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Introduction

Credit risk is the oldest form of risk in the financial markets. If credit can
be defined as “nothing but the expectation of a sum of money within some
limited time,” then credit risk is the chance that this expectation will not
be met. Credit risk is as old as lending itself, which means that it dates
back as far as 1800 BCE.! It is essentially unchanged from ancient Egyptian
times. Now as then, there is always an element of uncertainty as to whether
a given borrower will repay a particular loan. This book is about how
financial institutions are using new tools and techniques to reshape, price,
and distribute this ancient form of financial risk.

Ever since banks as we know them were organized in Florence 700
years ago, they have been society’s primary lending institutions.”? Managing
Credit Risk has formed the core of their expertise. Traditionally, bankers and
other lenders have handled credit evaluation in much the same that tailors
approach the creation of a custom-made suit—Dby carefully measuring the
customer’s needs and capacities to make sure the financing is a good fit.
When we originally wrote this book in the late 1990s, it was accurate to say
that the approaches taken then did not differ fundamentally from the one
used by the earliest banks. This is not necessarily the case today, although the
changes we will comment on later in the book still vary from institution to
institution, and certainly there are major differences between money center
institutions, regional banks and banks in emerging markets. Meanwhile the
first decade of the twenty-first century has seen the credit markets become
the focus of a whole new category of lender including hedge funds, private
equity firms, and other institutional players who are bypassing the traditional
credit methodologies in favor of the new ways of credit risk management.
Thanks to the creation of credit derivative products, market participants can
take or shed credit risk on any entity anonymously, that is, without entering
into any legal credit arrangement with that entity or lending to it. This is one
of the reasons you find a bank in Germany taking credit risk on a subprime
home mortgage in Kansas without ever seeing either the borrower or the
property. This used to be the preserve of the local Kansas bank.

It is easier to design a suit for a customer you already know. Because
of the very nature of this approach, banks historically have been drawn to
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Xvi INTRODUCTION

relationship banking. This led to a pattern where they were more concerned
about their relationship with a customer than they were about the profitabil-
ity of a specific loan or about the effect a given transaction may have on
their overall loan portfolio. As long as a borrower met the credit criteria,
the bank did not pay much attention to concentrations that were building
up. Citibank’s buildup of construction loans and the effect they had on the
institution when these loans went sour in the late 1980s is a case in point. At
the time of the publication of the first edition of Managing Credit Risk, the
banking industry had begun to recover from a crisis that had emerged nearly
a decade earlier. There was widespread recognition within the industry that
the traditional approach to lending had led to unacceptable results and that
banks had done a rather poor job of pricing and Managing Credit Risk.

In some ways the banking crisis of the day was just what you would
expect from an industry that was adapting to a more limited role in the
provision of credit. In other ways, it reflected an evaluation that the tradi-
tional banker/client roles needed some updating if not revolutionary change.
Those who read our first edition would not have had to look hard to find
a decidedly negative view of how banks were dealing with credit risk at the
turn of the century. Less than a decade later, things look a lot different.
Later in this introduction, we list the 10 major changes that are shaping the
management of all risk, credit included. Those changes are significant and
banks are at the cutting edge of the change. So we take a more generous
view of the way banks are managing credit and portfolio risk and in many
places you will see us holding many of them up as examples of excellence in
the management of this risk. They are better, but as we can now see in the
subprime mortgage crisis at the end of 2007, they are still capable of major
missteps.

The first decade of the twenty-first century has seen the credit markets
transformed by several institutional developments. First, the markets mir-
ror their environment: They have become global, highly innovative, and of
critical importance to the global economy. The top market players have
developed into universal megabanks. There are a handful of such organiza-
tions, which were formed from the top ranks of what was once the top tier
of commercial or investment banks. Now they do both investment and com-
mercial banking as well as many other types of investment related services
and lending. The names are familiar—-Citicorp, JPMorgan Chase, Goldman
Sachs, Morgan Stanley, UBS, Merrill Lynch, Deutsche Bank, Credit Suisse,
Bank of America, and so on. These organizations are on the cutting edge
of credit risk management and are a proving ground for “best practices”
within the industry. Secondly, real credit risk has been embraced by the cap-
ital markets and this has fueled the development of whole new categories
of lenders including structured finance lenders, hedge funds, private equity
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firms, and others who, for the most part, are finding new ways to approach
credit risk management. Thirdly, credit risk management has evolved into
total enterprise risk management. Best practice for the major players is to
include market, operational, and reputation risk alongside the management
of credit. Finally, the shape and day-to-day operations of the credit risk
markets in this new millennium are heavily influenced by regulators who are
setting the rules (e.g., Basel II and Solvency II) for most of the players in a
much more sophisticated way, and by the rating agencies whose rating prac-
tices have set the market standard of credit risk measurement—especially
with respect to securitized products.

The counterpart to credit risk is market risk—the chance that an in-
vestment’s value will change in price as a result of marketplace forces such
as interest rates, commodity prices, and currency levels. Market risk has
affected financial institutions ever since markets were created. Techniques
for managing market risk have undergone a radical change. Anyone who
tours a large trading floor at a bank or an investment bank can see that the
management of market risk has been the focus of tremendous technological
development. Major breakthroughs have turned this aspect of risk manage-
ment into something of a science—one that is applied to both equities and
debt instruments. Market risk developments were an important precedent
for our focus on credit risk management. Some have commented that the
1980s were a period when market participants focused on how to manage
market risk. This led to the Basel Committee introduction in 1995 of a sys-
tem that allowed banking institutions to set capital requirements based on
market risk levels calculations using the models the banks had developed.
This focus on models and other mathematical analysis by the Basel Com-
mittee continued as they turned to the management of credit risk in Basel I
and IL.

This is not to suggest that market risk has been eliminated. In the case
of America’s savings and loan associations, for example, an entire industry
quaked because of bad bets made on commercial real estate asset values
during a period when deregulation was increasing the risks in the financial
markets. Periodically, we learn of major losses experienced by trading firms
that are the result of “rogue traders” who are identified—after the fact
and accused of misappropriating the firm’s capital. Sometimes the problem
is that a firm does not really understand what it is doing (despite a great
pedigree such as with Long Term Capital Management) and bets the ranch
on a losing idea.

Despite its shortcomings in anticipating systemic events and overcoming
the actions of some individuals, the science of managing market risk does
nevertheless reflect late twentieth-century knowledge and technology. For
example, banks have adopted the concepts of gap management, duration,
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and even the theory of contingent claims. Major banks have created huge
markets for interest rate and currency swaps.

By contrast, in 1998, when we first published Managing Credit Risk, the
management of credit risk at banks was, to a substantial degree, a kind of
cottage industry in which individual leading decisions were made to order.
As befitted a cottage industry, there was, for the most part, no common
credit language. Practitioners, academics, and regulators heatedly debated
fundamental measurements such as default timing, default events, workout
costs, and recoveries. There was a dearth of reliable quantitative data on
financial and nonfinancial variables as well as on recovery rates following
failure. There was, however, at the time, a considerable effort underway
to improve the situation. Many studies were initiated by Edward Altman
and the rating agencies on default levels and recovery rates, but they were
all a work in progress and not yet internalized by many leading institu-
tions. Ten years later things look a lot different. Credit risk is still a tougher
risk to master than market risk. There are many more variables to con-
sider. However, we now have many more tools, much more information
and some important new players who are willing to take credit risk, ex-
pect to be fairly compensated for it, and are demanding more transparent
market pricing.

TOP 10 CHANGES IN THE CREDIT MARKETS IN THE
LAST DECADE

New product innovations, particularly in the credit derivative and struc-
tured finance areas and the standardization of older innovations.

The growing sophistication of the major players in the credit markets
in terms of techniques and strategies.

The increased use of scientific and mathematical models (e.g., credit
scoring models for residential mortgage lending and correlation models
to price basket credit default swaps).

The New Basel accords, which have directly shaped the banking markets
and indirectly influenced market participants in general (often called
regulatory capital arbitrage).

The ready availability and easy delivery of reliable credit information
on a global basis, 24/7 through the Worldwide Web.

The phenomenal growth in technology and systems capabilities at af-
fordable prices leading to better reporting and modeling.

Huge changes in the markets themselves, in terms of size, liquidity, and
globality.
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The emergence of hedge funds as major investors in the markets.

The growing influence of the rating agencies.

Lower levels of loss and higher levels of liquidity led to constantly
reducing credit spreads, which reached their historical lows in June
2007. This market frenzy was a vortex dragging more people into what
turned out to be poor credit choices.

Creating this list was the first thing we did after deciding upon a revision
of this book. We knew that many changes have taken place over the past
decade, and it seemed like an important first step to try to capture them in
a list that we could agree on and refer to as we made changes. Everyone
might not agree with our 10 and certainly others might wish to emphasize
or describe things somewhat differently. However, we doubt that we would
have a substantially different list if we polled everyone who is working in
the credit markets of Europe and the United States. Nevertheless, the list
is our own and forms the basis for all the changes that will appear in the
second edition of Managing Credit Risk.

EVOLUTION OF GREDIT RISK IN THE ECONOMY

Credit risk is a consequence of contracted and/or contingent financial trans-
actions between the providers and users of funds. To understand how it has
evolved in modern times, we have to look at the private corporation as the
vehicle of economic growth. In precapitalist societies, family and sovereign
wealth were the primary bearers of credit risk. Subsequently, the formation
of joint stock corporations created entities that were able to pool resources,
bear economic risk, borrow money, and exist beyond the natural lives of
the owners. Financial intermediaries were created to pool savings and pro-
vide them to the users of funds. Even before interest expenses were given
preferential tax treatment, corporations (for example, railroads and utilities)
used the debt market to raise funds from distant investors, using corporate
assets or a government guarantee to secure their borrowing. The bond mar-
kets and banks were the dominant providers of debt capital (see Baskin and
Miranti 1997).

As markets grew, other providers of funds gradually took market share
away from banks. Junk bonds, asset-based securities, and commercial paper
displaced conventional bank financing to a significant extent. A primary
reason for this was economics. According to Bryan (1993), the total cost of
intermediating a security over the life of an asset is under 50 basis points,
whereas the cost of bank intermediation is well over 200 basis points.
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A NASCENT SCIENCE OF CREDIT
RISK MANAGEMENT

In the mid-1980s and early 1990s, the United States experienced record
defaults on bank loans and corporate bonds. When junk bond defaults
jumped to over 10 percent in the years 1990 and 1991, many observers
argued that both junk bond and the leveraged bank lending markets were
likely to disappear. The high-yield bond markets recovered, however, and
reached record volumes later in the decade.

Prompted in large part by very poor performance in their portfolios in
the mid-1980s, practitioners of credit risk management became increasingly
interested in new techniques. However, the heightened concern about credit
management that emerged did not evolve into a pervasive drive to create
and deploy new evaluation techniques. Nor did banks embrace portfolio
management, believed to be much needed for them. Instead, this period
saw the development of a few standalone models, continued refinement of
some relevant default databases (first established in the late 1980s), and a
spate of surveys be regulators and consultants on existing techniques. The
latter invariably reached the conclusion that in most financial institutions,
credit culture and lending strategies needed to be rethought and possibly
redesigned (for example, see Bryan 1988).

Paradoxically, interest in new approaches to credit risk management
exploded during a period when the credit markets themselves were excep-
tionally benign. Although same economists are now predicting a recession
for the United States in early 2008, the U.S. economy has been strong for
much of the last decade and most of the world’s stock markets have been
booming for a substantial period, reflecting impressive corporate growth
and low interest rates. With a few conspicuous exceptions such as Argentina,
Japan, Indonesia, Thailand, Malaysia, and South Korea, credit markets in
most parts of the world have been well behaved. Indeed, for the last seven
years (2000-2006), well under 1 percent of total bank loans have been non-
performing, compared to an average of close to 4 percent in 1988 through
1993. Default rates on leveraged loans and junk bonds were likewise well
under 2 percent for the last three years, in contrast to the 4.2 percent average
for junk bonds in 1991 through 2006. Given these positive credit market
statistics, the surge of interest in new techniques for managing credit risk
during the early years of the new millenium is surprising. Even more surpris-
ing was how little this seems to have helped avert the latest credit crisis—and
worse yet, may have contributed to its creation. What is the reason behind
the renewed focus on credit?

The answer, we believe, may be found in the changes that have occurred
in both the lending institutions and others such as hedge funds which have
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fueled a huge increase in market liquidity. Lending institutions have reached
a stage of development where they no longer want or need to make (buy) a
loan and hold it to the end of its natural life (maturity, payoff, or charge-off).
The reasons undoubtedly include pressures from regulators, the emergence
of dynamic trading markets for loans, and the pursuit of internal objec-
tives for return on equity. Today, banks are increasingly willing to consider
shifting their credit exposure through transactions with counterparties. The
markets in which banks can sell their credit assets (other than residential
mortgages and consumer loans) are still fairly small and illiquid, and they
are inefficient in comparison, say, with the Treasury market. Nevertheless,
the market for bank loans has grown in size and liquidity. Consequently,
banks and their counterparties are invested heavily in processes for gath-
ering credit information and the analytical foundation necessary to value
bank loans by a meaningful risk/return standard. Increased competition, the
drive for diversification and liquidity, and regulatory changes such as risk-
based capital requirements created by Basel T and II have thus stimulated
the development of many innovative ways to manage credit risk. Banks re-
alized (yet again) from the real estate default experience of 1989 to 1991
that concentration was a critical issue. Out of this realization arose portfolio
management. The contagion of the financial crisis in the Asian economies
in 1997 signaled that credit risk correlation, if anything, was yet to be well
understood.

Around the world, the experiences in the U.S. banking system are being
repeated. European countries such as Switzerland and Sweden have gone
through a similar real estate crisis. European and Japanese banks have been
hurt more than the U.S. banks by concentration in lending to the Asian
economies. Domestic financial institutions in the damaged Asian economies,
including Japan, are looking to improve their systems for managing credit by
building a new credit culture and moving toward an improved market-driven
discipline. Thus, just as portfolio management appears to have arrived in
U.S. and European banks, the need for credit culture is being acutely felt in
the emerging economies.

INNOVATIVE PRODUCTS AND STRUCTURES

Many innovative products and structures have been developed to manage
credit risk. The following are some important examples:

Structured finance transactions such as collateralized mortgage obliga-
tions and asset-backed securities. These instruments pool assets and
transfer all or part of the credit risk borne by the originator to new



XXii INTRODUCTION

investors and, in some cases, to one or more guarantors as well. By
means of the secondary market, investors can, if necessary, transfer the
risk to yet any other party.?

Exchanges and clearinghouses. By introducing a structural hub, these
entities minimize the need for every pair of contracting parties to cre-
ate a separate mechanism for managing their counterparty credit risk
exposure.

Credit derivatives, which can be layered to modify the credit risk profile
of an underlying asset. Although it is still young and currently being
challenged, the credit derivative market is growing at an explosive pace.
A lender who does not want to continue to assume the credit risk from
an asset no longer has to sell the asset outright. Financial instruments
are being devised—some simple and some complex—that create a kind
of insurance mechanism for transferring the risk of default, and, in some
instances, of credit migration. For the first time ever, it is now possible
to go short on credit. Furthermore, the credit risk to be bought or sold
may be tailored as to amount, period, and the type of credit event. The
credit derivative market will transform the business of borrowing and
lending in a way that was quite inconceivable just a few years back.

GREDIT RISK IS LIKE MILK

As financial innovation has progressed, credit risk has changed in many
ways. In the case of senior/subordinated securities, for example, credit risk
has been segmented and redistributed. To avoid the possibility that an entire
issue will be downgraded because of poor performance in an isolated seg-
ment, these structures are partitioned into separate classes (Myerberg 1996).
In the dairy, milk from a cow is first separated into components and then
reconstituted into various grades to suit the consumer tastes: low fat, high
fat, light cream, and so on. Similarly, financial innovation has decomposed
risk and repackaged it into parts that appeal to different types of investors.
In this way, a single issue can attract multiple investor classes. This ap-
proach to credit risk has turned it from a defensive concern to an offensive
opportunity—understanding the credit risk has made it possible to open
up new channels of funds flow. The new generation of finance companies
that are funded by asset-backed commercial paper are a prime example of
this trend. Debt obligations are pooled and recast as super-senior, senior,
mezzanine, and equity tranches. The mezzanines themselves are later pooled
to create what has come to be called CDO-squared. Similar structures have
been created in the synthetic space, where there are no cash flows per se,
but the holder of a synthetic tranche will get a credit spread income. In
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exchange, this layer will absorb credit loss caused by the default of an entity
in the underlying pool.

The number of entities participating in a credit-related transaction has
grown. A structured finance transaction, for example, may include an origi-
nator, a seller/servicer, a trustee, and a guarantor. Each of these entities faces
exposure from or represents exposure to some other participant. This does
not mean total credit risk has increased. However, because multiple parties
are involved, it does mean that credit risk must now be assessed from more
than one perspective. Credit risk of the underlying obligor has now been ex-
changed for counterparty financial institution risk and, in many instances,
for market risk.

Financial engineering has created instruments with various embedded
options and dependencies, each of which may expose participants to both
market risk and credit risk. In the case of an interest rate swap, for example,
potential counterparty exposure is not fixed. In some cases, it begins at
zero, then increases over time, then gradually returns to zero at the maturity
of the swap. Derivative transactions such as swaps require new forms of
financial disclosure and accounting, and they also raise legal issues regarding
enforceability. On one pretext or another, some counterparties may simply
refuse to honor contractual commitments. For these reasons, rapid growth
in the derivatives markets means an overall increase in credit risk.

THE GLOBAL RATE OF CHANGE IS
TRULY UNPRECENDENTED

Credit risk has grown exponentially against the backdrop of dramatic eco-
nomic, political, and technological change around the world. In decades
past, geopolitical boundaries and government regulation restricted the mo-
bility of capital. Ever since exchange rates were allowed to float in the early
1970s, financial markets have witnessed a steady progression of deregula-
tion. This has led to increased competition between financial institutions and
a blurring of the boundaries separating banks, investment banks, insurance
companies, and investment companies. There have been major changes in
the geopolitical arena as well: the breakup of the USSR, the reunification
of Germany, and the introduction of free-market approaches in China and
the Eastern European countries. The bipolar tension between capitalism and
communism has faded and with it much of the pressure for oversized mili-
tary budgets. However, geopolitical issues continue, in the form of nuclear
proliferation, terrorism, and world poverty. The spotlight is today, however,
on economic growth and an improved standard of living. China and India
are leading examples of this paradigm shift.
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Around the world, liquidity has increased. This represents an opportu-
nity in the sense that new sources of capital have appeared. It represents
a challenge, too, because new uses and users of this capital have emerged
around the globe as well. Transactions take place involving currencies and
entities of unprecedented variety. In many instances, credit risk must now
be analyzed where parties have little or no credit history. In all, credit risk
has grown more complex. At the same time, the ability of governments to
guarantee and offer bailouts has diminished and the velocity with which a
major credit crisis can cast its shadow globally has increased.

Superimposed on these geopolitical developments is the powerful force
of information technology. Today, it is easier than ever before to gather,
pool, and retrieve data from far-flung regions of the globe. Techniques
such as genetic algorithms, neural networks, and optimization models are
within reach of any analyst equipped with a personal computer. Newer
models and databases are leading to a better understanding of the expected
financial behavior of any particular asset and its relationship to other as-
sets. This improved knowledge may well further increase the importance
of securities markets at the expense of banks. However, markets do not
have the same commitment to a credit relationship that a bank may have:
When the source of funds dries up overnight, a borrower cannot renego-
tiate the terms of the loan as easily as with a bank. Borrowers will have
to manage financing sources as a portfolio of choices, each with a differ-
ent price-availability profile, and learn to tolerate greater volatility in the
financing arena.

Many of the techniques developed to measure and control market price
risk are being applied to credit risk. But as in the case of market risk, tools for
Managing Credit Risk will not, by themselves, make the world a safer place.
Any analytical tool is a child of the human intellect attempting to model the
real world through a limited set of variables. These tools employ estimation
and optimization techniques that are also inventions of the human mind. A
model may capture a large proportion of the reality being modeled, but it
must nonetheless omit some important aspects of it. Furthermore, a model’s
very existence may alter market behavior over time, rendering it less and
less useful. For these reasons, participants in the financial markets will need
to pay great attention to the issue of model risk. It appears that model risk
of this type was one of the causes of the subprime crisis.

As we explain in the chapters that follow, the new financial tools are,
in themselves, works in progress—useful but still imperfect. If they are ac-
corded unwarranted authority or if they are handled without proper care
and judgment, they can actually amplify and not minimize an institution’s
exposure to credit risk. In the end, the effectiveness of these tools depends
absolutely upon the skills, motivations, and attitudes of the people us-
ing them. That is why participants in the credit markets must pay close
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attention to the selection and training of their professionals, to the incentives
they create for them, and to the attitudes that pervade their organizations.
All of these are critical elements of a firm’s risk culture. Over the coming
decades, success will go to those firms that employ the right tools and create
the right kind of culture. So is there still a challenge in the management of
credit risk? The answer is, yes. But it is a very different kind of challenge. Our
skills as an industry are much better and we have many more tools to work
with, but the environment and the scale of things all have changed and have
created new challenges to manage. The market is much more fragmented.
A world where derivatives outweigh physicals by a factor of 10 or more
will create unintended consequences that we are only now just beginning to
understand.

When we wrote the first edition of Managing Credit Risk, the challenge
we saw was quite different from what it looks like only 10 years later. In
the late 1990s, banks were still struggling to move past the credit problems
that emerged a decade earlier. Most of the new tools, innovations, and
methods for managing credit risk had been developed at that time, but
it was not clear then whether a lot of these new ideas would come into
practical use in banks. Ten years later, the outcome is clear. Motivated by
a strong survival instinct and some direction from regulators, the world’s
banking industries are now much better at managing risk and they have
incorporated most of the concepts we discuss into their risk management
systems. So what are the challenges today? Today’s challenges arise from
the growing sophistication of the markets. The megabanks we discussed
earlier in this introduction and are now the central core of the credit markets
have successfully turned themselves into experts in managing, packaging and
selling off risks to the global financial markets. The challenge now is whether
the full range of players in the system has the intellectual foundations and
proper risk capitalization to handle the range of risks that are now routinely
moved around the globe. If they do not, the cost to the global economy could
be high.

The first six chapters of this book describe the institutional setting for
credit risk: banks, insurance companies, pension funds, exchanges, clearing-
houses, and rating agencies. The chapters that follow introduce and discuss
the tools, techniques, and vehicles available today for managing credit risk.
The concluding chapters integrate the emerging trends in the financial mar-
kets and the new tools and techniques in the context of credit culture.
Throughout the book, we place our primary emphasis on practice, intro-
ducing insights provided by theory as needed. Our goal is to present state-
of-the-art credit risk solutions along with the perspectives of leading experts
in the field who have successfully implemented them. The appendix lists the
sources of hard copy and electronic information on credit risk available to
the practitioner.
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Credit Risk

The Great Challenge For The Global
Economy

Moderate leverage undoubtedly boosts the capital stock and the
level of output . .. the greater the degree of leverage in any
economy, the greater its vulnerability to unexpected shortfalls in
demand and mistakes.
—Alan Greenspan, Board of Governors of the Federal
Reserve System, 2002

In recent decades, credit risk has become pervasive in the United States
and throughout the world. The U.S. Treasury borrows to keep the federal
government afloat, and local water districts borrow to construct new treat-
ment plants. Corporations borrow to make acquisitions and to grow, small
businesses borrow to expand their capacity, and millions of individuals use
credit to buy homes, cars, boats, clothing, and food. The dramatic growth
in U.S. borrowing by all segments of the society is illustrated in Figure 1.1,
which suggests the scale of this credit explosion.

An element of credit risk exists whenever an individual takes a product
or service without making immediate payment for it. Telephone companies
and electric utilities accept credit risk from all their subscribers. Credit card
issuers take this risk with all their cardholders, as do mortgage lenders
with their borrowers. In the corporate sector, businesses in virtually every
industry sell to customers on some kind of terms. Every time they do so,
they accept credit risk. The credit risk assumed may be for a few hours or
for a hundred years.
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FIGURE 1.1 Revolving Debt in the United States, 1968-2006
Source: Federal Deposit Insurance Corporation (2006).

Meanwhile, the use of credit became a major factor of other countries as
well. Europe has seen a significant increase in leverage by corporations and
individuals, particularly in Britain where the patterns are similar to those
in the United States. Emerging markets have also joined the bandwagon
as both countries and their corporations and individuals have come to see
credit as a powerful tool for economic progress. Meanwhile the capital mar-
kets have provided many more ways for these institutions and individuals
to borrow.

CHANGING ATTITUDES TOWARD CREDIT

The credit explosion has been accompanied—and accelerated—by a dra-
matic shift in public attitudes. When Shakespeare’s Polonius advised his
son, “Neither a borrower nor a lender be,” he was voicing the wisdom of
his time. He reasoned that “loan oft loses both itself and friend, and bor-
rowing dulls the edge of husbandry.” Such advice—whatever its merits were
in the Elizabethan age—has been drowned out by the contrary opinion. And
Polonius may have been wrong about friends, too. Banks continue to court
borrowers who caused them to lose money in the past! And if borrowing



