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ABSTRACT — A firm faces the decision of optimal timing of inventory investment when its forecasts of
demand and/or price improve with time but are correlated with, and hence can be hedged with, prices of
portfolios in the financial market. We consider this problem using a single period inventory model where
demand is realized at time T and the stocking decision may be made at any time in the interval [0, T]. The
firm is owned by risk-averse investors. Thus, we use a risk-adjusted valuation approach for incomplete
markets to determine the optimal timing strategy.

We provide conditions under which postponement is always optimal and conditions under which early
exercise of the inventory option takes place. We show the impact of risk-aversion and the volatilities of price
and demand on the optimal timing and stocking decisions. Finally, we show how the procurement cost can be
changed over time to induce early exercise or postponement of the stocking decision.

I will briefly describe the work I have been doing in the general area of operations finance interface.
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Informal Faculty Luncheon: Wednesday, October 25, 2006, 12:00 noon. Meet in 1100 ME and walk to
lunch with other faculty. Prof. Sridhar Seshadri will be able to attend.



