in this case).

Let a,(vg,vy) denote the consumer’s utility-maximizing decision if she arrives at time ¢, has valua-
tions (vg,vy) and will be offered an upgrade. a;(vg,vy) = H represents booking a high-quality product,
a;(vg, vy ) = R represents booking a regular product (the consumer later may or may not accept the upgrade
offer), a,(vg, vy ) = N represents not booking any product. We now use the fixed-point approach to derive the
consumer booking equilibrium. Suppose all other consumers except the acting consumer are using strategy
a;(vg, vy ). For the acting consumer, given that both product types are still available by her arrival time ¢, her
utility from booking a high-quality product is vy —pgy which does not depend on other consumers’ strategies
used in the consumer booking game. Let ug(a,(vg,vy)) denote the acting consumer’s expected utility from
booking a regular product upon arrival. ur(a;(vg,vy)) incorporates the potential utility gained from being
upgraded at the end of the booking period. Let b(a;(vg,vy)) denote the resulting optimal strategy for the

acting consumer. Then,

H if vy —py > ugr(a(vg,vy)) and vy > py;
b(ai(vr,vr)) =< R if vg —pu <ur(a(vg,vy)) and ug(a,(vg,vy)) > 0;
N otherwise.

The equilibrium condition is that for every ¢ and every (vg, vg), we must have b(a;(vg,vg)) = a;(vg,vy). The
strategy space has three dimensions, namely, the arrival time dimension, and the two valuation dimensions.
Note that different from the conditional upgrade model, we cannot reduce the strategy space to only the
arrival time dimension by equivalently defining the anticipated upgrade probability as the strategy used by
consumers in the booking game, because with last-minute upgrades, consumers’ probabilities to actually get
upgraded also depend on their valuations. If vy — vy is lower than the upgrade price announced at the end
of the booking period, the consumer will not accept the upgrade offer, and hence the upgrade probability is
zero; another consumer with vy — v higher than the upgrade price will have a higher upgrade probability

in expectation.
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Given a,(vg,vy), the probabilities of any other consumer that will be offered an upgrade booking each

type of product are as follows:

€1 (tlay (vr, vi)) = // 1{a, (g vp) = H} f (0 v37) dvp dvgs,

€(tay(vm, vrr)) = / / 1{ar (v vi) = R} f (0 vir) dvg dug.

The probabilities of any other consumer that will not be offered an upgrade booking each type of product

are as follows:

) = [ [ 1ei(on,vm) = HY (0 v0r) doedun,

6(t) = [ [ 1ei(vn,vi) = R} (0 v20) dvm o,

where a;(vg, vy ) denotes the utility-maximizing decision of a consumer that will not be offered an upgrade:

H if vy —vg > py —pr and vy > py,
ai(vr,vg) =< R if vy —vr <py —pr and vg > pg,
N otherwise.

The arrival processes of other consumers, Ny (t|a;(vg, vy )) and Ng(t|a.(vr, vir)), are Poisson processes with
rates Ay (t|a;(vr,vi)) = M &G (ta(vr,vm)) + A1 =) (t) and Ag(t|a(vr,vr)) = AvER(tlas(vr, vi)) + A (1 —
v)ER (1), respectively. The stopping time of the booking game is 7(a,(vg, vy )) = min{7(a;(vg,vy)), T}, where
7(a:(vgr,vy)) = min {7y (a;(Vgr,vu)), 7r(a:(Vr,ve))}, and 7y (a:(vg,vy)) = inf{t > 0 : Ny(t|a:(vg,vy)) >
Ky}, 7r(ai(vg,vg)) =inf{t > 0: Ng(t|a,(vr,vu)) + Nr(t|a,(vg,ve)) + 1> Ky + Kg}.

ugr(a;(vr,vy)) is derived as follows:

ug(a(vr,v)) =
Ny (tlat(vr,vm)),Nr(tlat(vrwm))INu (tlat (vR,vg))<Kg,Nu(tlat(vr,vm))+Nr(tlat(vrve))<Ku+Kg

{]1 {t<7(a,(vr,v5))}- {]1 {r(a;(vgr,vx)) =T (a;(vr,ve))} - (VR —pr)+
{7 (a:(vr,vur)) # Tu(a: (Vg ver)) - {(1 —q(Nu(tlai(vr,vn)), Nr(tla:(vr,vn)) +1)) - (vr —pr)+

q(Ng(tla;(vr,vr)), Nr(tlay(vr,ve)) +1) - (vag —vr — p" (Nu(t|a,(vr,ve)), Nr(tla(vr, ve)) + 1))} }}

q(Ng(tlas(vr,ve)), Nr(tlas(vg,vi)) + 1) is the probability that the acting consumer accepts the upgrade
offer and gets upgraded on any sample path, p*(Ny (t|a; (vr,vx)), Nr(t|a;(vr,vg))+1) is the optimal upgrade
price chosen by the firm at the end of the booking period based on demand realizations on any sample
path. The “4+1” term represents the acting consumer. Note that consistent with the conditional upgrade
model, in the above derivation, the expectation taken over each sample path is conditional expectation (i.e.,
conditional on that up to the acting consumer’s arrival time, both product types are still available).

Next, we derive ¢(Ng(t|a:(vr,vw)), Nr(tla:(vr,ver)) + 1) and p*(Ng(tla.(vr,vm)), Nr(tla:(vr,ve)) + 1).
We have

q(Ng(t|la;(vr,ve)), Nr(tla,(vr,vg)) + 1) = 1{vg —vg > p*(Nu(tla,(vr,vx)), Nr(tla,(ve,ve)) +1)}-
Ngr(m(at(vr,vm))lat(vr,vi)) [KH _ NH(T(at('UR;UH))|at(UR7UH))]+ 1}

P(i other consumers accept upgrades) - min{ 1
i

=0
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We still need to derive P(¢ other consumers accept upgrades). Let 1, (pla;(vg,vy)) denote the probability that
a consumer who arrives at time ¢ and books a regular product will accept the upgrade offer with upgrade

price p. We have
[ H{ai(vr,ve) = R}1{vy —vg > p} f(vR, vy ) dvg doy

Q
Eh(tla(vr,v))

Further, define n(pla;(vgr,vy)) =En:(pla,(vr,vy)). We assume that the acting consumer anticipates the other
t

n(plai(vr,vu)) =

consumers’ acceptance of the upgrade offers as a binomial distribution with probability n(p|a;(vg,vy)).*t

;V:Ri("(at(URavH))mt(URv'UH)) (NR(T(at(URaUH))|at(vRvUH)))pyj (1 _

J
ry)NR(T(at(URa”H))V"t(URv”H))—]' (z) [U(p|at(vR, UH))]i[l _ n(p\at(vm UH))]J'"'.

p*(Ng(tla,(vr,ve)), Nr(tla;(vg,vg)) + 1) is the maximizer of the net revenue earned at check-in,

Thus, P(¢ other consumers accept upgrades) = >

which is the difference between the revenue from collecting upgrade fees and the cost from bump-
ing consumers due to insufficient regular product capacity. When 7(a;(vg,vn)) # Tu(a(vr,vy)), let
I+ (p| Ny (tlay(vr,ve)), Nr(t|la;(vg,vy)) + 1) denote the firm’s expected net revenue from selling upgrades at

check-in on any sample path. We have
Nr(tlat(vr,vm))+1
I (p| Ny (tla(vr,va)), Nr(t|la:(vg,vg)) +1) = Z P(i other consumers accept upgrades)-
i=0

{p -min {i, [KH — NH(T(CL,:(UR,UH))|at(UR’UH))]+}

— ¢ {Ng(7(a,(vr,vir))|a:(vr,ver)) + 1 —min {i, [Ky — Ny (7(a,(vr,vr))|ay (g, vm))] T} — KR}+ }
P(: other consumers accept upgrades) is calculated using the same approach when we
derive ¢(Ng(t|a;(vr,vn)), Nr(tla;(vr,vg)) + 1). Note that when 7(a,(vg,vy)) = 7Tu(a;(vVgr,vy))
(so  Ng(r(ai(vg,vu))lai(vr,vg)) = Kg),  p*(Nu(tlai(vg,vr)), Nr(tla,(vr,ve)) + 1) and
I (p| N (tlas(vr,vi)), Nr(tlai(vg,vy)) + 1) are irrelevant, because the firm does not earn any rev-
enue from upgrades (also, the firm does not incur penalty cost, because 7(a;(vr,vy)) = Tu(a,(Vr,vy))
implies that the firm does not overbook regular products). Moreover, in this case, we naturally have
q(Ng(t|lai(vr,vy)), Nr(tla,(vr,vy)) +1) =0.

We have characterized the consumer book equilibrium. Then, we can calculate the firm’s optimal expected

revenue, II5 ,, ., as follows:

Wiy = K {pRNE(T*)+pHN2(T*)+1{T* # T} - o (p" (N5 (£), N5 (1)) N5 (), N;(2))

Nz (6),N5 (1)

U =Tite B[ min{NR(T =), Kn — Na(r)} }
Np(T—7*)

M An alternative way is to allow the acting consumer to form a heterogeneous binomial belief about
the acceptance of the upgrade offer from each of the other consumers. For any other consumer with
arrival time ¢;(j = 1,2,..., Nr(7(at(vr,vr))|at(vr,vi))), the probability of accepting the upgrade offer is
ne; (p* (Nu (t|lar(vr,vm)), Nr(tla:(vr,vm)) + 1)|at(vr,vm)), where t1,to,...;ing(r(as(vpvg))las(wrwy)) denote the
arrival times of other consumers who have booked regular products on any sample path. By using this approach, the
computational burden of P(i other consumers accept upgrades) is significantly larger. The approach we take can be
considered as an approximation by assuming that consumers have limited computational capability in the booking
game. If the problem size is large enough, the equilibrium booking strategy of consumers becomes time-independent,
in which case our approach produces the same result as this alternative approach (the examples we give in the paper
have large enough problem sizes so that this occurs).
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The revenue function can be expanded conditional on 7* in the same way as the revenue function from

conditional upgrades in Appendix B.



