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Abstract 
Leverage has often aggravated losses to managed investments. The recent collapses 
of hedge funds and investment banks heightened concerns over the risks associated 
with high leverage.  Indeed, policy debates about the implications of hedge fund 
operations for systemic stability and market integrity revolves around their use of 
leverage.  Research on optimal leverage in the money management industry, however, 
is relatively scarce.  In this paper, we provide a theoretical analysis of a fund's 
dynamic leverage policy. We study portfolio transactions of an asset manager who 
trades off the benefits of higher leverage against the costs of adjusting leverage in 
order to mitigate expected insolvency losses.  We characterize the implications of 
liquidation costs and asset-management fee incentives for the optimal management of 
leverage. 
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