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Abstract: Considering inflation uncertainty and the entrepreneur’s lump-sum industrial investment payoff, this
paper presents the stochastic dynamics both before and after the exercise of the real option and derives the cor-
responding Hamilton-Jacobi-Bellmman (HJB) equation of the entrepreneur’s value function by using dynamic
programming principal. Moreover, the paper deduces the semi-closed solutions of the optimal consumption
or/and portfolio with constant coefficient of absolute risk aversion (CARA). Finally, the effect of inflation on
the entrepreneur’s optimal consumption and portfolio is analyzed by numerical simulations. The result shows
that when hedging without investing in stocks, the entrepreneur’s optimal consumption depends on the expect-
ed appreciation rate and volatility of the project value, and the expected inflation and volatility of the expected
inflation. When hedging by investing in stock portfolios, the optimal consumption and portfolio depends on
the value of the project, inflation, the expected appreciation rate and volatility of the stocks.
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