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Abstract In economics and decision theory, loss aversion refers to people’s tendency
to strongly prefer avoiding losses to acquiring gains. Many studies have revealed
that losses are more powerful, psychologically, than gains. We initially introduce
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when only the mean and variance of the demand distribution are known. We obtain
the explicit expression for the optimal order policy that maximizes the loss-averse
newsvendor’s worst-case expected utility. We find that the robust optimal order pol-
icy for the loss-averse newsvendor is quite different from that for the risk-neutral
newsvendor. Furthermore, the impacts of loss aversion level on the robust optimal
order quantity and on the traditional optimal order quantity are roughly the same.
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1 Introduction

People are more averse to losses than the same amount of gains they are attracted to.
This idea, known as loss aversion, originated from prospect theory proposed by Kahne-
man and Tversky [1]. Loss aversion is both intuitively appealing and well supported in
organizational behavior, marketing, financial markets, labor supply, life savings and
consumptions, and real estate (see, e.g., [2-7]). In addition, the empirical study by
MacCrimmon and Wehrung [8] revealed that managers’ decision-making behavior
is consistent with loss aversion. The experiment designed by Duxbury and Summers
[9] also supported people’s loss-averse behavior. As stated by Brooks and Zank [10],
“The analysis and consequences of loss aversion have become an important part of
economic theories and their applications”.

The newsvendor problem is a popular problem in the operations management lit-
erature. The problem is useful for determining ordering policies for relatively short
shelf-life products in order to maximize the expected profit for a single period under
a stochastic demand environment. Because of its simple but elegant structure, the
newsvendor problem has served as a building block for numerous models in inven-
tory management, supply chain management and coordination, yield management,
scheduling, option pricing models, and many other areas.

Obviously, coping with loss aversion in newsvendor problem is a problem worthy to
study. In contrast with the wide applications and empirical supports of loss aversion in
other fields, unfortunately, the development of loss aversion to describe the newsvendor
decision bias is still in its early stages. As far as we know, Schweitzer and Cachon
[11] and Wang and Webster [12] are among the earliest pioneers who studied the loss-
averse newsvendor problem. Schweitzer and Cachon [11] showed that a loss-averse
newsvendor would order strictly less than a risk-neutral newsvendor when the shortage
cost could be ignorable, and the optimal order quantity was decreasing in loss aversion
level. Wang and Webster [12] further found that a loss-averse newsvendor may order
more than a risk-neutral newsvendor when the shortage cost is relatively high.

The existing researches have revealed that the effect of the newsvendor’s loss aver-
sion will take substantial impact on the newsvendor’s decision. In general, these works
are based on the assumption that the underlying distribution of the demand is precisely
known. However, it is often very hard or impossible to figure out the demand distrib-
ution, especially in the fast-changing markets in practice. Scarf [13] and Gallego and
Moon [14] are the first scholars who introduced the robust optimization approach as a
practical extension of the traditional newsvendor model. The robust approach allows
us to determine the optimal order quantity for the worst case when only the mean and
variance of the demand distribution are available. Scarf [13] derived a closed-form
formula for the optimal ordering rule that maximizes the expected profit against the
worst possible distribution of the demand with the given mean and variance. He also
pointed out that the worst distribution of the demand has positive mass at two points.
Gallego and Moon [14] provided a simpler proof of Scarf’s formula and extended
Scarf’s ideas to four cases. In the last 20 years since the appearance of Gallego and
Moon [14], there have been numerous results in the literature related to extensions of
Scarf’s ordering rule to different settings and applications (see, e.g., [15-24]).

So far, one intriguing question still remains:
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The newsvendor’s decision-making behavior is unclear if (i) the newsvendor has
preference of loss aversion and (ii) only partial information about the demand
distribution is available. Is there a similar closed-form expression for the robust
newsvendor problem with loss aversion to Scarf’s ordering rule [13]? In partic-
ular, whether the loss aversion makes a different effect when some information
of the demand distribution is lack?

The main contribution of this work is to answer this long-standing question in an
affirmative way. We built a theoretical model to characterize the robust newsvendor
problem with loss aversion. We obtain the closed-form expression for the optimal order
quantity that maximizes the loss-averse newsvendor’s worst-case expected utility,
which is quite different from Scarf’s ordering rule. We find that the worst distribution
of the demand has positive mass at three or two points. The robust optimal order
quantity for our model is decreasing in loss aversion level under most parameter
settings, which is roughly the same but a little different from the result obtained by
Schweitzer and Cachon [11] with the complete information of the demand distribution.

The rest of the paper is organized as follows. In Sect. 2, we formulate a robust
newsvendor model with loss aversion. In Sect. 3, we obtain the tight lower bound
of expected utility over all possible distributions with the given mean and variance,
and provide the explicit expression for the optimal order quantity that maximizes the
tight lower bound of expected utility. In Sect. 4, we conduct numerical experiments
to calculate the optimal order policy under different parameter settings and illustrate
the effect of loss aversion level, distribution variation and other parameters on the
optimal policies. In Sect. 5, we draw our conclusions and identify opportunities for
future research. The proofs of main results are given in the appendices.

2 Robust Newsvendor Model with Loss Aversion

In the newsvendor problem, a decision maker chooses an order quantity ¢, which
arrives before the start of a single selling period. Let D be stochastic demand during
this period, u be its mean and o2 be its variance. The decision maker purchases each
unit for cost ¢ and sells each unit at price p > ¢. When ¢ > D, each unit remaining
at the end of the period can be salvaged for s < c. Let F be the distribution function
of demand and f be the density function. For simplicity, assume F is continuous,
differentiable and strictly increasing, but is uncertain. Let I" (i, o2) be the class of all
distribution functions with mean 1 and variance o-2. Let 'y (i, 02) C I'(1t, %) be the
subclass of distributions F of nonnegative random variables (i.e., f0+°° dF(x) =1).
The profit can be written as

(g, D) = (p —s)min{q, D} — (c — s)q
=(p—0qg—(p—s)qg—D)y,

where (y)+ := max{y, 0}.
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We consider a simple piecewise-linear form of loss aversion utility function

(x) = X, x> 0;
uix) = rx, x <0,

with A > 1, where A quantifies the degree of loss aversion. This piecewise-linear
form of loss aversion utility function in Fig. 1 has been widely used in the economics,
finance, and operations management literature (see, e.g., [11,12,25,26]). The rationale
behind such consideration is that typically a decision maker has a reference point in
mind, and he/she would feel the loss more acutely than the gain near the reference

point.
c—S

For a given order quantity g, the decision maker’s break-even sales is =5 i.e.,
ﬂ(q, ;_iq) =0.
Hence,
M(p—s)D —(c—s)q], if0<D < ;ﬁiq;
u(w(q, D)) =1 (p—s)D — (c — s)q, if ;:‘Zq <D <gq; (D
(p—o)q, if D>gq.

c—S8

We define a product as a high-profit product when s

otherwise.
Under the setting that only the mean x and variance o of demand are known, a
loss-averse newsvendor is interested in solving the following robust model:

< % and a low-profit product

max min _ Elu(w (g, D))], (M1)
9 Fely(u,o0?)

where F € 'y (1, 0%) means that the random variable D conforms to a distribution
F which belongs to I' (11, 62).

A
u(x) Gains

Losses

Fig. 1 A piecewise-linear loss aversion utility function
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Remark 2.1 When loss aversion level A = 1, i.e., the newsvendor without loss aver-
sion, the above model (M1) reduces to that in [13].

3 Newsvendor’s Optimal Order Policy

In this section, we are interested in solving the robust newsvendor model with loss
aversion (M1). To see this, we need a few intermediate steps. Let us first consider

U(g):= min E[u(z(q, D))] (P)
Fely (1.0?)

the inner problem of the model (M1), where the minimization is over the set of prob-
ability distributions, of the nonnegative random variable D satisfying the given mean
and variance requirements.

The above problem is equivalent to the following linear programming problem

+o00
min/ u(mw(q, x))dF(x) P)
FJo

“+00
S.t. / dF(x) =1,
0
+o00
/ xdF(x) = u,
0

+00
/ xzdF(x) = ,u2 + 02,
0
dF(x) > 0.

Motivated by the approaches used in [13] and [27], we use the duality theory to
analyze the above primal problem (P). Its dual problem is

max [yo 4 uy1 + (1> + o) ya] (D)

Y05Y1,Y2

s.t. yo + y1x + y2x2 <u(m(g,x)), VxelRy,

where yg, y1 and y; are the dual variables corresponding to the probability-mass, mean
and second-order moment constraints. Our approach to find U(q) is based on con-
structing a pair of primal-dual feasible solutions F*(x) (a distribution) and (yj, ¥}, y3)
for (P) and (D), and make sure that they satisfy the complementary slackness condition.
In the case of linear programming, this ensures optimality.

The necessary and sufficient optimality condition, for the primal feasible solution
F*(x) to be an optimal solution for (P) and for the dual feasible solution (yg, yi, ¥3)
to be an optimal solution for (D), is the complementary slackness condition:

+00
/0 (u(n(q, X)) =y — yix — yikxz)dF*(x) =0.
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According to the complementary slackness condition, for any point x € R, the
primal optimal solution F*(x) has nonzero probability if and only if the dual optimal
solution (yg, yi,y5) satisfies yj + yjx + y§x2 = u(n(q, x)). In other words, the
touching points of the smooth curve g(x) := yo 4+ yi1x + y>x> and the three-piece
line u((q, x)) should be the points where the primal optimal solution places all its
masses. As illustrated by Fig. 2, the two functions g(x) and u (7 (¢, x)) will have three
touch points at most and two at least (a total of seven cases).

On the basis of the above analysis, we provide the closed-form expression for U (g),
in the following theorem.

Theorem 3.1 Define

Ae=5)—(=D(p—0)

x0@) = "= 9
$1(q) 1= MO0
1 —
xa(g) 1= MesDEaDp=0
and
Xo(g) =0,
2
A V(p=)+x(c—s)—/ (=D (c—s)
x1(q) :=q[1 - = ) ]
N (J(p —IFAE—) O Tc=5)
x2(Q) =q P—s ’
and

v(q) = 2q PR,

The worst-case expected utility U(q) for all F € T (u, o'2) in problem (P) reduces
to the following seven cases:

Case 1: Three- point distribution.
(la) If 55 = #=L and

max{(x; — ) (i — x0), (x2 — W) (w — x1)} < 0% < (x2 — w) (1 — xo),

then
_ — )2
U(q) = L=t p=ols | [(p_c) — Gl pe) ]q
k(p—s)z(uz+a )
T Ap-oq
(1b) Ifc 5 and

max{(£] — ) (u — %o), (F2 — W (w — 21} < 0% < (F2 — w) (1 — o),
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tangent point  u(7(g,x)) tangent point  u(7z(q,x))
\LI v \AI v
il [
b [
[ [
0 Xy :xl ! 'xz l lxl
=N x q X
g L
[«— intersect point
tangent point
Case (1a) Case (1b)
tangent point u(7(q,x)) langcnl{(‘)inl u(7(q,x))
+
i i
| |
: I
0 ’\{n - txl 1 1
Y =<' be X
I
| (x)
| g(x) ¢
tangent point
Case (2a) Case (2b)
tangent point A
tangent point u(7(g,x)) T u(m (g %)
v
T
I
/II/ 1
% | ix
0
- 59 4 X X
g(x)
tangent point intersect point
Case (2¢) Case (2d)

tangent p()*im u(ﬂgq,X))

[<— intersect point

Case (2¢)

Fig. 2 The two functions g(x) and u (7 (g, x)) will have three touch points at most and two at least (a total
of seven cases)

then

(=) (P=0)+1(e—5)~ VT D) (T A=) |
[V —vohe ]|
(p=9)*(u*+0?)

W[ Vr—aFre= -] ¢

Ulg) = —Mc—9)q -
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c—s _ A-1 c=s A-1
5 p-s 24-1 5 p-s 22-1
K 28 ‘% 2e
S o 1008
// 2¢ \\ e \
/A\ \\ / N
N / 1b
/e N\ /7 N\ —~\
S~ ) 3 /7~ N\ 2d .
2a o 0 22 2b
0l - - >y - \ -
X, X, XX x, ¥ v X, X, ® XX ox X

Fig. 3 Characterization of the different cases in Theorem 3.1

Case 2: Two-point distribution.
(2a) If ;:SS > ﬁ and 0 < (x; — p)(u — xo), or else lf; - < m and
02 < (w— p)(n — Xo), then

U@ =520+ D - 29 - 0= D - S92 +02)].

(2b) If ;:S > % and 0% < (xa — p)(u — x1), or else if < = = < 2)\)\—_11 and
0% < (%2 — W (p — 21), then

U@ =52 [ —9) — /(e — 92 +02] + (p — 0)g.

(20) If =5 = £ and (x2 — ) = x0) < 0% < (v = ) = Ro), then

_ Ap=s) (p=0)+ilc=s) (p—0)+rlc=s) \2
Ulg) = =3 [(“ T () q) - \/(M T T Ay q) +02]
+(p —o)q.

2d) If §=% < 357 and (@ — ) (0 — Fo) < 0% < (&1 — 1) (1 — Ko), then

Ulg) = (p—s)n—(c— s>“2+ﬁ§2 q.

@) If 5= = 3 and 0 > (v — W — o), or else if £ < =

0% > (f2 — ) (1 — Ro), then

and

— V2 A (e—s)o2
U(q):%q

Furthermore, the worst-case expected utility U (q) is differentiable and concave on
[0, 4+-00].

We shall delegate the proof of Theorem 3.1 to Appendix 1.
Figure 3 provides a graphical representation of the different cases in Theorem 3.1
in the mean-variance space. We can interpret the result in Theorem 3.1 as follows:
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A—1
—s = 2x—1

increase the variance o2, the extremal distribution moves from case (2a) to case (1a)
to case (2c) to case (2e). These can be interpreted as cases of lowest variance, lower
variance, higher variance, and highest variance, respectively, for the particular mean.

Secondly, we will consider rn;lx U (q). The following theorem provides the explicit

7 and the mean p in the interval [xo, x1], then as we

expression for the robust optimal order quantity that maximizes the worst-case
expected utility U (g).

Theorem 3.2 Define

— _ 125 +c7
G1a = Mp )\/ Ole=9)+ 041 (p—e)>—dn(p—0)

_ p=s w+o
qlb - 2 29
1e=) (V= Tic—5)—/G—D(c—))
‘l2b=M+£(\/ - ,C,:Sc)
_ AMp—s) [ A(c—s)
q2c (p c)+Ar(c—s) I:/’L+g A(c s) p—c )]

q2e = 0.

The robust optimal order quantity q* corresponds to the global maximum of the
worst-case expected utility U (q) reduces to the following five cases:

Case 1: The global maximum of U (q) is attained under three-point distribution.

(la) If £=% > 3= and

max{(x1(q1a) — W) (1 — x0(q14)), (x2(q1a) — ) (1t — x1(q14))}
< 0% < (x2(q1a) — W1 — x0(q1)),

then q* = q14.
)

(Ib) If £ < 7=

51 and

max{(X1(q1p) — ) (1 — Xo(q15)), (F2(q15) — ) (0 — X1(q1))}
<o? < (%2(q1p) — W) (1 — Ro(q1p)).

then g* = qp.
Case 2: The global maximum of U(q) is attained under two-point distribution.

(2b) If =5 ; z gir and 6% < (x2(q2p) — W) (e — x1(q2p)), or else if $=% < F=4

and 0? < ,Sx%(q”’) W (1 — X1(q2p)), then g* = qap.
(2¢) pr il and

(x2(g2¢) — (1 — x0(q2¢)) < 0% < (v(gae) — W) (w — Fo(g2e)),

then q* = qoc.
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2 —
(20) If (%) < M2, then g* = qae.
It is impossible to attain the global maximum of U (q) under the distributions
of cases (2a) and (2d).

We shall delegate the proof of Theorem 3.2 to Appendix 2.
The above two theorems and the following corollary are the main results of this

paper.

Corollary 3.1 When loss aversion level . = 1, the result of Theorem 3.2 reduces to

that
p—c / c—=s.
gt = n+5 ( c—s \/ ) a_ >pc’
p, c—s
0 ; SP*C’

which is consistent with “Scarf’s rule” [13].

We shall delegate the proof of Corollary 3.1 to Appendix 3.

4 Numerical Experiments

In contrast to the existing newsvendor models, the robust newsvendor model with
loss aversion (M 1) takes both the newsvendor’s distribution-free demand and decision
bias into consideration. Therefore, it is expected that the model (M1) may behave
differently from the existing models. In the following numerical experiments, we will
compare the performance of the model (M1) with that of other two existing models:
the loss-averse newsvendor model under the known distribution proposed in [11]

max E[u(w (g, D))], (M2)
q

where F is a known distribution belonging to I' (u, 02); and the robust newsvendor
model without loss aversion proposed in [13]

max min  E[n(q, D)]. M3)
q F€F+(u,02)

We denote by g*, g, ¢&, respectively, the optimal order quantities for the models
(M1),(M2), (M3),and by U (q*), Ur(¢F), Ur(g®), respectively, the optimal expected
utilities for the models (M1), (M2), (M3). Especially for the model (M2), when F is
the normal distribution, we denote the optimal order quantity by ¢, and the optimal
expected utility by Uy (¢™).

4.1 Optimal Order Polices

We present numerical experiments to compute the optimal order policies for the model
(M1) and illustrate their properties. Our numerical experiments are based on the
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Table 1 The parameter setting of our numerical experiments

No. References c P s I o
1 Silver and Peterson [28] 35.1 50.3 25.0 900 122
I Gallego and Moon [14] 28.0 32.0 15.1 1200 170
14000 T T T T T T T = )
-Case (12
z . |U@)=12168_ Gane 11
= i Case (2a)
3 ¥ Case (2b)
Qg 1o00op ! Y Case (2¢)
= ! | Case (2d)
@ soml ! Case (2¢)
O |
P2 i
(] 5
@ 8o00r [ \ g
] |
(U .
O om0t ! 1
-+ |
w b3
= |
§ 2000 - i
AV | ) |
0 200 400 600 800 '1000 1200 1400 1600 1800 2000

Order quantity q

Fig. 4 A plot of the worst-case expected utility U (g) with the parameter setting No. I. Loss aversion level

A=2

14000

10000

8000

6000

4000

2000

Worst-case expected utility

-2000

12000

Case (1a)
——Case (1b)
——Case (2a)
——Case (2b)
——Case (2¢)
—Case (2d)
Case (2e)

0

1
200

1
400

L
600

1
800

1000

1200 1400

Order quantity q

1
1600 1800 2000

Fig. 5 A plot of the worst-case expected utility U (¢) with the parameter setting No. I. Loss aversion level

r=5

newsvendor examples introduced in [14] and [28] as shown in Table 1. We plot the
optimal order policies for (M1) in Figs. 4, 5, 6, 7 and 8. As indicated in the figures,

the worst possible distribution of the demand with the mean p and the variance o

2

may be some combination of seven cases, which is consistent with Theorem 3.1. The
worst-case expected utility U (¢) is differentiable, and is either unimodal or monotone
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4000 T T T T T T T

- e e i
= amw | U(q")=3568 ! -
=
5 !
B !
L oo} [ 4
@ [
(O] :
o | \
3 1ooop i T
@ !
® o ;
(&) Case (1a) |
- Case (1b) i
Q Case (2a) . \
O -1000 { ——case (2b) | i
; ——Case (2¢) |

Case (2d) s

Jopp L=, . . . '9"=1110
u] 200 400 600 800 1000 ' 1200 1400 1600

Order quantity g

Fig. 6 A plot of the worst-case expected utility U (¢) with the parameter setting No. II. Loss aversion level
A=15

3000 T T T T T T
—_ U(q*)=2553
e _
—_— Case (1a) i 1
2 000 | ——~Case (1b) : '\“ |
_g ——Case (2a) -
> —Case (2b) I
8 1500 | —Case (2c) I T
= ——Case (2d) |
@ 1000 H Case (2e) I -
2 i
O .
— 500F I i
—
< ! \
2 o 1
) !
< L |
= 500 i

o . : . : . 19*=1085

0 200 400 600 800 1000 1200 1400

Order quantity g

Fig.7 A plot of the worst-case expected utility U (¢) with the parameter setting No. II. Loss aversion level
A=5

decreasing in ¢ on [0, +-00], which is also consistent with Theorem 3.1. The optimal
expected utility, i.e., the global maximum of the worst-case expected utility, may be
attained under the three-point distribution as Figs. 5, 6 shown, and may be attained
under the two-point distribution as Figs. 4, 7, 8 shown, which is consistent with The-
orem 3.2.

4.2 Relative Expected Value of Additional Information

If we use the order quantity ¢* instead of ¢*', the ratio of Ur (¢*) and Ur (¢*) is equal

to l[]jF (q:). This ratio can be regarded as the Relative Expected Value of Additional

Information (REVAI).
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x 10*

U(Q*)=0
0ND5F .
-Case (1a)
——Case (1b)
——Case (2a)
——Case (2b) \
151 | ——Case (2¢) N
—Case (2d) \
Case (2e) \

Worst-case expected utility

q7=0, . , i ; . ,
0 200 400 600 800 1000 1200 1400 1600

Order quantity g

25

Fig. 8 A plot of the worst-case expected utility U(q) as a function of order quantity ¢ with parameters
¢ =28.0, p=32.0,s = 15.1, © = 1200 and ¢ = 300. Loss aversion level . = 10

Table 2 Distributions for
randomly generated parameter

values Range [60,120] [30,60] [10,30] [1,5]

Data )4 c s A

Table 3 Comparison of the performance of ¢* with qF

Distribution Minimum REVAI Mean REVAI Maximum REVAI
Normal 1.0000 1.0021 1.0356
Uniform 1.0000 1.0034 1.0289

To ascertain the effectiveness of our approach, we compare the performance of
g* with g7, in terms of the REVAI for a series of random problems under the nor-
mal/uniform distribution. We randomly generate a set of 1000 problems, where each
instance of each relevant parameter, including the loss aversion level A, is drawn from
a uniform distribution, with limits as shown in Table 2. The normal distribution has a
mean of 800 units and a standard deviation of 150 units, whereas the uniform distrib-
ution has limits of 540 and 1060 units, i.e., a mean of 800 and a standard deviation of
150 units. The minimum, mean, and maximum of these ratios for the 1000 problems
under the two distributions examined are reported in Table 3. From this table, it is
clear that the expected utilities under the known distribution yielded by ¢* and ¢ are
quite close. Therefore, we can recommend the use of our robust model in those cir-
cumstances when it is almost impossible or very difficult to find the actual distribution
of the demand.
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1580

1560

1540 302k i

1520

2981 B
1500

1480
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-+ q*

—e—q~\'

1460

1440 n 1 L L L L L L 29
1 2 4 7 9 1 2

3 5 6 8
Degree of loss aversion A

T4 5 6 7 8 s m
Degree of loss aversion A

Fig. 9 Optimal order quantities and optimal expected utilities with respect to different loss aversion level,
with unit cost ¢ = 23. Under this setting, $=% 1

p—s 1
; 57 10*
)1320’\6\_\9_6\; 22
= =
£ =
% 1310 4 5
R 194
s 3
]CT) 1300 1 8
° Q18
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© T sl
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- q 3 “ Ul
4 5 s 7 8 s o v 2 3 4 5 & 7 8§ 95 n
Degree of loss aversion A Degree of loss aversion A

Fig. 10 Optimal order quantities and optimal expected utilities with respect to different loss aversion level,
with unit cost ¢ = 30. Under this setting, % =z

4.3 The Effect of Loss Aversion Level

Our third numerical study aims to understand the impact of loss aversion level A on the
optimal order policy for (M1) in comparison with that for (M2), under different values
of ;:§ (see Figs. 9, 10, 11 and 12). Set parameters to p = 50, s = 20, u = 1200, and
o = 300. It is worthwhile to note that when A = 1, the optimal order policy for (M1)
is just the optimal order policy for (M3), i.e., ¢* = ¢® and U(¢*) = Ug(¢®) in this
case. From the figures, we find that:

(i) The optimal expected utilities for both (M1) and (M2) are decreasing in loss
aversion level A. Furthermore, when the product profit is higher, the effect of A is
stronger. Moreover, the effect of A on the optimal expected utility also depends
on the type of model. Indeed, the effect of A for (M1) is more intense than that
for (M2).

(i) The effect of loss aversion level A on the optimal order quantity depends on the
type of model. The optimal order quantity ¢* for (M1) is decreasing in A under
most parameter settings, but under some parameter settings it may increase in A
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Fig. 12 Optimal order quantities and optimal expected utilities with respect to different loss aversion level,
with unit cost ¢ = 47. Under this setting, % =%

at first and then decrease (see Fig. 11). Such an impact on ¢* by varying A is a
little different from that on ¢V for (M2). Schweitzer and Cachon [11] found that
the optimal order quantity be decreasing in A under a known demand distribution.

4.4 The Effect of Distribution Variation

In our fourth numerical experiment, we compare the effect of distribution variation
on the optimal order quantities for three types of models. The distribution variation is
quantified by mean p and standard deviation o. We fix i and let o vary. We consider
both the high-profit product and the low-profit product. Set parameters to p = 50,
s =20, u = 1000, and A = 5.

Figures 13 and 14 show that ¢* is increasing in o when <=

p_i is small (high-profit
is big (low-profit product). Such an impact

c—S
p—s

on ¢* for (M1) by varying o is consistent with that on ¢ for (M2) and ¢* for (M3).

Moreover, no matter high- or low-profit product, when the deviation of o is 10 %, the

deviation of expected utility with respect to ¢* under the known normal distribution

product), and is decreasing in o when
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Fig. 13 Optimal order quantities with respect to different standard deviation, with ¢ = 23. Under this
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Fig. 14 Optimal order quantities with respect to different standard deviation, with ¢ = 47. Under this
setting, % =1

is only 0.2-2.66 %, which is relatively small. The robust optimal ordering policy
for variance change has strong adaptability, so the accuracy requirement of variance
estimation for the loss-averse newsvendor is not high.
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Fig. 16 Optimal order quantities with respect to different values of unit selling price, with ¢ = 35 and
s =20

4.5 The Effect of Other Parameters

To gain more insights, in our fifth numerical experiment we study the effect of other
parameters (include unit cost, selling price and salvage) on the optimal order quantities
for three models. Set the benchmark values of parameters to u = 1000, o = 100 and
A=5.

Figures 15, 16 and 17 demonstrate that ¢* is decreasing in unit cost ¢ and is increas-
ing in unit selling price p and in unit salvage s, respectively. The monotonicity of ¢*
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Fig. 17 Optimal order quantities with respect to different values of unit salvage, with ¢ = 35 and p = 50

for (M1) with respect to c, p and s, respectively, is consistent with that of qN for (M2)
and g R for (M3).

5 Conclusions

Loss aversion is the human tendency to strongly prefer avoiding a loss to receiving a
gain. This particular cognitive bias consistently explains why so many of us make the
same irrational decisions over and over, in the area of economics and elsewhere. Some
scholars have studied the loss-averse newsvendor problem with aknown demand distri-
bution and found that the effect of the newsvendor’s loss aversion will take influence on
the newsvendor’s decision. Nevertheless, it is often difficult to completely characterize
the demand distribution in real life. To fill in this research gap, we initially investigate
a newsvendor model that takes both the decision maker’s decision bias and the lack
of distributional information of demand into consideration. We use a piecewise-linear
loss aversion utility function to describe the decision maker’s decision bias, and apply
the robust optimization approach to overcome the lack of information. Our solution is
tractable, which makes it attractive for practical application. Our analysis also gener-
ates insights into the choice of the demand distribution as an input to the newsvendor
model. We summarize our important findings as follows:

1. We obtain the closed-form expression for the optimal order quantity that maximizes
the loss-averse newsvendor’s worst-case expected utility, which is quite different
from Scarf’s ordering rule. The robust optimal order quantity with loss aversion
for our model has five different cases, but Scarf’s ordering rule only has two cases.
In addition, we find that the worst distribution of the demand has positive mass at
three or two points.
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2. The robust optimal order quantity with loss aversion is decreasing in loss aversion
level A under most parameter settings, but may increase in A at first and then
decrease under some other parameter settings. This finding is roughly the same,
but a little different from the finding by Schweitzer and Cachon [11], which shows
that the optimal order quantity with loss aversion is always decreasing in A under
a known demand distribution.

3. The robust optimal order quantity with loss aversion is increasing in standard
deviation o for high-profit product and is decreasing in o for low-profit product.
The robust optimal ordering policy for variance change has strong adaptability.
Moreover, the robust optimal order quantity is decreasing in unit cost ¢ and is
increasing in unit selling price p and in unit salvage s, respectively. Clearly, with
respect to o, ¢, p and s, respectively, the tendency of optimal order quantity for
our model is consistent with those by Schweitzer and Cachon [11] and Scarf [13].

There are many questions that need to be further explored. For example, other exten-
sions of our model include back ordering, supplying option, lead time, etc. In addition,
the robust newsvendor model with other patterns of decision bias by the bounded ratio-
nality is worth investigating. Finally, it is hoped that the results obtained in this work
will be helpful for both practitioners and researchers and provide some insights for
developing related robust newsvendor models.

Acknowledgements This research was partially supported by the Fundamental Research Funds for the
Central Universities of China (Grant No. CDJSK100211) and by the Scientific Research Foundation and
the Project Spark of the Chongqing University of Technology.

Appendix 1

Proof of Theorem 3.1 Firstly, we prove the closed-form expression for U(g). Our
proof is based on constructing a pair of primal-dual feasible solutions for (P) and (D),
and make sure that they satisfy the complementary slackness condition. The optimality
will then follow.

Case 1: Three-point distribution. The remaining two bounds correspond to different
three-point distribution.

(1a): Suppose that the smooth curve g(x) tangents the lines [y : y = A[(p — s)x —
(c—s8)qLli:y=(p—s)x—(c—s)gandlr : y = (p — c)q. Let us denote
these points as xg, x; and xp, where 0 < xg < ;:ssq, ﬁq < x; < q and

X3 > ¢q. Due to the tangency condition, they must satisfy the following system

of equations:

g(xo) —u(m(q, x0)) =0, g'(x0) — u' (7w (g, x0)) =0,
g(x1) —u(w(g, x1)) =0, g'(x1) —u'(7(g, x1)) =0,
g(x2) —u(m(g, x2)) =0, g'(x2) — u'(w(q, x2)) = 0.
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From the above system of equations, it is easy to get

AMe=s)—(—D(p—0c)

10 = DN
_ Me=9)+0=D(p=0)
ME TN @
_ Me=9)+04+D(p=0)
nET e 4

c—S

It is easy to see that xg < s

c=s ~ Al

g < x1 <q < x2.And x¢9 > 0 is ensured if

p—s = 2h—l" e . .
Note that the three-point distribution has to satisfy the mean and variance
constraints. This can be obtained using the probabilities of these three points

constructed explicitly as:

o2+ (u—x))(p—x2)

Pxo = TGo—xDxo—x2)
_ o (u—xo)(u=x1)

Px (x2—x0)(x2—x1) ’

Px; = 1— Pxy — Pxp-

For the solution F*(x) ((x;, px;), i = 1, 2, 3 construct the three-point distrib-
ution F*(x)) to be primal feasible, we need to ensure that the values of p,, are
nonnegative. This is ensured if max{(x; — w)(u — xp), (x2 — w)(u — x1)} <
02 < (x2 — w) (1 — xo).

With the values of x¢, x1 and xz, it is easy to check that

2 3(p—c)+r(p—s —c)—A(p—s
yaﬁ =(p—o)q y;xz _ Bp=o+rp 41)3&1:) )=r(p s)]q’
— —c)+A(p—s
YT _ —2y§x2 _ S)[(g(pc_)c) (p 5)]7

x« _ _p=s  _ —Mp—s)?
Y2 = 30— T Fp—oq

is adual feasible solution and satisfies the complementarity slackness condition
with the primal feasible solution F*(x) that we had identified before. Therefore
(P) and (D) have the same optimal objective value, which is equal to

U(g) = A(p — $)xo — (¢ — $)q]pxy + [(p — $)x1 — (¢ — 5)q]px,
+(p —)gpx,
=¥+ uyf + (W +oh)y;

(P=9)[A(p=)+(p—)lp O(p—5)+(p—c))?
2(p—c) +[(p—o = Hrp e

Mp=s)? (12+0?)
4(p—c)q

(1b): Suppose that g(x) intersects /g at the origin and tangents /; and /5. The following
proof is similar to that of (1a).
Case 2: Two-point distribution. The remaining five bounds correspond to different
two-point distributions.
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(2a): Suppose that g(x) tangents the lines [y and /1 only. Let these tangent points be
Xo and x1, respectively. Due to the tangency condition, we can get

X0 + X1 ZZ;Z‘YL]- (2)

S

For the solution to be primal feasible, we need to construct the two-point distribution
F*(x) as follows by using a positive variable t:

1
X0 = u — o7, with probability pz, = m;
T
2
X1 = p + o/t, with probability pz, = P 3)
T

Substituting (3) into the above Eq. (2), we deduce that

(=350, (h— 5= )2 +0?

o

T =

It is easy to see that X < C;_Ssq < X1 and prove the following results:

> 2’} and 0% < (x; — w) (1 — x0) = 02 < (0 — ) (n — Ko);
c—s A=1

p—s < 25-1 al’ldO' <(w—p)(u _XO) = 0? < (x1 — ) (e — x0);
o < (w—u)w—xowxo > 0
02<(Xl—M)(M—x0)¢>\/(M—%Q)2+02< %.p c

B =

The corresponding dual solution which satisfies the complementarity slackness
condition with the primal feasible solution F*(x) is

. 2
. I B A=Dp-9[Za+ /=2 +0?]

=—(c—=95)q+yx{ =—(—5) —
Yo q T Y2 X] q 4\/(u—;%§q)2+02

(;\+1)(p—s)+ A—D(c—=s)q
2 2 /- =940

k]

*

yi=(p—s)—2y% =

* __ A=Dp=s) _ _—G=D(p=s)
Y2 2(xp—¥1) 4\/(u s )26

In this case, we still need to guarantee that the solution (yg, yj, ¥;) also satisfies the
dual feasibility condition by checking yg + yjx + y;)c2 < (p—c)gforallx > gq. Let
A be the discriminant of the quadratic function y3 x2 + y’fx +yg—(p—0o)q]. If <=

p—s =
2’& 11 and 02 < (x] — ) (0 — xo), or else if ;:i 2A anda < (w—p)(u — Xxo),

then we have

-1 — —c
= 0D = 49306 — (0~ g] = Ap — 5)* - CHLEE=
J=g=5a) to

<ip—s)?— % (from the results 2, 4) = 0.
X T p—s
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Since A < Oand yJ < 0, the dual feasibility condition is satisfied. Thus the optimality
holds by this pair of solutions.

(2b): Suppose that g(x) tangents the lines /1 and ;. The following proof is similar to
that of (2a).

(2c): Suppose that g(x) tangents [y and l». The following proof is similar to that of
(2a).

(2d): Suppose that g(x) intersects [ at the origin and tangents /. The following proof
is similar to that of (2a).

(2e): Suppose that g(x) intersects [y at the origin and g (x) tangents />. The following
proof is similar to that of (2a).

Secondly, we prove the differentiability of U (g) on [0, +00]. We denote by U1,(q),
U1b(q), U24(q), Uap(q), Uae(q), Uza(q), Uze(q), respectively, the tight lower bound
U (gq) of cases (1a), (1b), (2a), (2b), (2¢), (2d), (2e) in Theorem 3.1.

Since U(q) is a piecewise function made up of seven differentiable cases, we just
need to show the differentiability of adjoining points. We indicate the proof for the
differentiability of the adjoining point between case (1b) and case (2¢) only, and the
other proof is similar. From 02 = (X2(q)— ) (L—Z%0(q)), we can get that the adjoining
point between case (1b) and case (2e) is

(P=9)u?+0?) .
21| (p=0)+0= D (=)~ T=D =) (p=c1Frc=)) |

qg=

It is easy to verify that

ST _ (p=out-r(c—=s5)o> ~
Un(q) = ql_lfg, Uze(q) = P g

and

(p=ou’—Me=s)a®

Upp(q) = ql—lgjl, Us(q) = o2

Finally, we prove the concavity of U (g) on [0, +o0].

(1a): For any ¢ > 0, we can calculate that

" A 2,2 2
Ualg) = = 225004 < 0.

So, U14(g) is concave on [0, +o0].
(1b), (2a), (2b), (2¢): These proofs are similar to that of (1a).
(2d): It is obvious that Us;(q) is a linear function, so Uz4(q) is a concave function.
(2e): This proof is similar to that of (2d).
Since the differentiable function U (¢) is a piecewise function made up of seven
concave cases, U(q) is concave on [0, +00]. O
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Appendix 2
Proof of Theorem 3.2

(la): Setting

! o M=+ D (=0 | Ap=9’@l+e?) _
Ula(Q) = (17 C) 4x(p—c) + 4(p—0)q? - 0,

we can get a positive stationary point

_ _ M2+02
qia = Mp s)/ (le=)+ G+ D (p=c)?—4h(p—c)?

Since U1, (q) is concave, arg max Uy, (q) = q14.- Thus, if g1, satisfies conditions
q

(1a), then ¢* = q14.
(1b): This proof is similar to that of (1a).
(2a): For any g > 0,

p—s

(D, (== )2 40

’ ¢ r—1 —£=s
Upylg) = ==t - 22t ] <

Obviously, Uy, (¢) is monotone decreasing in g on [0, +-00], and arg max Uz, (¢)
q

= 0. But ¢ = 0 does not satisfy condition (2a), so g™ can not be attained under
this case.
(2b): Setting

U. = p=o==9) | W=9DWw=9 _ g
2(q) 2 2/ (i—q)2 402

we can get a unique stationary point

g =n+5(/E - J=2).

If % < % then gz, < 0. Since Upp(g) is concave, arg IIl;lX Up(q) =

0. But ¢ = 0 does not satisfy condition (2b).

IfL > % then gop > 0. Since Uy (q) is concave, arg m;lx Uxp(q) =

q2b-
To sum up, if g2, satisfies conditions (2b), then ¢* = gop.
(2c): This proof is similar to that of (2b).
(2d): Ttiseasy to verify thatif Uy, (g) is monotone decreasing in g, arg max Ua4(q) =
q

0. But ¢ = 0 does not satisfy condition (2d), so ¢* can not be attained under
this case.

@ Springer



J Optim Theory Appl (2016) 171:1008-1032 1031

(2e): It is obvious that

Alc—s

U».(q) is monotone increasing in g, if (%)2 > g
p—c
Alc—s

U».(q) is monotone decreasing in g, if (%)2 < ¥
p—c

2 _ . .
If (4)° > %, g* can not be attained under this case.

If (4)? < Me=9) then are max U = = 0. It is obvious that
(cr) = = gqe[O,—i)-(oo] 2¢(q) q2e q2e
satisfies condition (2e), so ¢* = g2.- g

Appendix 3

Proof of Corollary 3.1 Let & = 1, then <= > A=L — 0, xo(¢q) = x1(q) = ¢

p—S A—1 p—s 4
x2(q) = %6] and q2p = q2c = n+ 5 (/&= — /5= ). Furthermore, the

c—s p—c
five cases of the robust optimal order quantity ¢g* in Theorem 3.2 can reduce to the
following three cases:

AN

*

(la): If 02 = (x2(q1a) — 1) (L — x0(q1p)), then ¢* = q1q.
(2b), (2¢): If 02 < (x2(q2p) — ) (1t — x1(qap)), or else if (x2(qap) — p)(w —
x0(q2p)) < 0% < (v(qap) — W) (1 — X0(gap)), then g* = qop.

2e): If (£4)* < €5 then g* = qa. = 0.

Moreover, it is easy to verify that

2 _ N
L (8)" > 525 = 0% < (v(g2p) — W (1 — Fo(q2p)).
2. From the result 2 in the proof of Theorem 3.1 (2b), we can get

2 _ _ _ _ Bp=ot+c=s)lo [c=s
0% = (xa(gqp) — W) = x1(q2p)) & ="\ p=c
3. Substitute p = W % into g1, and g5, We can obtain that

_ _ (p—s)%c
Ta =920 = 30,0 =0t

To sum up, from the results 1, 2, 3, we can obtain that

_ _ . 2 _
oo s i) )
0, if (4)° = &=
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