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Capacity investment analysis of loss averse supplier

based on risk diversification contract
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2. School of Automotive and Transportation Engineering, Hubei University of Arts and Sciences,
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Abstract: A risk diversification contract model is established by applying the method of separation of revenue
and cost, and the feasibility of this contract is discussed, to alleviate the conflict of the capacity between a
single loss averse supplier and a single risk neutral manufacturer. The study shows that this contract can
coordinate the supply chain, realize the Pareto improvement, and distribute the system performance effectively
and reasonably. In addition, comparison of the risk diversification contract with other contracts (including
an option and payback contract), indicates agents are more willing to accept the risk diversification contract
rather than the others. This further illustrates that the risk diversification contract has a certain advantage for
dealing with the capacity investment problem under loss aversion environments. Finally, extensive numerical

investigations are conducted to illustrate the theoretical results.
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Fig. 1 Sequence of channel members’ decision
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