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1. Introduction

There is ample evidence that individuals and firms have desires to avoid adverse conse-
quences arising from their ex-ante optimal decisions that turn out to be ex-post suboptimal
(Loomes, 1988; Loomes et al., 1992; Loomes and Sugden, 1987; Starmer and Sugden, 1993).
To reconcile these pervasive regret-averse preferences, Bell (1982, 1983) and Loomes and
Sugden (1982) develop regret theory that defines regret as the disutility arising from not
having chosen the ex-post optimal alternative. An axiomatic foundation of regret theory is

later offered by Quiggin (1994) and Sugden (1993).

In a recent article, Broll et al. (2016) have incorporated regret theory into Sandmo’s
(1971) model of the competitive firm under price uncertainty.! The firm’s regret-averse

preferences are characterized by a bivariate utility function that includes additive separable

2

disutility from having chosen ex-post suboptimal alternatives.” The extent of regret is

'Broll and Wong (2015) introduce ambiguity and ambiguity aversion to exporting firms to study their
incentives to export to foreign countries.

2Other applications of regret theory include Braun and Muermann (2004), Guo et al. (2015), Muermann
et al. (2006), and Wong (2012, 2015).
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gauged by the difference between the actual profit and the maximum profit attained by
making the optimal production decision had the firm observed the true realized output
price. Broll et al. (2016) derive a sufficient condition under which the regret-averse firm
optimally produces less when the output price becomes uncertain. As an extension, Niu et
al. (2014) derive an alternative sufficient condition for such a negative global effect of price

uncertainty on production.

In this paper, we revisit the results of Broll et al. (2016) by examining not only the
global effect but also the marginal effect of changes in price uncertainty on production. We
show that both effects are positive (negative) if the random output price is asymmetrically
distributed with positive (negative) skewness. In this case, high (low) output prices are much
more likely to be seen than low (high) output prices. To minimize regret, the firm is induced
to raise (lower) its optimal output level. We as such show that the skewness of the price
distribution plays a pivotal role in determining the regret-averse firm’s production decision.
These are novel results when contrasting with those of the literature on the competitive
firm under price uncertainty, thereby highlighting the economic asymmetries between regret

aversion and risk aversion in shaping decision making processes under uncertainty.

The rest of this paper is organized as follows. Section 2 incorporates regret aversion into
the model of the competitive firm under price uncertainty. Section 3 examines the global
effect of price uncertainty on production. Section 4 examines the marginal effect of changes

in price uncertainty on production. The final section concludes.

2. The model

Consider the competitive firm under price uncertainty a la Sandmo (1971). There is one
period with two dates, 0 and 1. To begin, the firm produces a single commodity according
to a deterministic cost function, C(Q), where @ > 0 is the output level, and C(Q) is

compounded to date 1 with the properties that C'(0) = C"(0) = 0, and C'(Q) > 0 and
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C"(Q) > 0 for all @ > 0. The strict convexity of C(Q) reflects the fact that the firm’s

production technology exhibits decreasing returns to scale.

At date 1, the firm sells the entirety of its output, ), at the then prevailing per-unit
price, P, which is not known ex ante.® The uncertain per-unit price, P, is distributed

according to a known cumulative distribution function (CDF), F(P), over support [P, P],

where 0 < P < P. The firm’s profit at date 1 as a function of P is, therefore, given by

II(P) = PQ — C(Q), (1)

for all P € [P, P].

Following Paroush and Venezia (1979), we assume that the firm’s preferences are repre-

sented by the following bivariate utility function:

V(IL, k) = U(IT) — BG(R), (2)

where U (II) is a von Neumann-Morgenstern utility function with U’(IT) > 0 and U"(IT) < 0
for all II > 0, § is a positive constant, and G(R) is a regret function defined over the
magnitude of regret, R, such that G(0) = 0, and G’(R) > 0 and G”(R) > 0 for all R > 0.4
The magnitude of regret, R = II™®* — II, is gauged by the difference between the actual
profit, I, and the maximum profit, II"#* that the firm could have earned at date 1 should
the firm have made the optimal production decision based on knowing the true per-unit
price, P. Since II cannot exceed IT™®*, the firm experiences disutility from forgoing the
possibility of undertaking the ex-post optimal production decision. The parameter, (3, is
a constant regret coefficient that reflects the increasing importance of regret aversion in

representing the firm’s preferences as 3 increases.

To characterize the regret-averse firm’s optimal production decision, we have to first

determine the maximum profit, II"#* at date 1. If the firm could have observed the true

3Throughout the paper, random variables have a tilde (™) while their realizations do not.
“Bleichrodt et al. (2010) provide empirical evidence that regret functions are indeed convex.
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per-unit price, P, the maximum profit at date 1 would be achieved if the firm had chosen
Q(P), which is the solution to C'[Q(P)] = P. The maximum profit at date 1 as a function

of P is, therefore, given by

[I¥(P) = PQ(P) — ClQ(P)]; 3)

for all P € [P, P|. Using Egs. (1) and (3), we can write the magnitude of regret, R(P), as

R(P) = II"™(P) —II(P) = PQ(P) — C[Q(P)] - [PQ — C(Q)], (4)

for all P € [P, P].

We can now state the regret-averse firm’s ex-ante decision problem. At date 0, the firm
chooses an output level, ), so as to maximize the expected value of the bivariate utility

function defined in Eq. (2):

max B{U[I1(P)] - AGIR(P)}. 5)

where E(-) is the expectation operator with respect to the CDF of P, and II(P) and R(P)
are given by Eqgs. (1) and (4), respectively. The first-order condition for program (5) is

given by
B0/ ()] + 56 R (PIYP — C'(Q"))} =0, ()

where an asterisk (*) signifies an optimal level.

Differentiating the objective function of program (5) twice with respect to @ yields
E{{U”[H(ﬁﬂ ~ BG"[R(P)]}[P — C"(Q))* — {U'[I(P)] + ﬁG’[R(P)]}C”(Q)} <0,(7)

for all @ > 0, where the inequality follows from the properties of U(II), G(R), and C(Q).
Eq. (7) implies that Eq. (6) is both necessary and sufficient for Q* to be the unique optimal

solution to program (5).
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3. The global effect of price uncertainty

As a benchmark, we consider the case wherein the uncertain per-unit price, P, is fixed

at its expected value, E(P). In this benchmark case of certainty, Eq. (6) reduces to
C'(Q°) = E(P), where Q° is the optimal output level under certainty. This is the usual
optimality condition under which the marginal cost of production is equated to the expected

per-unit price.

To examine the global effect of price uncertainty on the firm’s production decision, we
compare * with Q°. To this end, we first consider the case that the firm is risk neutral
and regret averse, i.e., U(IT) = IT and G”(R) > 0. Differentiating the objective function of

program (5) with U(IT) = IT with respect to @, and evaluating the resulting the derivative
at Q = Q° yields

BE{G'[R°(P)][P — E(P)]} = BCov{G'[R°(P)], P}, (8)

where we have used the fact that C’(Q°) = E(P), and Cov(,) is the covariance operator
with respect to the CDF of P.5 Tt then follows from Eqs. (6) and (7) that Q* > (<) Q°
if, and only if, the covariance term on the right-hand side of Eq. (8) is positive (negative).

We state and prove our first proposition.

Proposition 1. The regret-averse, but risk-neutral, competitive firm increases or de-
creases its optimal output level, i.e., Q* is greater or smaller than QQ°, when the per-unit

price becomes uncertain, depending on whether E{G'[R°(P)]} is no less than G'[R°(P)] or

G'[R°(P)], respectively.

Proof. Note that

OG'[R°(P)]
oprP

SFor any two random variables, X and Y, we have Cov(X,Y) = E(XY

= G'[R(P)][Q(P) — Q. (9)

|
o
Bl
J=
=
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Since Q'(P) = 1/C"[Q(P)] > 0 and Q[E(P)] = Q°, it follows from Eq. (9) and G”(R) > 0
that G’[R°(P)] is decreasing (increasing) in P for all P < (>) E(P). Hence, G'[R°(P)] is
U-shaped and reaches a unique minimum at P = E(P). If E{G'[R°(P)]} > G'[R°(P)], there
must exist a unique per-unit price, P° € (E(P), P), such that G'[R°(P°)] = E{G'[R°(P)]}.
Since G'[R°(P)] is U-shaped and E{G'[R°(P)]} > G'[R°(P)], it follows that G'[R°(P)] <
E{G'[R°(P)]} for all P € (P, P°) and G'[R°(P)] > E{G'[R°(P)]} for all P € (P°, P).

Hence, we have
Cov{G'[R°(P)], P} = E{{G’[RO(P)] _ E{G’[RO(P)]}}(P _ PO)} > 0. (10)

Eq. (10) then implies that Q* > Q°. The proof that Q* < Q° if E{G'[R°(P)]} > G'[R°(P)]

can be done analogously and thus is omitted. O

To see the validity of the condition that E{G'[R°(P)]} can be no less than G'[R°(P)]
or G'[R°(P)], we consider the case that P is a binary random variable such that P is
equal to either P or P with probability p or 1 — p, respectively. In this binary example,
E{G'[R°(P)]} > (<) G'[R°(P)] if, and only if, R°(P) < (>) R°(P). To be more concrete,
we assume that the cost function is quadratic, C(Q) = cQ?, where c is a positive constant.
Then, we have Q(P) = P/2c and R°(P) = [P — E(P)]?/4c. In this case, we have R°(P) <
(>) R°(P), thereby Q* > (<) Q°, if, and only if, p > (<) 1/2.

The intuition for Proposition 1 is as follows. If E{G'[R°(P)]} > G'[R°(P)], it follows
from Eq. (10) that G'[R°(P)] is positively correlated with P. Introducing regret aversion
to the firm makes the firm raise more concerns about the disutility from the discrepancy of
its output level, Q(P) — Q°, when high realizations of P are revealed. To minimize regret,
the regret-averse firm optimally adjusts its output level upward from Q° so that Q* > Q°.
On the other hand, if E{G'[R°(P)]} > G'[R°(P)], then G'[R°(P)] is negatively correlated
with P. Introducing regret aversion to the firm makes the firm raise more concerns about
the disutility from the discrepancy of its output level, Q° — Q(P), when low realizations

of P are revealed. To minimize regret, the regret-averse firm optimally adjusts its output
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level downward from Q° so that Q* < Q°.

We now resume the original case that the firm is both risk averse and regret averse,
ie., U"(II) < 0 and G”(R) > 0. Differentiating the objective function of program (5) with

respect to ), and evaluating the resulting derivative at QQ = Q° yields

E{¥(P)[P — E(P)]} = Cov[¥(P), P], (11)

where W(P) = U’'[II°(P)] + BG'[R°(P)] and we have used the fact that C'(Q°) = E(P). It
then follows from Eqs. (6) and (7) that @* > (<) Q° if, and only if, the covariance term
on the right-hand side of Eq. (11) is positive (negative). We state and prove the following

proposition.

Proposition 2. IfU"(I1) > 0 and G"'(R) > 0, the regret-averse competitive firm increases
or decreases its optimal output level, i.e., Q* is greater or smaller than Q°, when the per-

unit price becomes uncertain, depending on whether E[¥(P)] is no less than ¥(P) or ¥(P),

respectively.

Proof. Note that
V'(P) =U"[II°(P)]Q° + BG"[R°(P)][Q(P) — Q°], (12)
and

V(P) = U"II°(P)|Q° + BG" R (P)][Q(P) — Q°° + BG"[R°(P)]Q'(P). (13)

Since Q(P) < (>) Q° for all P < (>) E(P), Eq. (12) implies that ¥/(P) < 0 for all
P < E(P). Since U”(II) > 0 and G"”(R) > 0, Eq. (13) implies that ¥ (P) > 0 for all
P € [P, P|. By Jensen’s inequality, we have E[¥(P)] > W[E(P)]. If E[¥(P)] > ¥(P), there

must exist a unique per-unit price, P° € (E(P), P), such that ¥(P°) = E[¥(P)]. Since
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WU(P) is convex and E[¥(P)] > U(P), it follows that ¥(P) < E[¥(P)] for all P € (P, P°)
and W(P) > E[¥(P)] for all P € (P°, P]. Hence, we have

Cov[¥(P), P| = &w&U—EWGMMP—P%}>a (14)

Eq. (14) then implies that Q* > Q°. The proof that Q* < Q° if E[W(P)] > W(P) can be

done analogously and thus is omitted. O

The sufficient condition for Q* > Q°, i.e., E[¥(P)] > W(P), can be written as

ﬁ{E{G’[RO(f’)] - G’[R°(£)]}} > U'°(B)] - E{U'IT°(P)]}. (15)

The right-hand side of condition (15) is positive since U”(IT) < 0. Condition (15) never
holds for all # > 0 if E{G'[R°(P)]} < G'[R°(P)]. In this case, we cannot unambiguously
compare Q* with Q°. For condition (15) to hold, we need E{G'[R°(P)]} > G'[R°(P)] and

U'II°(P)] — E{U'[II°(P)]}

8> h
E{G'[R°(P)]} — G'[R°(D))

(16)

Given that E{G'[R°(P)]} > G’'[R°(P)], Proposition 1 implies that the regret-averse firm
has an incentive to produce beyond Q° should the firm be risk neutral. Since the firm is
in fact risk averse, there is a countervailing incentive that induces the firm to reduce its
output level when the per-unit price becomes uncertain. Condition (16) simply says that
the firm is sufficiently regret averse, i.e., 3 is sufficiently large, in that the incentive driven
by regret aversion dominates the opposing incentive driven by risk aversion. The firm as

such optimally produces more upon introducing the price uncertainty.

The sufficient condition for Q* < Q°, i.e., E[¥(P)] > W¥(P), can be written as
B{G'[RO(?)] - E{G'[RO(P)]}} < E{U'[II°(P)]} - U'[I°(P)). (17)

The right-hand side of condition (17) is positive since U”(IT) < 0. Condition (17) holds for
all 8> 0if E{G'[R°(P)]} > G'[R°(P)]. Given that E{G'[R°(P)]} > G'[R°(P)], Proposition
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1 implies that the regret-averse firm has an incentive to produce below (Q° should the firm
be risk neutral. Since the firm is in fact risk averse, there is a reinforcing incentive that
induces the firm to reduce its output level when the price uncertainty prevails. For all

G > 0, the firm optimally produces less when the per-unit price becomes uncertain.
If E{G'[R°(P)]} < G'[R°(P)], condition (17) reduces to # < 31, where

_ E{U'II°(P)]} - U'[11°(P)]

DGR (P)] - E(CTR (D))}

(18)

Given that E{G'[R°(P)]} < G'[R°(P)], the results of Proposition 1 are not applicable so that
the incentive driven by regret aversion is ambiguous. However, if the firm is not too regret
averse in that § < 3, the incentive driven by risk aversion to reduce output in response to

the presence of price uncertainty becomes the dominant factor, thereby rendering Q* < Q°.

Wong (2014) derives a sufficient condition for Q* < Q°, which requires § < [y if

U"”(IT) > 0 and G"'(R) > 0, where

_ UHIP[E(P)) - U (P
i RO R "

and G’(0) = G’{R°[E(P)]}. Niu et al. (2014) derive an alternative sufficient condition for
Q* < Q°, which requires 8 < g3 if U"(I1) > 0 and G”’(R) > 0, where

B U//LHo(ﬁlQo
G"[Re(P)[Q(P) — @]

Since U"'(IT) > 0, we have

B3 =

(20)

U//[HO(F)] > U/{HO[E(F))]} — U/[HO(F)] (21)
ST ED)) @)

Since II°(P) — II°[E(P)] = [P — E(P)]Q°, we can write inequality (21) as

UAIC[E(P)]} - U'T(P)]

_U//[HO(?)]QO S 5 E(P) (22)
Since G”’(R) > 0 and G’(0) = G'{R°[E(P)]}, we have
G'[R°(P)] - G'(0) _ OG'[R°(P)] _ IR (PY[Q(P) — 7). (23)

P —E(P) - opP P=P
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It then follows from inequalities (22) and (23) that 83 < (2. Hence, the alternative sufficient
condition of Niu et al. (2014) implies that of Wong (2014), but not vice versa. In other
words, the sufficient condition of Wong (2014) is less restrictive than that of Niu et al.
(2014).

If E{G'[R°(P)]} > G'[R°(P)], we show that Q* < Q° for all 3> 0. On the other hand,
if E{G'[R°(P)]} < G'[R°(P)], we show that Q* < Q° for all 8 < ;. Since U"(II) > 0,
we have E{U'[II°(P)]} > U{II°[E(P)]}. Since G"(R) > 0, we have E{G'[R°(P)]} > G'(0).
It then follows from Egs. (18) and (19) that 51 > (2. Hence, our sufficient conditions are
implied by those of Wong (2014) and Broll et al. (2016), but not vice versa. In other words,

our sufficient conditions are more general.

4. The marginal effect of price uncertainty

In this section, we examine the marginal effect of changes in price uncertainty on pro-
duction when regret aversion prevails. To this end, we let F'(P) be a new CDF of P. When

the original CDF, F(P), is replaced by the new CDF, F (P), the first-order condition for

program (5) becomes
/ {0 (P)] + G RY(P)HP = C'(QN]AF(P) =0, (24)

where a dagger (7) signifies an optimal level. To compare QT with Q*, we evaluate the

left-hand side of Eq. (24) at @Q* to yield

/{U’H* ]+ BGRY(P)]}[P — C'(Q*)]dF(P)

—/ {U'I1"(P)] + BG'[R*(P)]}[P — C'(Q")]A[F(P) — F(P)], (25)

where the equality follows from Eq. (6). It then follows from Eqs. (7) and (24) that

Q" > (<) Q* if, and only if, the right-hand side of Eq. (25) is positive (negative).
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We first consider the case wherein F'(P) is riskier than F(P) in the sense of first-order
stochastic dominance (FSD), i.e., F(P) > F(P) for all P € [P, P|, with strict inequality at

some P. We state and prove the following proposition.

Proposition 3. When the uncertain per-unit price, P, experiences an increase in risk
via a FSD shift from F(P) to F(P), the regret-averse competitive firm reduces its optimal
output level, i.e., QT < Q*, if the firm’s coefficient of relative risk aversion does not exceed

unity, i.e., —IIU"(I1)/U'(I1) < 1 for all T1 > 0.

Proof. Let ®(P) = {U'[IT*(P)] + BG'[R*(P)|}[P — C'(Q*)]. Then, we have

'(P) = U'[IT*(P)][C(Q") — C'(Q1)Q"] + U’[H*(P)]{l () LD }

U'[IT(P)]
+BG"[R*(P)][Q(P) — Q7] [P — C"(Q")] + BG'[R*(P)]. (26)

Since C”(Q) > 0 and U”(II) < 0, the first term on the right-hand side of Eq. (26) is
positive. Given that —ITU"(IT)/U’(I1) < 1 for all II > 0, the second term is also positive.
Since Q'(P) > 0, we have Q(P) < (>) Q* whenever P < (>) C'(Q*). The third term on
the right-hand side of Eq. (26) is positive so that ®(P) > 0. Using ®(P), we can write the

right-hand side of Eq. (25) as
P i P i
/ &(P)A[F(P) — F(P)] = — / &' (P)[E(P) — F(P)]dP < 0. (27)
P P

where the equality follows from integration by parts, and the inequality follows from the
fact that F'(P) > F(P) for all P € [P, P], with strict inequality at some P. Hence, we

conclude from Eq. (27) that QT < Q*. O

The intuition for Proposition 3 is as follows. Since there is a FSD shift from the orig-
inal CDF, F(P), to the new CDF, F(P), the realizations of P close to P are now much

more likely to be seen than those close to P. The regret-averse firm as such raises more
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concerns about the disutility from the discrepancy of its output level, @* — Q(P), when
low realizations of P are revealed given the FSD shift from F(P) to F(P). To minimize
regret, the firm optimally adjusts its output level downward from @*. The FSD shift from
F(P) to F(P), albeit reducing the expected per-unit price, has a side effect that induces
the risk-averse firm to raise its output level in order to better stabilize its marginal utility,
U'[IT*(P)]. Since the elasticity of the firm’s marginal utility is gauged by the coefficient of
relative risk aversion, —IIU"(IT) /U'(II), the firm’s marginal utility would be insensitive to

changes in profit when —IIU”(IT)/U’(IT) < 1 for all IT > 0. In this case, risk aversion also

induces the firm to produce less so that Qf < Q*.

Since Q'(P) > 0, there must exist a unique per-unit price, P* € (P, P), at which
Q(P*) = Q*, i.e., P* = C'(Q*). The following definition is adopted from the definition of

downside risk @ la Menezes et al. (1980).5

Definition 1. The CDF, EF(P), is said to have more simple positive (negative) skewness
than the CDF, F(P), if, and only if,

[ 1# )~ FPar —o -

/B ﬁ{ /B "1h@) - F(:n)]d:n}dP 0, (29)

/BP[F(:E) — F(z)]dz < (>) 0 for all P < P*, (30)

/BP[F(:E) — F(z)]dz > (<) 0 for all P> P*, (31)
and

/BP{/;[F(Z/) —F(y)]dy}d:v < ()0 for all P € [P, P (32)

An increase in downside risk in the sense of Menezes et al. (1980) is simply a third-degree increase in
risk in the sense of Ekern (1980).
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Eq. (28) ensures that P has the same mean under F(P) and F(P). Eq. (29) ensures
that P has the same variance, denoted by o2, under F(P) and F(P). Eq. (32) ensures that
P has more positive (negative) skewness under F'(P) than under F(P), while Egs. (30) and
(31) ensure a single-crossing property. To see this, we compare the central third moment

under F'(P) and that under F(P):

/j

PoBT i) - pp)

g

_ % j[P _B(P)] /_ () - F(:n)]d:n}dP
_ % S(P _ P*){ BP[F(:E) _ F(:n)]d:n}dP
_ _% j{/PP{/m[F(y) - F(y)]dy}d:n}dP, (33)

where the first equality follows from integration by parts and Eq. (28), the second equality
follows from Eq. (29), and the last equality follows from integration by parts and Eq. (29).
If F'(P) has more simple positive (negative) skewness than F(P), the right-hand side of Eq.
(33) is positive (negative) so that the third central moment under F'(P) is indeed larger
(smaller) than that under F'(P).

We state and prove our final proposition.

Proposition 4. If U"'(I1) > 0 and G"'(R) > 0, the regret-averse competitive firm increases
(decreases) its optimal output level, i.e., Q1 > (<) Q*, when the CDF of the uncertain per-
unit price, P, shifts from F(P) to F(P), where F(P) has more simple positive (negative)
skewness than F(P).

Proof. Let ®(P) = {U'[II*(P)] + SG'|R*(P)]}(P — P*). Then, we have ®"(P) = H(P) +
+2U"[IT*(P)]Q*, where

H(P) = U"[II"(P)]Q™(P — P*) + BG"[R*(P)][Q(P) — Q"J*(P — P*)
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+BG"[R*(P)|(P — P*)Q'(P) + 28G"[R*(P)][Q(P) — Q7. (34)

Since Q(P) < (>) Q* whenever P < (>) P* and Q'(P) > 0, Eq. (34) implies that
H(P) < (>) 0 whenever P < (>) P*. Using ®(P), we can write the right-hand side of Eq.
(25) as

.
|, ePuIFP) = F(p)

I
T’\wﬂ

)+ 2@ [ - Fwlalap

_ /ﬁH(P){ /P[F(:E) - Fo(:n)]d:n}dP

22 [ 3 o [, P{

[ 1w - Py pae par, (3)

P

where the first equality follows from integration by parts and Eq. (28), and the second
equality follows from integration by parts and Eq. (29). Since H(P) < (>) 0 whenever
P < (>) P*, Egs. (30) and (31) imply that the first term on the right-hand side of Eq.
(35) is positive (negative). Eq. (32) implies that the second term on the right-hand side
of Eq. (35) is also positive (negative). Hence, we conclude that Qf > (<) Q* if F(P) has

more simple positive (negative) skewness than F(P). O

The intuition for Proposition 4 is as follows. When F (P) has more simple positive
skewness than F(P), realizations of P close to P are much less likely to be seen than those
close to P. The regret-averse firm as such raises more concerns about the disutility from
the discrepancy of its output level, Q(P) — Q*, when high realizations of P are revealed. To
minimize regret, the regret-averse firm optimally adjusts its output level upward from Q*.
Prudence, i.e., U"”'(IT) > 0, further reinforces the firm’s preferences for positive skewness
and thus QT > Q*. On the other hand, when F(P) has more simple negative skewness

than F(P), realizations of P close to P are much more likely to be seen than those close to
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P. The regret-averse firm as such optimally adjusts its output level downward from Q* to
reduce the discrepancy of its output level, Q@* — Q(P), when low output prices are revealed.

Prudence implies that the firm would like to minimize its exposure to negative skewness

and thus QT < Q*.

5. Conclusion

In this paper, we revisit the model of a regret-averse competitive firm under price un-
certainty a la Broll et al. (2016). The firm’s regret-averse preferences are characterized by a
bivariate utility function that includes additive separable disutility from having chosen ex-
post suboptimal alternatives. The extent of regret is gauged by the difference between the
actual profit and the maximum profit attained by making the optimal production decision
had the firm observed the true realized output price. We show that the global and marginal
effects of price uncertainty on production are both positive (negative) when regret aversion
prevails if the random output price is asymmetrically distributed with positive (negative)
skewness. In this case, high (low) output prices are much more likely to be seen than low
(high) output prices. To minimize regret, the firm is induced to raise (lower) its optimal
output level. As such, the economic asymmetries between regret aversion and risk aversion
in shaping decision making processes under uncertainty are significant and deserve more

scrutiny from future research.

References

Bell, D.E., 1982. Regret in decision making under uncertainty. Operations Research 30,
961-981.

Bell, D.E., 1983. Risk premiums for decision regret. Management Science 29, 1156-1166.



THEORY OF REGRET 17

Bleichrodt, H., Cillo, A., Diecidue, E., 2010. A quantitative measurement of regret theory.

Management Science 56, 161-175.

Braun, M., Muermann, A., 2004. The impact of regret on the demand for insurance. Journal

of Risk and Insurance 71, 737-767.

Broll, U., Welzel, P., Wong, K.P., 2015. Exchange rate risk and the impact of regret on

trade. Open Economies Review 26, 109-119.

Broll, U., Welzel, P., Wong, K.P., 2016. Regret theory and the competitive firm revisited,

FEurasian Economic Review 6, 481-487.

Broll, U., Wong, K.P., 2015. The incentive to trade under ambiguity aversion. Journal of

FEconomic Asymmetries 12, 190-196.
Ekern, S., 1980. Increasing Nth degree risk. Economics Letters 6, 329-333.

Guo, X., Wong, W.-K., Xu, Q., Zhu, X., 2015. Production and hedging decisions under

regret aversion. Economic Modelling 51, 153-158.

Loomes, G., 1988. Further evidence of the impact of regret and disappointment in choice

under uncertainty. Economica 55, 47-62.

Loomes, G., Starmer, C., Sugden, R., 1992. Are preferences monotonic—testing some

predictions of regret theory. Economica 59, 17-33.

Loomes, G., Sugden, R., 1982. Regret theory: an alternative theory of rational choice under

uncertainty. Economic Journal 92, 805-824.

Loomes, G., Sugden, R., 1987. Testing for regret and disappointment in choice under

uncertainty. Economic Journal 97, 118-129.

Menezes, C.F., Geiss, C., Tressler, J., 1980. Increasing downside risk. American Economic

Review 70, 921-932.

Muermann, A., Mitchell, O., Volkman, J., 2006. Regret, portfolio choice and guarantee in

defined contribution schemes. Insurance: Mathematics and Economics 39, 219-229.



THEORY OF REGRET 18

Niu, C., Guo, X., Wang, T., Xu, P., 2014. Regret theory of the competitive firm: A

comment. Economic Modelling 41, 312-315.

Paroush, J., Venezia, 1., 1979. On the theory of the competitive firm with a utility function

defined on profits and regret. European Economic Review 12, 193—-202.

Quiggin, J., 1994. Regret theory with general choice sets. Journal of Risk and Uncertainty
8, 153-165.

Sandmo, A., 1971. On the theory of the competitive firm under price uncertainty. American

Economic Review 61, 65-73.

Starmer, C., Sugden, R., 1993. Testing for juxtaposition and event-splitting effects. Journal
of Risk and Uncertainty 6, 235-254.

Sugden, R., 1993. An axiomatic foundation of regret. Journal of Economic Theory 60,

159-180.

Wong, K.P., 2012. Production and insurance under regret aversion. Economic Modelling

29, 1154-1160.
Wong, K.P., 2014. Regret theory of the competitive firm. Economic Modelling 36, 172-175.

Wong, K.P., 2015. A regret theory of capital structure. Finance Research Letters 12, 48-57.



