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- preventing opportunistic behavior of the borrower during the realization
of the project(moral hazard), as in Holmstrom and Tirole(1993)

- punishing (as in Diamond 1984) or auditing (as in Townsend 1979, Gale
and Hellwig 1985, and Krasa and Villamil 1992) a borrower who fails to
meet contractual obligations; this is the context of costly state
verification.
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Some city banks are currently engaged in trying to find ways of
evaluating the worth of the enterprises they lend to by means other than
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appraising their land or property holdings. ‘The banks need to depart
from the old practices of collateralised lending and move to a more
sensible basis of cashflow-based lending,” a Japanese financial analyst
suggests. But they are finding the going hard. ‘In the US or Europe
there has been a tradition of evaluating enterprises in various ways but
here we do no have such a tradition,” one senior banker complained.
‘We will have to do it by trial and error and we are afraid that it is not
going to be easy.” (75%—7)
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