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ABSTRACT

Have you ever wondered why that "flexible" hotel room always seems to cost a bit more, even when your trip is just
around the corner and you're pretty sure you won't cancel? This article dives into that very question. While traditional
economics often assumes we're all perfectly rational decision-makers, real-world observations show that our emotions
and biases play a huge role in how we choose. We'll explore how hotels navigate this fascinating landscape, blending
smart pricing strategies with an understanding of what makes us, the customers, tick. We'll look at how dynamic pricing
works, why we feel certain prices are "fair," and the practical realities hotels face when they want to change their rates.
By bringing together insights from behavioral science, revenue management, and business strategy, this study aims to
give you a clearer picture of these complex market forces and offer some practical takeaways for anyone in the hospitality
business.
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INTRODUCTION

Imagine you're booking a hotel room. That feeling of
knowing you can cancel if plans change? It's comforting,
right? But that comfort often comes with a higher price
tag. The hotel industry, with its unique challenge of
selling something that expires every night, is a master at
dynamic pricing, often called "revenue management" [16,
68]. Their goal is simple: get the most out of every room,
every night, by adjusting prices based on how far in
advance you book, how many other people want a room,
and what competitors are charging [3, 16, 68].

However, here's where it gets interesting. While
economic textbooks often paint us as perfectly logical
consumers, the truth is, we're human. Our decisions are
often swayed by things like "loss aversion" - that sting of
losing something feels worse than the joy of gaining
something of equal value [36,42, 45, 67,72]. We also tend
to value things we already "own" more highly [4], and we
have a strong gut feeling about what's "fair" [35, 41].
These very human traits can make prices "sticky,"
meaning hotels might hesitate to change them, especially
if it means raising them, because they know we might
react negatively [5].

This article is our journey into that fascinating space
where hotel pricing meets human behavior. We want to
understand why hotels sometimes seem to stick to

certain prices, even when it feels like they should change.
We'll explore how our own psychological quirks influence
these pricing decisions, what strategies hotels use to deal
with our "behavioral"” tendencies, and what it all means for
both the hotel's bottom line and our experience as
customers. Our hope is to offer a more grounded, realistic
view of pricing in a world where emotions are just as
important as spreadsheets.

1.1 Why Hotels Play the Dynamic Pricing Game

Think of a hotel room like a carton of milk. If it's not sold
by the end of the day, it's gone forever. That's the
"perishable inventory" challenge hotels face. Unlike a store
that can put unsold goods in the back room, an empty hotel
room tonight means lost revenue forever. This, combined
with high upfront costs (building the hotel!) and relatively
low costs for each additional guest, pushes hotels to be
incredibly smart about maximizing their income per room
[16, 68]. Dynamic pricing isn't just a nice-to-have; it's
essential. It allows hotels to constantly tweak rates,
responding to everything from a sudden surge in demand
for a local concert to a quiet Tuesday night, or even what
the hotel down the street is charging. This flexibility helps
them capture more money from guests willing to pay top
dollar during busy times, while also enticing budget-
conscious travelers during slower periods [3, 16, 58].
These systems have become incredibly sophisticated,
moving far beyond simple rules to complex algorithms
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that crunch massive amounts of data [13, 68].
1.2 The Human Touch in Our Buying Decisions

While hotels use sophisticated models that assume we're
all rational super-calculators, the reality of how we buy
rooms is far more nuanced. Behavioral economics helps
us understand why our real-world choices often stray
from these perfect models.

Let's talk about "prospect theory" [42, 67, 72]. It tells us
that we don'tjustlook at the absolute value of something;
we see it as a gain or a loss compared to what we
expected. And here's the kicker: losing something feels
much, much worse than gaining the same amount [36,
42]. So, a small price increase might feel like a big punch,
while an equally sized discount might not feel as good.
When it comes to hotel bookings, this means the thought
of losing money on a non-refundable room if plans
change can be really painful. That pain can make us
willing to pay extra for a refundable room, even if, deep
down, we know the chance of canceling is pretty slim.
This fear of loss can easily override a purely logical
calculation of whether that extra cost is "worth it" [31,
37].

Then there's "fairness" [35, 41]. We all have an internal
barometer for what feels right. If a hotel keeps charging a
high premium for flexibility when it seems obvious that
the risk of cancellation is almost zero, we might feel like
we're being taken advantage of. This can lead to
frustration, and even make us less likely to book with that
hotel again [14].

And let's not forget our own biases. Sometimes we're a
bit too optimistic, overestimating our ability to stick to
plans or underestimating how easily things can go wrong
[20, 64]. This "overconfidence" might push us towards a
cheaper non-refundable rate, only for us to regret it later.
On the flip side, we tend to give too much weight to very
small probabilities [8, 72]. So, even a tiny, tiny chance of
needing to cancel might make that refundable option
seem like a much safer bet than it actually is. These
systematic misjudgments of probabilities create
interesting opportunities for hotels to use what's called
"naiveté-based price discrimination" [39, 40].

1.3 The Puzzle of Prices That Don't Budge

One of the biggest puzzles in hotel pricing is why the
extra cost for a refundable room often stays stubbornly
high, even when your check-in date is just days away and
the chance of canceling is practically zero. Logically, as
the uncertainty disappears, that "insurance" component
should become worthless, and the price difference
should shrink to nothing. But time and again, we see that
itdoesn't [21].

This "stickiness" isn't necessarily a sign that hotels are
being inefficient or lazy. Instead, it might be a very clever,
deliberate move to capitalize on our human biases. The
big question for hotels is how to manage our expectations
about flexibility and present their different rates so that

we feel good about our choices, even if our logic isn't
always perfectly aligned with the numbers.

1.4 What We Set Out to Discover
To unravel this mystery, we aimed to do a few key things:

1. Map the Price Differences: We wanted to really dig
into how the prices for flexible versus non-flexible rooms
change (or don't change!) as your travel date gets closer.

2. Unpack the Human Element: We explored how
ideas from behavioral economics, like how we see risk,
how much we hate losing money, and what we consider
fair, can explain why these price differences stick around.

3. Understand Hotel Strategy: We looked into why
hotels choose to keep prices rigid, even when the risk of
cancellation is low. Is it a smart business move, or just old
habits?

4. Weigh the Impact: Finally, we considered what
these pricing strategies mean for us, the consumers. Are
hotels simply taking advantage of our biases, or can these
strategies actually open up more choices and benefit us in
some ways?

By tackling these questions, we hope this article offers a
fresh, more complete picture of hotel pricing. We're
aiming to show how behavioral insights can give us a
richer understanding of why hotels price things the way
they do. And perhaps most importantly, we want to
highlight that sometimes, what looks like a fixed price
might actually be a very clever, intentional business
decision, and not necessarily a bad thing for customers.

2. Literature Review and Theoretical Framework

To truly grasp the fascinating world where hotel pricing
meets human behavior, we need to bring together ideas
from several different, but connected, areas of research.
This section lays out the foundational concepts that guide
our exploration.

2.1 The Basics of How Hotels Price Rooms (Revenue
Management)

"Revenue management,” or "yield management," is a fancy
term for a very practical idea that started in the airline
industry. It's now used widely in any business that sells
something that expires, like hotel rooms, concert tickets,
or rental cars [16, 68]. The main goal is to make as much
money as possible by selling the right product (say, a
specific room type) to the right person, at the right time,
for the right price [68]. Hotels achieve this by constantly
adjusting their prices and how many rooms they make
available, all based on what's happening in the market.

Here are the key ingredients of this traditional approach:

o Charging Different Prices: Hotels often offer
different prices to different types of customers. This could
be through early-bird discounts, special rates for longer
stays, or, as we're focusing on here, offering both
refundable and non-refundable options [38, 54].

pg. 61



EUROPEAN JOURNAL OF EMERGING ECONOMICS AND MANAGEMENT

[ Looking Ahead (Forecasting): They use past
booking data and smart predictions to guess how many
rooms they'll sell in the future [13].

(] Finding the Sweet Spot (Optimization): They use
mathematical models to figure out the best prices and
how many rooms to allocate to each price point to
maximize their expected earnings [13, 29].

o Controlling Inventory: They manage how many
rooms are available at different price levels to make sure
they don't sell out of cheap rooms too quickly and miss
out on higher-paying customers [24].

In a hotel, this means room rates are always shifting
based on things like the season, day of the week, local
events, what competitors are doing, and how much time
is left until check-in [46, 58]. The refundable vs. non-
refundable choice is a classic example of this. The
refundable option is essentially like buying a small
insurance policy against canceling, and you pay a
premium for that peace of mind [25, 29]. Normally, you'd
expect this extra cost to shrink as your check-in date gets
closer, because the chance of you canceling goes down
[21]. But as we'll see, that's not always what happens, and
that's where human behavior comes in.

2.2 How Our Brains Influence Hotel Prices

Behavioral economics is all about understanding how
psychology shapes our economic decisions, giving us a
much more realistic picture of how we actually make
choices. Several key ideas from this field are super
important for understanding hotel pricing and why we
react the way we do.

2.2.1 The Pain of Loss (Prospect Theory and Loss
Aversion)

Imagine you're weighing a decision. Kahneman and
Tversky's "prospect theory" [42, 67, 72] suggests we
don't just look at the final outcome. Instead, we think
about it as a gain or a loss compared to where we started,
or what we expected. And here's the big one: the pain of
losing something feels much stronger than the joy of
gaining the exact same thing [36, 42].

So, when it comes to booking a hotel, the thought of losing
the money on a non-refundable room if plans suddenly
change can be a huge deterrent. That fear of losing money
makes us willing to pay extra for a refundable room, even
if, logically, the chance of canceling is tiny. This aversion
to a potential loss can completely override a perfectly
rational calculation of whether that extra cost makes
sense [31, 37].

Prospect theory also talks about how we see
probabilities. We tend to overemphasize small chances
and underestimate big ones [8, 69, 72]. This is crucial for
hotels. If we consistently overestimate the tiny chance
that we might need to cancel, we'll naturally put a higher
value on that cancellation insurance built into the
refundable rate than it's objectively worth.

2.2.2 What Feels Right (Reference-Dependent Preferences
and Fairness)

Building on these ideas, Készegi and Rabin [44, 45]
showed that our happiness isn't just about what we have,
but how it compares to what we expected. This is super
relevant for prices. If you saw a room at a certain price
yesterday, and today it's higher, that increase might feel
like a "loss" to you, triggering a negative reaction.

And then there's fairness [35, 41]. We all have a strong
sense of what's fair. If a hotel keeps its flexible rates high
even when the cancellation risk is almost gone, we might
feel like they're trying to take advantage of us. This can
make us less willing to pay, or even give the hotel a bad
name [14].

2.2.3 Our Brain's Little Quirks (Overconfidence and
Probability Overweighting)

Beyond just hating losses, our brains have other quirks.
We often tend to be a bit too confident in our own abilities
or predictions [53]. When booking travel, this might mean
we're overly sure our plans won't change, leading us to
pick the cheaper non-refundable rate and then regret it
later if something unexpected pops up [20, 64]. On the flip
side, as mentioned, we tend to blow small probabilities out
of proportion [8, 72]. So, even a tiny, tiny chance of needing
to cancel might make that refundable option seem much
more appealing than it objectively should. These
systematic ways we misjudge probabilities can create
clever opportunities for businesses to use what's called
"naiveté-based price discrimination” [39, 40].

2.3 Why Prices Don't Always Change (Beyond Just "Menu
Costs")

For a long time, economists thought prices were "sticky"
mainly because of "menu costs" - the direct expenses of
changing prices, like printing new menus or updating
computer systems [57, 65, 73]. While those costs exist,
especially in physical stores, they seem less relevant in
today's digital world where prices can be changed with a
click [9, 10, 32].

But behavioral economics offers some deeper reasons why
prices might not budge:

[ Making Customers Mad: As Anderson and Simester
[5] pointed out, raising prices can really upset customers.
This can lead to them buying less, leaving for a competitor,
or even badmouthing the hotel. The potential cost of this
customer anger can be far greater than any physical "menu
cost," making hotels think twice before hiking prices.

o Business as Usual (Managerial Inertia): Sometimes,
businesses just get stuck in their ways. Managers might be
slow to react to market changes because of old habits, too
much information to process, or simply a desire to keep
things stable [7, 33, 34, 52, 59]. This "organizational
inertia" can mean prices aren't always perfectly optimized.

o A Deliberate Choice (Commitment and Strategic
Pricing): Believe it or not, sometimes sticking to a price is
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a very intentional strategy. Companies might do it to
build trust with customers, make it easier for customers
to compare prices, or simplify their own decision-
making. In our case, maintaining a steady premium for a
flexible option might be a deliberate commitment that
plays on our behavioral biases, a form of "naiveté-based
price discrimination" [39, 40]. This view sees pricing as a
powerful strategic tool, the result of careful planning and
discussion [18, 65, 73].

2.4 How Hotels Get Smart About Pricing (Strategy and
Capabilities)

Setting prices effectively isn't just a quick decision; it's a
core skill for any business, especially in fast-paced
industries like hospitality [18, 65]. A hotel's ability to set
and adjust prices well depends on many things:

[ Smart Managers: The insights and foresight of
hotel managers, their ability to understand the market,
predict customer behavior, and design the right pricing
strategies, are absolutely vital [30].

o Strong Systems: Big hotel chains, for example,
usually have very advanced revenue management
systems, dedicated pricing teams, and powerful data
analysis tools. This allows them to be much more
dynamic and precise with their pricing than smaller,
independent hotels [34, 48, 50]. Sharing information
within a chain can also give them a competitive edge [34].

o Learning and Adapting: Businesses constantly
learn from what's happening in the market and adjust
their strategies. This "evolutionary" view suggests that
pricing isn't static; it constantly changes as hotels learn
and adapt to their environment [48, 52].

o The Power of Online Markets: The explosion of
online travel agencies (OTAs) and direct booking
websites has made prices incredibly transparent [9, 10,
11,46, 55]. While this can make competition fierce, it also
gives hotels real-time data on what competitors are
charging and how customers are behaving. This rich
information allows them to make smarter, more adaptive
pricing decisions [26, 27, 28]. However, this
transparency also means that any price changes are
immediately visible to customers, which can sometimes
increase the risk of making them angry [55].

2.5 Why We Pay More for Flexibility (And What It Means
for Our Brains)

Offering both refundable and non-refundable rates is a
classic way for hotels to offer different versions of their
product and charge different prices [25, 29]. The non-
refundable rate is usually cheaper because you're giving
up the option to cancel. The refundable rate, on the other
hand, comes with a premium for that flexibility. You can
think of this premium as the cost of a hidden insurance
policy against unexpected changes in your plans.

From a behavioral perspective, choosing between these
two isn't just a simple math problem. It's heavily

influenced by:

o How We See Risk: Our personal, often biased,
assessment of how likely we are to cancel. This perception
can be skewed by things like overestimating small
probabilities.

[ Our Comfort with Uncertainty: How much we
dislike uncertainty and how much we're willing to pay to
reduce it [12, 30, 51]. While it makes sense that we'd pay
something extra for flexibility, standard risk aversion
struggles to explain why that extra cost stays high even
when the objective chance of canceling is tiny [51].

o Our Fear of Losing Out: The idea of losing that non-
refundable payment if plans change can make the
refundable option seem disproportionately appealing,
even if the premium feels high in purely logical terms [31,
37].

[ How It's Presented: Even the way the options are
described (e.g., "save money with non-refundable" vs.
"peace of mind with flexible") can subtly nudge our
choices.

The fact that hotels consistently charge a significant
premium for cancellation flexibility, even when your trip
is just around the corner and there's almost no risk left,
strongly suggests they're tapping into these behavioral
biases. This could be a form of "naiveté-based price
discrimination” [39], where hotels profit from customers
who consistently overestimate their need to cancel, or who
are so afraid of losing money that they'll pay extra to avoid
it. This strategy allows hotels to divide their customers not
just by how much they're willing to pay, but also by how
"savvy" they are or how easily they're influenced by
certain psychological triggers.

3. METHODOLOGY

To really get to the bottom of how hotels price rooms, how
our behavior affects those prices, and how hotels organize
themselves to do this, we need a robust approach. This
section lays out the game plan for a comprehensive study,
drawing on established research methods.

3.1 Our Guiding Ideas and Questions

Our main idea is that hotel pricing, especially the extra cost
for refundable rooms, isn't just about supply and demand.
It's heavily influenced by our common psychological
biases. We believe hotels are smart about this, using these
biases to keep that cancellation premium positive, even
when the actual risk of you canceling is super low.

Here are the main questions (hypotheses) we're trying to
answer:

o H1: Does the Cancellation Premium Stick Around?
We expect that the extra cost for a flexible hotel room will
stay significantly positive and fairly steady, even as your
check-in date gets closer and the objective chance of
canceling drops to almost nothing. We also think this
stability will be more noticeable than how much the basic
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room price itself changes.

o H2: Is Our Behavior the Reason? We believe this
persistent premium is mainly because of how we, as
consumers, behave:

o H2a: Do We Overestimate Risk? We think people
tend to overestimate the small chance that they might
need to cancel, which makes them overvalue the
flexibility of a refundable rate [8, 72].

o H2b: Do We Hate Losing Money? We also think
people really, really dislike the idea of losing money on a
non-refundable booking, making them willing to pay
extra to avoid that feeling [36, 42, 67, 72].

o H3: Is It Smart Strategy or Just Laziness? We're
betting that hotels deliberately choose to keep the
cancellation premium stable as a smart business move (a
type of "naiveté-based price discrimination"), rather than
just being slow to change prices or making mistakes [18,
39, 40, 65].

o H4: Who Benefits? We'll look at whether this kind
of pricing, which plays on our biases, can actually help
more people book rooms, potentially benefiting
customers by offering flexible options to a wider range of
travelers, even if their perception of risk isn't perfectly
rational.

3.2 How We'd Collect the Data

To answer these questions, we'd need a massive amount
of very detailed hotel pricing information. Our data
collection would be designed to capture all the subtle
ways hotels price their rooms across different types of
hotels, locations, and booking times, and to see the prices
exactly as customers would.

3.2.1 Where We'd Get Our Information

Our main source of data would be publicly available hotel
room listings from major online travel websites (like
Booking.com or Expedia), and if possible, directly from
hotel websites. This multi-source approach is key to
getting a complete picture.

o Across the Globe: We'd gather data from a variety
of big cities in different countries (like North America,
Europe, and Asia). This helps us account for regional
market differences, cultural variations in how people see
risk, and different rules and regulations.

o Over Time: We'd collect data over a long period
(several years), covering different seasons and major
events. This allows us to see how prices change over time
and to analyze long-term trends.

o Hotel Details: For every hotel, we'd gather lots of
specific information:

o Its star rating or quality level.
o How many rooms it has (its size).
o Whether it's part of a big chain or independent.

o Customer review scores (like overall rating,
cleanliness, staff quality).

o Details about specific room types (e.g., double, king,
suite) and what they include (e.g., breakfast, a view).

o Pricing Information: For each unique room type
and stay date, we'd record daily:

o The refundable price (PR).
o The non-refundable price (PNR).

o All the details about the cancellation policy (e.g., the
last day you can cancel for free).

o The "booking lead time" (how many days are left
until check-in).

o How many rooms are still available (if the website
shows this).

3.2.2 What We'd Measure

[ Cancellation Premium (Y): This is our main focus.
We'd calculate it as the simple difference between the
refundable and non-refundable prices (Y = PR - PNR). We'd
also look at the percentage premium (Y% = (PR - PNR) /
PNR * 100) to account for different price levels.

(] Days Before Stay (d): This is how many days are
between when we see the price and the check-in date. It's
crucial for tracking how the premium changes as the trip
gets closer.

(] Hotel-Specific Factors: To make sure we're
comparing apples to apples, we'd use statistical
techniques to control for things that are unique to each
hotel but don't change over time (like its location, brand
reputation, or overall management style).

o Room-Specific Factors: We'd also control for
differences between various room types and their
amenities.

[ Time-Specific Factors: We'd account for things like
seasonality, whether it's a weekday or weekend, and other
trends over time.

(] How Full the Hotel Is (Occupancy Proxies): Since
we can't usually get exact occupancy numbers, we'd create
educated guesses based on what we can observe:

o If the number of available rooms for a specific type
drops significantly over time.

o If the total number of different room types listed by
a hotel goes down (meaning some have sold out).

o If a hotel stops listing prices on the platform
altogether (which often suggests it's fully booked) [50].

3.3 How We'd Analyze the Data

Our analysis would combine simple observations,
advanced statistical modeling, and careful examination of
pricing patterns to thoroughly test our questions.
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3.3.1 Using Statistics to See Price Trends

[ Visualizing Trends: First, we'd use a technique
called "kernel-weighted local polynomial regression” to
create smooth graphs showing how refundable prices,
non-refundable prices, and the cancellation premium
change as the check-in date approaches [Figure 2 in PDF].
This gives us a clear visual understanding of the patterns.

o Formal Testing with Regression Models: To
formally test our hypotheses (H1 and H3), we'd use linear
regression models. A simplified version of our main
equation would look like this:

Yrhdls=i;c=j=).d6dDd+};r,hfdXrh+erhd

In plain English: We're trying to see how the cancellation
premium (Y) is affected by how many days are left until
the stay (Dd), while also accounting for all the unique
characteristics of the hotel (Xrh) and room type. This
helps us precisely measure how the premium changes (or
stays stable) over time, while making sure we're
comparing similar situations.

3.3.2 Making Sure Our Answers Are Solid (Checking
Other Explanations)

A really important part of our study would be to
systematically rule out other possible reasons for why
the cancellation premium stays high. This strengthens
our argument that human behavior and smart strategy
are the main drivers (H3).

o Is Ita "Decoy" Price? We'd check if the refundable
price is just a high number to make the non-refundable
price look better. If it were, the non-refundable price
should always stay lower than the old refundable price
once the flexible option is gone. But if the refundable
price is a real price, the non-refundable price might
actually go up to meet or even exceed it after the flexible
option expires [Figure 6 in PDF].

o Are Managers Just Making Mistakes/Being Slow?
While our statistical controls help, we'd do more tests.
We'd look at hotels with different "management quality"
scores (based on customer reviews). If mistakes were
common, less well-run hotels might have crazier pricing.
We'd also look at how often prices and premiums change.
If managers are truly "inertial," nothing would change
much. But if prices change often while the premium stays
the same, that points to a deliberate strategy [Figure 7,
Figure 9 in PDF].

(] What About Sold-Out Rooms (Opportunity
Costs)? Some might argue that the premium is high
because hotels lose money if a refundable room cancels
late and they can't re-sell it. We'd use our "occupancy
proxies" (our guesses about how full the hotel is) to test
this. If this were the main reason, the premium should be
much higher when hotels are nearly full. We'd compare
premiums in rooms that are "always observed" (low
opportunity cost) versus rooms that are "reduced"
(potentially higher opportunity cost) [Figure 10 in PDF].

[ ] Risk Aversion vs. Our Biases: We'd compare how
well standard economic models of risk aversion explain
the premium versus models that include our behavioral
biases (like overestimating probabilities) [Figure 5 in
PDF]. This involves using our data to see which model best
fits the real-world patterns.

o Location and Time: We'd also break down the data
by city and day of the week (weekdays vs. weekends) to
make sure our findings aren't just unique to certain places
or times [Supporting Information Appendix Figures A.1
and A.2 in PDF].

By using this careful and thorough approach, our study
aims to provide solid evidence and fresh insights into the
complex pricing strategies hotels use when dealing with
us, their very human customers.

4. RESULTS

Our deep dive into how hotels price their rooms, especially
that extra cost for flexibility, has revealed some truly
fascinating patterns. These findings really challenge the
old ways of thinking about economics and strongly suggest
that our human biases, along with smart hotel strategies,
are big players in the game. Let's break down what we
found.

4.1 What We Saw: Prices and Premiums in Action

Our initial look at millions of hotel room listings from
different countries consistently showed two key things
about how refundable and non-refundable prices, and
their extra cost (the premium), behave.

4.1.1 That Premium Just Sticks Around

You'd think that as your check-in date gets closer, and the
chance of you canceling your trip shrinks to almost
nothing, that extra cost for a flexible room would
disappear too. But our data tells a different story: the
premium stays surprisingly stable and significantly
positive for a long time leading up to your arrival [Figure
2, Figure 3, Figure 4 in PDF]. For example, across all sorts
of hotels (from 2-star to 5-star) and in different parts of
the world (Europe and North America), this premium
typically hovers around 10% to 15% of the full refundable
price. It barely drops, even when you're just days away
from checking in. This isn't just a random occurrence; it's
a widespread pattern. While there might be a tiny dip in
the premium in the last few weeks, it's never enough to
make it disappear. This consistent positive premium is a
huge discovery, showing that the "insurance" you get with
a flexible room holds its perceived value, even when the
actual risk it covers is almost gone.

4.1.2 Prices Move Together, But the Premium Stays Put

Here's another interesting observation: the prices for
refundable and non-refundable rooms tend to move in
sync [Figure 2 in PDF]. When hotels decide to change their
rates, they often adjust both the flexible and non-flexible
prices at the same time, keeping their difference largely
intact. This means that while hotels are actively tweaking
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their overall pricing based on market conditions, they're
often careful to maintain that specific gap between the
two rates. This isn't just a sign that hotels are slow to
change prices (what we call "managerial inertia"); it
suggests a deliberate, carefully planned decision by hotel
managers to keep that premium consistent. Our evidence
shows that when prices shift, they're often adjusted in a
way that ensures the premium doesn't change,
reinforcing the idea that this is a strategic choice [Figure
9 in PDF].

4.2 The Human Element: Why Our Behavior Matters for
Pricing

The fact that the cancellation premium stays so
stubbornly positive, even when there's almost no
objective reason for it, is hard to explain if you only think
about perfectly rational economic decisions. Our
findings, however, fit perfectly with what behavioral
economics tells us about human behavior.

4.2.1 We Overestimate Small Risks

That consistent positive premium, even when the actual
chance of canceling is tiny (like a few days before check-
in), strongly supports the idea of "probability
overweighting" from prospect theory [8, 69, 72]. Simply
put, we tend to give too much importance to very small
probabilities. So, for a traveler, that minuscule chance of
something unforeseen happening that forces a
cancellation might feel much bigger than it actually is.
This exaggerated perception of risk makes us overvalue
the "insurance" that comes with a refundable room,
leading us to pay a significant premium for it. Our
theoretical model, which includes customers who differ
in how much they're willing to pay and how accurately
they estimate cancellation probabilities, shows how
hotels can cleverly offer both refundable and non-
refundable rates, keeping that premium positive even for
very low cancellation risks [Section 4.1 in PDF]. When we
tested our model with real data, it suggested that our
tendency to overestimate probabilities is a much better
explanation for the size and persistence of these
premiums than just assuming we're all simply "risk-
averse" [Section 4.4 in PDF].

4.2.2 We Really Hate Losing Money

The principle of "loss aversion" [36, 42, 45, 67, 72] also
plays a huge role. For many of us, the thought of losing
the money we paid for a non-refundable room if our
plans change is a major psychological barrier. The
emotional pain of that potential financial loss feels much
more intense than the satisfaction of saving a bit of
money by choosing the cheaper non-refundable option.
This strong desire to avoid a perceived loss makes us
willing to pay more for the refundable alternative, even
if, objectively, the financial risk is minimal. The
refundable option acts like a psychological safety net,
offering a "peace of mind" that we're willing to pay for,
regardless of how small the actual risk becomes as the
check-in date approaches [31, 37]. This human bias

directly contributes to the ongoing demand for flexible
rates and, consequently, the persistence of that
cancellation premium.

4.3 The Online World: Transparency and Smart Pricing

The explosion of online travel agencies and direct hotel
websites has completely changed the pricing game by
making everything much more transparent [9, 10, 11, 46,
55, 60]. Now, we can easily compare prices across different
sites and for different room types. While you might think
this transparency would force prices to converge and
premiums to shrink, our findings show a more complex
picture.

On one hand, yes, more transparency can make
competition fiercer, potentially limiting how much hotels
can inflate premiums without losing customers [6, 46]. But
on the other hand, this transparency also gives hotels
incredible access to real-time market data, including what
their competitors are charging and how bookings are
trending [26, 27, 28]. This rich data allows hotels to make
much smarter, more strategic pricing decisions. They can
fine-tune their refundable and non-refundable offerings to
perfectly capture different types of "behavioral"
customers. Our data shows that hotels, especially those
part of big, sophisticated chains, are very active in
managing their prices in these transparent online
environments [34, 48, 50]. For example, during big events
like EURO 2016, hotels showed they could shift from
standard pricing to more customized, dynamic rates,
proving their pricing sophistication [58]. So, online
platforms don't necessarily kill the strategic use of
cancellation premiums; instead, they give hotels the tools
to apply more precise, behaviorally-informed price
discrimination.

4.4 Hotels' Intentional Choices: It's Not Just Inertia

Our analysis strongly suggests that the persistent
cancellation premium isn't just hotels being slow to
change prices or making mistakes. It's a deliberate,
strategic choice by hotel managers.

4.4.1 Smart Decisions, Not Just Old Habits

Some theories suggest that businesses are slow to adapt
prices because of old routines or limited individual
decision-making [7, 33, 34, 52, 59]. But our findings don't
support the idea that hotels are widely "mispricing" their
rooms [15]. The hotels we studied, mostly high-quality
ones in established chains, are known for their
sophisticated pricing strategies [34, 48, 50]. If prices were
truly messed up, we'd expect to see wilder premium
behavior, especially from less organized hotels. Yet, our
analysis shows that premiums stay stable and positive
across hotels of different quality levels (based on star
ratings and customer reviews). Even hotels with slightly
lower management scores show similar patterns, just with
slightly smaller premiums [Figure 7 in PDF]. This
consistency points to a deeper, intentional strategy at play.

What's more, when we looked at how often prices change,
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we found that overall room prices change much more
frequently than the cancellation premium itself [Figure 9
in PDF]. For example, many hotels adjust their room
prices just days before check-in, but far fewer change that
specific premium at the same time. This "fine-tuning" of
prices, while keeping the premium steady, clearly
indicates that the premium's stability is a deliberate
choice by managers, not a lack of responsiveness. Pricing,
in this view, is a powerful strategic tool, the result of
careful planning and discussion [18, 65, 73], not just a
passive reaction or an oversight.

4.4.2 The Power of Being a Chain Hotel

Our data largely came from hotels that are part of
established chains. Research consistently shows that
being part of a chain gives hotels a big leg up, especially
in revenue management. They benefit from shared
information, central systems, and standardized
processes [34, 39, 48, 50]. These hotels are typically very
active in managing their income. The consistent patterns
of premium persistence we observed across this
sophisticated part of the industry further confirm that
this is a calculated strategic behavior. The ability to
create and maintain such a nuanced pricing structure,
one that leverages our behavioral biases, requires a high
level of organizational smarts and clear strategic intent.

4.5 Debunking Other Explanations

To make our case for "naiveté-based price
discrimination” even stronger, we had to systematically
investigate and, where possible, rule out other common
explanations for why that premium sticks around.

4.5.1 The "Decoy Price" Idea Doesn't Hold Up

One idea is that the refundable price is just a "decoy" - an
artificially high number meant to make the non-
refundable price look more appealing, with no real
expectation of anyone actually booking it. If that were
true, once the refundable option is no longer available
(say, after its cancellation deadline), the non-refundable
price should stay consistently lower than that old
refundable price. But our analysis of what happens to
prices after the refundable option expires tells a different
story. In many cases, the non-refundable price actually
moves up to meet, or even sometimes exceed, the price
that was previously offered for the refundable option
[Figure 6 in PDF]. This shows that the refundable price is
indeed a real price at which hotels expect to sell rooms,
not just a psychological trick.

4.5.2 Not Just Mistakes or Laziness

As we discussed earlier, the idea that hotels are just
making widespread pricing mistakes or being slow to
change prices isn't strongly supported by our data. The
consistent premium patterns across different hotel
quality levels, and the fact that prices are frequently
adjusted while the premium remains stable, point to
deliberate strategic control rather than simple oversight.
While some small-scale inertia might exist, it doesn't

explain the big picture of why the premium persists.
4.5.3 Capacity Isn't the Main Reason

Another possible explanation from the supply side is that
the positive premium reflects the cost to the hotel if a
refundable booking cancels late, leaving a room empty,
especially if the hotel is nearly full [29]. While this sounds
logical, our evidence suggests it's not the main reason for
the persistent premium.

o Low Cancellation Rates: Even when data on
cancellation probabilities is available, it shows that
cancellations are generally rare, especially close to the
check-in date [13, 21]. This means the actual cost to the
hotel from late cancellations is probably very small.

[ Occupancy Doesn't Change It Much: We used
several ways to guess how full hotels were (like rooms that
were "always observed" as available, suggesting low
opportunity cost, versus rooms that were "reduced"
(potentially higher opportunity cost)). Our analysis shows
that the premium stays stable and positive across all these
different occupancy levels. There wasn't a significant
difference in premium levels between hotels that were
potentially busier or less busy [Figure 10 in PDF]. This
suggests that even when hotels aren't likely to be sold out,
the premium remains. Plus, studies on hotel booking
trends show that even during peak times, hotels often
don't reach full capacity [13]. All this evidence combined
suggests that the cost of empty rooms due to cancellations
isn't the primary reason for that persistent cancellation
premium.

In short, our findings strongly support the idea that the
consistent extra cost for refundable hotel rooms is a smart
strategic move by hotels, leveraging our human biases,
especially our tendency to overestimate small risks and
our dislike of losing money. Other explanations, like decoy
pricing, widespread mistakes, or significant costs from
empty rooms, just don't fit the patterns we observed in the
data.

5. DISCUSSION

The discoveries we've made in this study offer a fresh
perspective on how hotels set their prices, especially when
dealing with us, their very human customers. By clearly
showing that the extra cost for flexible hotel rooms
stubbornly sticks around, and by carefully ruling out the
usual explanations, we've highlighted the crucial role of
our psychological biases and the intentional strategies of
hotel managers. This discussion brings all these insights
together, explores what they mean for hotel businesses
and for us as consumers, and points to exciting areas for
future research.

5.1 Bridging the Gap: When Economics Meets Human
Nature in Hotel Pricing

Our study reveals a fascinating tension: on one side, the
elegant theories of revenue management that assume
we're all perfectly rational, always trying to get the most
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for our money. On the other side, the messy, but real,
complexities of how we actually make decisions. That
persistent extra cost for flexibility, even when the actual
risk of canceling is tiny, just can't be fully explained by
simple logic or the cost of changing a price tag. Instead,
it's deeply rooted in how our brains work.

The core idea is this: hotels aren't just reacting to supply
and demand in a perfectly logical market. They're
cleverly engaging with customers who, predictably, have
certain psychological quirks. Specifically, our tendency to
overemphasize small probabilities (making that tiny
chance of canceling seem bigger than it is) and our strong
aversion to losing money (that deep-seated fear of
forfeiting a non-refundable payment) are what drive our
willingness to pay for flexibility. This willingness stays
strong, even as your check-in date gets closer and the
objective value of that flexibility should, logically,
dwindle. This is a clever form of "naiveté-based price
discrimination" [39, 40], where hotels adjust prices
based on our different beliefs and mental shortcuts, not
just on how much we value the room itself.

The fact that refundable and non-refundable prices move
in parallel, while that premium stays steady, further
emphasizes that these are deliberate strategic decisions.
This "fine-tuning" suggests that hotels aren't just letting
the premium exist out of laziness; they're actively
managing this difference as a distinct, powerful tool. This
view aligns with the idea that pricing is a sophisticated
skill for a business, involving careful planning and smart
choices, especially for well-established hotel chains [18,
34, 65, 73].

5.2 What This Means for Hotels: Smart Pricing for Real
People

The insights from this study have big implications for
hotel managers who want to optimize their pricing in a
market full of human customers.

5.2.1 Offering the Right Choices for Different Minds

Hotels need to understand that their customers aren't all
the same. We differ not just in how much we're willing to
pay, but also in how easily we're swayed by biases and
how we see risk. By continuing to offer both refundable
and non-refundable options, with that strategically
maintained premium, hotels can effectively divide their
market.

o Savvy vs. Less Savvy Customers: That premium
caters to "naive" customers who might overestimate
cancellation chances or really hate losing money, giving
them the peace of mind they're willing to pay for. At the
same time, "savvy" customers who accurately assess risk
can still grab the lower, non-refundable rate.

(] Beyond Just a Room: The flexible option isn't just
about the objective chance of canceling; it's about how
we feel about it. Hotels should present the refundable
option not just as "insurance" but as "peace of mind,"
"flexibility," or "stress-free booking." This appeals to the

emotions and psychological benefits that we, as
customers, truly value.

5.2.2 Talking About Prices: How You Say It Matters

How hotels present their pricing options can hugely
influence our choices and whether we feel treated fairly
[35, 41].

[ Be Clear: Even though the premium persists, hotels
should be crystal clear about their cancellation policies
and the benefits of each rate. Confusion can lead to
distrust.

[ Subtle Nudges (Anchoring and Framing): Hotels
can subtly guide our decisions by strategically "anchoring”
prices or "framing” choices. For example, calling the non-
refundable price a "discount” from the flexible rate might
feel better than calling the flexible rate a "premium."

o Managing Expectations: Hotels need to manage our
expectations about price changes. While dynamic pricing
is necessary, sudden or seemingly random price hikes,
especially for the same room, can really annoy us. The
stability of the premium, even as basic room prices go up
and down, might actually help us feel like the value of
flexibility is predictable and fair.

5.2.3 Using Data to Understand Us Better

The massive amounts of data available from online
platforms give hotels an incredible chance to truly
understand our behavior.

(] Predicting Our Choices: Beyond just guessing how
many rooms will be booked, hotels can build models that
predict which customers are likely to choose refundable
vs. non-refundable rates, how sensitive they are to price
changes, and even their hidden risk perceptions.

o Testing What Works (A/B Testing): Hotels can run
experiments on their websites to try out different ways of
showing prices, different messages, and different policy
descriptions to see what works best to get us to book and
to capture that premium.

o Listening to Feedback: Paying attention to
customer reviews, especially those about pricing and
cancellation policies, can give hotels valuable insights into
what feels fair and where they can improve.

5.3 What This Means for Us: Are We Being Exploited?

A big question here is whether hotels are simply
"exploiting” our biases. While that word might come to
mind, our findings, much like other research in behavioral
economics [39, 40], suggest a more nuanced picture.

[ More Choices for More People: Our model suggests
that this "naiveté-based price discrimination" can actually
be a good thing if it means more people get to book rooms
[Section 4.5 in PDF]. By offering a flexible option that
appeals to those of us who might overestimate risk (or
really hate losing money), hotels can serve a group of
customers who might not book at all if only a single, non-
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refundable price were available. These customers, who
truly value flexibility (even if for slightly biased reasons),
now have access to a service they want. In these
situations, both the hotel (through more profit) and us,
the customers (by getting a choice we value), can benefit.

[ Redistribution, Not Always Exploitation: When
this type of pricing doesn't lead to more bookings overall,
it mainly shifts money around. The hotel benefits, and
those "naive" customers who pay the premium might be
worse off, while "savvy" customers who pick the cheaper
non-refundable rate might be better off. However, even
then, it's not necessarily "exploitation” in a malicious
sense. It's more about businesses adapting to how we
actually think and feel. The very existence of the flexible
option, even with a premium, provides a choice that some
customers genuinely prefer, given their own subjective
assessment of risk.

This perspective challenges the simple idea that any
pricing strategy that uses our biases is automatically bad.
Instead, it suggests a more complex dynamic where
businesses adapt to our psychology, and in doing so, can
sometimes expand their reach and create benefits for
everyone involved.

5.4 Where Do We Go From Here? Future Research

While our study offers strong insights, it also opens up
new questions for future research:

5.4.1 Deeper Data: What About Actual Bookings?

Our analysis relied on the prices hotels posted, not
necessarily what people actually booked or canceled.
While we showed that posted refundable prices are real
transaction prices, having access to actual booking and
cancellation records would give us even more detailed
insights:

o Real Cancellation Rates: We could directly see
how many refundable bookings are actually canceled,
allowing us to precisely compare objective risk with
perceived risk.

o How We Choose: Understanding the steps we take
when booking (e.g, how many times we look at both
options, or if we switch between them) could reveal
deeper psychological processes.

o Individual Biases: With real transaction data, it
might even be possible to guess at individual customers'
behavioral biases and group them more accurately.

5.4.2 Culture, Seasons, and Beyond

While we looked at data from several countries, a more
in-depth study of how different cultures perceive risk,
loss, and fairness could offer valuable insights into how
these biases play out in various markets and how hotels
adapt. Also, extending our observations to longer periods
within a year would help us understand how pricing
practices and customer behavior change with the
seasons.

5.4.3 Lessons for Other Industries

The idea of a persistent premium for flexibility, even when
risk is low, probably isn't unique to hotels. Many other
industries involve buying something in advance that you'll
use later, with options to cancel or change (think airlines,
event tickets, car rentals, or even online stores with
flexible return policies). Future research could explore
whether similar "naiveté-based price discrimination”
strategies are used in these different markets and what the
consequences are for customers. Understanding how
these psychological tendencies and pricing strategies play
out across various industries would be a fascinating area
for comparison.

6. CONCLUSION

The hotel industry truly operates in a sophisticated world
where the traditional goals of making money have to be
carefully balanced with a deep understanding of what
makes us, the customers, tick. Our study provides strong
evidence that those "sticky prices," especially the
consistent extra cost for flexible hotel rooms, aren't just
because of internal costs or managers overlooking
something. Instead, they're largely driven by fundamental
human behaviors: our tendency to overemphasize small
risks, our powerful aversion to losing money, and our
innate sense of fairness.

For hotels to succeed in this complex environment, they
need a delicate and ongoing balance. This means
constantly adjusting their dynamic pricing, clearly
communicating the value of what they offer, and smartly
recognizing how our cognitive biases shape our decisions.
By embracing and integrating insights from behavioral
economics into their pricing strategies, hotels can not only
boost their profits but also, in some cases, expand their
reach and offer choices that genuinely benefit a wider
range of customers, even those whose decisions are
influenced by their psychological predispositions. This
nuanced understanding reminds us that in today's
marketplace, true strategic success often comes from
effectively engaging with the human side of demand.
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