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		Abstract

		The risk of supply disruptions due to suppliers' financial problems plays a prominent role in manufacturers' risk portfolios. Even large suppliers (e.g. Delphi) could file for bankruptcy, and manufacturer's actions, such as financial subsidies to the suppliers, affect profoundly suppliers' financial health. Using a dynamic, stochastic, periodic-review model of manufacturer's joint capacity reservation and financial subsidy decisions and a firm-value model of supplier's bankruptcy, we address the following questions: (1) How can one model the supplier's financial state and its relationship to the supplier's operational performance? (2) What are the operational benefits to the manufacturer from giving financial subsidies to the supplier, and what are the costs? (3) What is the optimal joint capacity ordering and financial subsidy policy for the manufacturer? (4) Should a powerful manufacturer share supply chain profits with a weaker supplier? We provide general conditions that allow the manufacturer to make ordering decisions independently from the subsidy decisions. In particular, to choose the optimal order quantities in the dynamic newsvendor setting, the manufacturer should use the newsvendor critical fractile expression. We provide conditions for the optimal subsidy policy to have a subsidize-up-to structure, perform comparative statics analysis, and describe conditions when the manufacturer may choose to share supply chain profits with the supplier. 
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