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Abstract

This paper examines how commercial banks should allocate their deposits among three different
agents: households, firms, and the government to achieve socially optimal allocations. The
paper finds that the main driving force of the allocation of loans among three agents are the
discount factor, which represents the interest rate, and the risk factor, which is associated with
each agent. The discount factor does not exert an important influence on optimal loan allocations
when risk is high but becomes highly influential in the presence of low risk. Quantitatively,
when the risk of households increases, optimal loan to households converges to zero. On the
other hand, when the risk of the government decreases, the optimal loan to the government
reaches its upper bound, which is 55% of total loans. Also, a standard calibration of the model
reveals that 60% of the total loan should allocate equally between households and firms and

the rest should allocate to the government.
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1 Introduction

A commercial bank is a financial institution that is authorized by law to receive money from
businesses and individuals and lend money to other individuals and businesses. That is, the primary
function of commercial banks is accepting deposits and granting loans. Commercial banks are open
to the public and serve individuals, institutions, and businesses. Charging high rates of interest
from borrowers while paying a low rates of interest to depositors, the banks’ lion share of profits
come from this difference. In this paper, I assume that commercial banks take deposits only from
patient households as a liability and allocate those liabilities to impatient households, firms, and the
government. Therefore, there is an importance to examine how commercial banks should allocate
to the aforesaid sectors so that this distribution gives the highest benefit to the society. Interestingly,
the results of this research roughly overlaps with the Federal Reserve Board data of 2014 where
commercial banks in the United States invest 27.6% in securities, and total loans (both households
and firms) are 75.4% as a percentage of deposits. Since studies that directly discuss banks using
Dynamic Stochastic General Equilibrium (DSGE) models are scarce in the field of academia, this
paper would be an attempt to provide new insights to this discussion.

Kollintzas, Konastantakoloulou, and Tsionas (2011) illustrate domestic credit is pro-cyclical
over the business cycle for nine OECD countries. Deposits and long-term interest rates tend to
lead the cycle, while credit and short term interest rates lag. An important question is what kind
of credit would it be? And are these credit socially optimal? Because, if commercial banks
allocate more credit to the household, price level will increase since the higher demand. On the
other hand, if commercial banks allocate more credit to the firm, it may create a deflationary
situation in the economy due to higher supply. Therefore, allocation of loans is important for
macroeconomic variables. Gerali, Neri, Sessa,and Signoretti (2010) is motivational to this study
as they have inserted the banking system into classical DSGE model and studied the role of credit
supply factors in business cycle fluctuations. They assume banks issue loans only for households
and firms and obtain funds via deposits and accumulate capital. However, they have not addressed
issues regarding the amount of loan allocation to each agent. In addition, lacoviello (2014) and
Monacelli (2006) also proposed a DSGE model with credit friction in banking sector, which treats
as intermediaries between savers and borrowers. However, they have not addressed the amount of
loan allocations to each agent, so that it shares optimal allocation of resources of the bank among
all agents in the economy.

Therefore, the following research questions are addressed in this paper; (i) What is the socially
optimal allocation of loans among three agents: impatient households, firms, and the government
by commercial banks? (ii) What is the difference of loan allocation among three agents between

socially optimal allocations and the private sector allocations? (iii) What are the characters of each



agent that commercial banks look for, and how loan allocation varies per those factors among three
agents? (iv) How does loans respond to technology shocks and government expenditure shocks?

This paper suggests a DSGE model with flexible prices having four types of agents: commercial
banks, firms, government, patient households and impatient households. According to the results,
there is no difference between optimal policy solutions and the private market solutions of allocation
of loans among three agents by the commercial banks. Quantitatively, around 62% of the total
loans should equally allocate to impatient households and firms and rest should allocate to the
government. However, the allocation of loans to each agent changes when the subjective discount
factor and the risk factor of each of the agents change.

The remainder of the paper proceeds as follows. Section 2 outlines the model and equilibrium
conditions is presented in Section 3. Section 4 describes the Ramsey planer problem. Section 5
describes the calibration of the model . The main quantitative results are presented in Section 6.
Finally, Section 7 concludes. Appendix A to F contains the solution of the Ramsey model and

private sector equilibrium model.

2 The Model

The economy is populated by the government, a representative firm, a representative commercial
bank and two types of households: the patient household (saver) and the impatient household
(borrower). Households work, consume and deposit resources into a bank, but only the patient
household deposit at commercial banks. Subject to the balance sheet constraints, the commercial
bank, then, allocates deposited money among three different agents: impatient households, firms,
and the government. The commercial bank is the only financial intermediary that handles all
financial transactions in the economy. Firms produce final goods and borrow from bank. Figure 1

summarizes the model setup of the paper.

2.1 Households

The Preferences of the representative household are defined over consumption (C;) and labor supply
(N;). The patient household maximize their present discounted value of lifetime utility by choosing
{Cp,,, D1, Npg,}, where as the impatient household chooses {C,-J, L1, N,;,} to maximize their

present discounted life time utility.

2.1.1 Patient Households

Patient households deposit (save) within commercial banks and pay a lump-sum tax in each period

while receiving labor income and profits from banks as sources of wealth. The preferences of the
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Figure 1: Graphical view of the overall model

patient household are defined over consumption good (C,,) and labor (N,,). The period utility

function for the patient household is written as the time separable utility function U” (C ot Np,t) =
NYTx . : . aU 82U oU 92U
InC,; - Qpﬁ which has the following properties: ¢ > 0, 5cz < 0,95 <0 and Sve < 0.

Then the household maximizes their expected present discounted lifetime utility given by:

Eq i} (ﬁp)tUp [Cp,t» Np,t]
=
subject to the sequence of period budget constraints:
Cpt + Div1+ 1, = W,Np, + RK, + (1 +rpy—1) Dy + 11, = Ty,
and capital accumulation condition given by:
Kii=5L+1-0)K;

where 8, € (0, 1) is the subjective discount factor of the patient household, E; denote the expectation
operator conditional on information available at the beginning of the period ¢, 6, denotes dis-utility

of labor, y is the elasticity of labor supply with respect to the wage. When the wage is high, the



labor supply is more responsive to the fluctuations in the wage, II; = (n,b ) is defined as profit of
banks, T, is lump sum tax of the patient household, 7, is the interest rate for the deposit, D; is the
supply of deposit by the patient household.

The optimal choices of consumption, labor supply, capital and deposit holdings leads to the

following conditions respectively:!

OpN . Cpi = Wi ey
1
G BpE: Corn (Rit1+1- 6)] 2)
1 1
a = ﬁpEt m (1 + rp,t)] (3)

where equation (1) is the labor supply condition, equation (2) is the capital supply condition and

the final equation (3) is the consumption Euler condition.

2.1.2 Impatient Households

The impatient household also has the same utility function. However, they borrow (L;;) from
the commercial bank at an interest rate (ri,t—l)- Also firms belong to the impatient households
and received profit. The preferences of the representative impatient household is defined over
consumption (Cj,) and the labor supply (N;,). Therefore, the impatient household maximizes their

expected discounted lifetime utility given by:
Ey > (B)'U" [Ciss Nid]
t=0
subject to the sequence of period budget constraints:

Ci: + (1 + Vi,t—l) Li;=WN;;+Lij1+ 11, = T;;

1+x

where U' (Ciy, Niy) = [ln Ci,—6; N

Ty which also satisfy the above properties of utility function,

Br € (0,1) is the subjective discount factor of the impatient household (,81, > Br). 11, = (7th ) is
defined as the profit from the firm.The Impatient household also receives labor income, profits from
firm and pay lump sum tax. Impatient households optimally choose consumption, labor, and loans
for each period to maximize the present discount lifetime utility and then the first order conditions

'Mathematical derivations are provided in the Appendix A
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yeild the following conditions?:

91]\7:?(:1',1 = Wt (4)

= ,BIEz

1
— 1+r (5)
o Cir1 ( l l)]
where equations (4) and (5) are, respectively, the labor supply condition for the impatient household

and the consumption Euler condition.

2.2 Firms

The representative firm hires labor at the real wage rate W;, and rents capital at the rate R;, take the
loan (L f,,) at the rate ry,_1 to produce a final good (Y;) usage of the following constant returns to

scale production technology:
Y, = A, KN A, > 0and @ € (0, 1)

where N; = (Np,, + Nl-,t), A; is the total factor productivity. Firms’ problem can be written as the

following maximization problem:
Eo > My (AKIN/™ = WiN; = RiK; + Lyt = (1+ r7,-1) Ly, ) (6)
t =0

where M, is the stochastic discount factor which discount future cash flows. Define cash flows in
terms of current consumption (¢ = 0). Then the firm stochastic discount factor can be written as
the following form since consumers value future dividends flows in this format:
M, = ﬁl‘ UI (Ci’t)
t — T o~ N
Tur (Cyp)
where U’ (C;;) is the additional unit of utility at time ¢ generated by one unit of dividends, ﬂ;
is the discount factor for the firm, U’ (C,-,o) is the consumption equivalent value of the future
utils. The representative firm maximizes the present discounted value of net revenue by choosing

{K,, Ny, Lgii } Then, first order conditions give factor prices equal to their marginal products>:

(1 - a) Nl_aAtha = Wt (7)
aN' Ak = R, (8)

2Mathematical derivations are provided in the Appendix B
3Mathematical derivations are provided in the Appendix C
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1
— 1+4ry, )
Cis i+1 ( ft)]
where equations (7) and (8) are, respectively, marginal product of labor and marginal product of

capital.

2.3 Government

The government activities are divided into two parts: fiscal policy which is conducted by the
treasury department, and the monetary policy which is conducted by the central bank. However,
this study is not focusd on the monetary policy. The government chooses its spending exogenously
and finance it by lump-sum taxes from two different households and by taking loan from the

commercial banks. Then the governments budget constraint can be written as:

Gi+rgi-1Lg; =Tt + Lot y1 — Loy (10)

where G; is government spending, r,; 1L, is the interest payment on the total government debt,

T, is the net taxes, (Lg 41 — Lg,) is the purchase of new loans.

2.4 Commercial Banks

Commercial banks collect the deposit from patient households and makes loans to other agents in
the economy. Commercial banks, therefore, are the only financial intermediary that provide loans
to impatient households, firms and to the government, with which patient households can save
their money. In addition, the banking sector is characterized by a continuum of banks with perfect
competition. Many papers have discussed the banking sector with the DSGE model in different
ways. Gerali et al. (2010), for instance, have introduced two types of banks; wholesale branches,
and retail branches and introduced monopolistic competition at the banking retail level. Commercial
banks, in general, use the deposits and bank equity as the factors to determine the loans which they
finance. Loans issued by wholesale branches are mainly decided on wholesale deposits and bank
capital, where, in contrast, retail branches use loans received by wholesale branches and issue to the
impatient household and firms. By doing so, Banks bare a quadratic adjustment cost for changing
the rates they charge on loan. Falagiarda et al. (2013) assess the perfect competition banking sector
with the DSGE model. In contrast to the Gerali (2010) study, Falagiarda (2013) have showed two
distinct differences. First, the commercial bank uses equity, deposits and borrowing from central
bank as a source of funds (liability) for issuing loan to households and buying government bond.
Secondly, the bank bares two different quadratic costs. In terms of equity, these costs are the the
costs they bare when they move away from a leverage ratio and are bared from issuing loans to
households. In addition, Gertler and Kiyotaki (2010), Goodhart et al. (2009), Dib (2010), have
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introduced banking sector in to the DSGE model. All above studies, maximize profit function
of the bank subjected to the balance sheet identity, yet, lacoviello (2014) have considered bank
as a different agent that maximizes lifetime consumption in log format subjected to the budget
constraints. He also introduces a quadratic portfolio loan adjustment cost.

This paper, to that end, have introduced three different quadratic cost functions on loans issued
for impatient household, firms and government. Cost of each loan varies as the cost associated with

risk and other transaction cost. Figure 2 represents the basic structure of the representative bank

Li
D N > | Household
Banks Lf
Household — Fi
irms
Lg
Government

Figure 2: Graphical view of flow of banks asset and liability

Assume there is no equity at the beginning of each period. Therefore, the balance sheet identity
can be written in the following format:
Li,t + Lf,[ + Lg,f - LZ‘

where L; is the total loan, L;; is the loan to impatient households, L, is the loan to firms and L,

is the loan to government. Also at the same time the balance sheet identity can be written as:
Diyv1 = Ligy1 + Lysi1 + Lgst1 = Lt

where D, is the patient household deposit. Let us assume interest rates for the loan of impatient
households, firms, and the government are, respectively, r;;, rr, and rg;. Also, the interest rate on
deposits is r,;. By changing discount factor, we can adjust interest rates on loans and deposits. So,

the representative bank solves the following problem by choosing {L;;+1, Ly+1, Lgs11, Di1} to

o0

maximize the expected discounted profit Ey >, B;m;.
=0
Then bank problem can be written as:

Ey Z B | Dy41 + (1 + ”f,t—l) Lf,t + (1 + rg,t—l) Lg,t + (1 + ”i,t—l) Li; - Lf,t—H - Lg,t+1
1=0 (11)

br 9 Ps o bi o
—Ligy1— (L +rps—1) Dy — 7Lf,z-|—1 - ?Lg,l—f—l - jLi,zH

subject to the balance sheet identity:

Diy1 = Lysy1 + Lgs+1 + Lig+a (12)
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where B; = S} Up,g Coo )) is the stochastic discount factor of the bank since banks belong to the

patient households. Sp is the subjective discount factor of the bank and ¢ ¢, ¢,, ¢; are respectively,

risk associated with firm, the government, and the impatient household. In this profit function,
the first term is for the deposit by the patient household and then next three terms are for interest
and loan payment for the last period of the loan. Then first four terms are considered as a source
of funds. The next three terms are for the allocation of the loan for households, firms, and the
government. Finally, the last three terms are for the cost of bearing by the commercial bank to
allocate loans among three agents. This cost associated with administrative costs and risk of loans.

The first order conditions with respect to choice variables {D,+1, Ly, Losyt, Ll-,,+1} are as

follows#:
B;(1+A,)—E, [B,H (14+7r)]=0 = BA+A)=E B (1+ry)] (13)
[ 1
¢r——Lysi+1 = BBE: (rf,t - "p»t)] (14)
Cp[ _Cp,tJrl
1 [ 1
¢g_Lg,H—1 = BBRE; (rg,t - rp,t) (15)
Cp,t | Cp,t+1
1 [ 1
¢Z_Ll +1 = BpE; C (ri,t - rp,l) (16)
pt L “pr+1

Simplifying equation (13) by substituting stochastic discount factor, gives the Lagrange multiplier
in terms of deposit rate and the subjective discount factor of the bank. Then equation (14),(15) and

(16) gives loans supply relation to firms, government and impatient households respectively.

2.5 Exogenous Processes

There are two exogenous processes that are considered in this analysis: productivity and government
expenditure.

2.5.1 Productivity

Total factor productivity (A;) follows first order autoregressive (AR(1)) process in logs terms:

InA; =(1-ps)InA+ psInAiq + &4y 17

where A > 0 is steady-state level of the total factor productivity process, and 0 < p, < 1 is the
AR(1) persistence parameter. &,; is a random shock to the total factor productivity, and has a

normal distribution, that is £,, ~ N (0, 072).

4Mathematical derivations are provided in the Appendix D
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2.5.2 Government Expenditure

In addition, government spending is defined to be a stochastic variable and follows a first order auto

regressive process:
Ing, = (1 - pg) In(wg) + pgIngi—1 + &g (18)

where g > 0 is steady-state level of the government expenditure process, 0 < p, < 1, is the AR(1)
persistence parameter, and €, is a random shock to the government expenditure, and has a normal
distribution; that is, g5, ~ N (O, O'gz).

2.6 Private Market equilibrium

A competitive equilibrium is a set of planes which combine with set of prices {wt, Fios Vi Tt R,}
and allocations {Cp,t, Nyt Dii1, K1, Cigy Nigy L s 11, Ligy1, Lg,,+1} such that all agents patient
households, impatient households and firms equilibrium (optimality) conditions hold which are
derived from both patient households and impatient households expected lifetime utility maximiza-
tion by considering prices as given and the firm profit maximization taking as given wage rate
and capital rent rate. In addition, all market should clear. That is the labor market clear since
the firms hires all the labor which supply by the both types of households, bond market clears
since patient households hold all bond which are issued by the government, and capital market
clears. Further, government budget constraint and aggregate resource constraint are satisfied. Here

resource constraint> can be written as:

¢ ¢ :
Y, =C+1+G + %Lﬁ, + Lo+ %Lf, (19)

3 Private Market equilibrium conditions and the Market clear-
ing conditions

This section combines the first order conditions of the impatient household, the patient household

and firms problem with the market clearing conditions to yield the equilibrium conditions:

1
== ByE: (Rip1+1- 5)] (20)
123 p.t+1
! BLE 1 (1+ )] (21)
Lo L .
Cp P Coit1 b
OpN i Cps = W, (22)

SMathematical derivations are provided in the Appendix D
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technology:

= BIEZ

1 —l— ri
Cii+1 ( Z)]

QIN;gCi,t =W,

1
Cis

Ci: + (1 + ”i,t—l) Liy = WiNi; + Liy11 + T,
(1 - (Y) Nt_aAtK;l = Wt
Q'Ntl_aAtha_l = Rl‘

a— ﬁfEt

1+7r
Ci: Cirt1 ( ‘f’t)]

Gy +rgr1Lg; =T + Lgsy1 — Lgy

1

¢félzf,t+1 = BBE; _Cp,1t+1 (”f,t - rp,t)]
1 [ 1

¢ga gt+1 = BsE; ,Cp,t—H (”g,z - rp,t)]
1 [ 1

¢iaLi,t+1 = BpE; km (riy - rp,l)]

Y, = AK® (Nj, + Ny, ) ™
K[+1 - I[ + (1 - 6) Kl

,=C+1+G + %L}%’, + %Lg%, + %Lf,
I, =Ty, + T
C, = Cis + Cpy
Ni = Nis + Np;

InA; = psInAi_1 +v
Ing, = (1 - pg) In(wg) + pg Ingi—1 + u.

with the following Ramsey planner solutions.

4 The Ramsey Problem

10
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(28)
(29)

(30)
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(32)
(33)
(34)
(35)

(36)
(37)
(38)

and close the model with two exogenous stochastic processes for government expenditure and

(39)
(40)

Then, using above equilibrium condition we can find the private market solutions which we compare

In the present time, Ramsey planer problem is popular method to find the optimal monetary policy
and optimal fiscal policy. Recent studies by Khan et al (2003), Schmitt-Grohe and Uribe (2004),



and Monacelli (2006) have used Ramsey type approaches in DSGE model to analysis the optimal
policy. This section sets up the optimal policy that maximizes the welfare function subject to
private market equilibrium conditions and the resource constraint in the economy. Ramsey planer
maximizes the weighted average utility function since there are two types of households patient
households and impatient households . Define w and (1 — w) as the weights assigned to patient
households and impatient households respectively. Then Ramsey planer maximizes the following
weighted utility function: W = wlg“oﬁ;w’ (Cpts Npy) + (1 — w) E}OﬁgU’ (Cis, Niy) for a given
stochastic process {A;, G;},—. Social welfare function can be defined in different ways. However,
in this study, I have considered it as in the above additive format. Then, if w = 0.5 both households
in the social welfare function treat equally In the optimal policy, there are two types of variables,
co-state variables and control variables, chosen to maximize the problem. The co-state variables
are the Lagrange multipliers on each constraint. Define the Lagrange multiplier by A4y ,, where
A =py }7_‘” and {Ak,} are {1 Aos, A3y, Aags Asg Ao, A7 Ay Aoy 410,05 At1ss A120 /113,t}:0:0, for
number of constraints. Control variables are all the choice variables in private market solution
{Cp,;, Nyt Dii1, K1, Cigy Nigy L g1, Ligy1, Lg,,+1} and price vector {wt, TiosFigs Tt R,}. Then

Ramsey planers’ maximization problem can be written as:

W=uw IB;UP (Cp,ta Np,t) + (1 - w) Zﬁ;UI (Cl'yf’ Ni,l)
t=0 t=0
subject to the constraints (1), (2), (3), (4), (5), (7), (8), (9), (10), (14), (15), (16), (19) and two

€X0genous process.

5 Calibration

This section analyzes the quantitative predictions of the model by studying the results of numerical
simulation of an economy. Most parameter values in this paper are based on Gerali et al. (2010),
Iacoviello (2014) and Monacelli (2006). Time is measured in quarterly. Subjective discount factor
(Bp) of patient households set as 0.99 so that the annual interest rate for deposit is equal to 4
percent. Monacelli (2006) and Faia (2007) also set patient households (saver) discount factor as
0.99. However, Gerali et al. (2010) set the patient household discount factor at 0.9943 in order to
set the deposit rate slightly above 2 percent. Discount factors (5;) and ( B) of impatient household
and firms respectively, set at 0.95 to satisfy Iacoviello (2014), and Gerali et al. (2010) values. This
study sets dis-utility of labor (6,, 8; > 0) (which is different from study to study) as 5.25 and 5.25
respectively. If the parameter 6 is different in the utility functions of households, then there will

be two utility function for households. The higher 6,, 6; represents the lower average labor supply
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as the household are resistant to excess work. y > 0 is the elasticity of labor supply with respect
to the wage. When y is high, the labor supply is more responsive to fluctuation in the wage. The
wage is high when the economy is productive. In this paper, I set it equal to 0.35. Then, @ > 0 is
the elasticity of capital and 1 — « is the elasticity of labor. The production function has constant
returns to scale. The study sets @ = 0.30 and the depreciation of capital 6 = 0.025 as these values
are commonly used in the literature. Welfare function is introduced by giving equal weight to
impatient households and patient household. That is, set w = 0.50 as Iacoviello (2014) suggests
in his paper. Then it implies the equal impact to social welfare function from both households.
However, paper have showed effect of w to the loans allocation of each agents. The fact that the
risk factor of the government is five times lower than the other two agents’ households and firms
was instrumental to set the risk factor values unique to this study. However, usually we assume that
there is no risk on government. Then, all the parameter values of model listed in the table 1. That
is it shows the parameters for the bench mark model. Change of any parameter given would result
a change in steady state values and the ratio of loans. That is steady state values and ratio of loan
change accordingly. Similarly, these parameter values are common in OECD countries and in the
USA. This paper provides evidence how results could change when discount factor and risk factors

of each agents are changed.

Table 1: Calibrated parameters for the model

Symbols Value Description
Bp 0.99 Subjective discount factor for the patient household
Br 0.96 Subjective discount factor for the impatient household
By 0.96 Subjective discount factor for firms
BB 0.99 Subjective discount factor for banks
a 0.30 Capital share of production
0.35 Elasticity of labor supply with respect to wage
0p 5.25 Disutility of labor by patient household
0r 5.25 Disutility of labor by impatient household
o1 0.015 Risk factor of impatient household on loan
bg 0.003 Risk factor of government on loan
o 0.015 Risk factor of firm on loan
0.5 Ramsey preference weight
0 0.025 Depreciation of capital
Pu 0.92 Serial correlation of technology shocks
Pg 0.92 Serial correlation of government expenditure shocks
Vss 1.5 Steady state of output
oy 0.0026 Standard deviation of the innovation to In(z)
oy 0.0018 Standard deviation of the innovation to government expenditure

12



6 Results

If we examine the difference between private sector solution and Ramsey planner solution of total

Lf Li
> L > L>»

and private market solution.

loan and the loan ratio (L %) the Table 2 shows the comparison of optimal policy solution

Table 2: Comparisons of loan ratios of each agents: Ramsey vs market solution

Ramsey Solution Private Sector Solution
Mean Std.Dev Mean Std.Dev
Loan to Impatient HH/Total Loan 30.23% 0.0017 30.23% 0.002
Loan to Firm/Total Loan 30.23% 0.0017 30.23% 0.002
Loan to Government/Total Loan 39.53% 0.0034 39.53% 0.004

There is no difference of mean values between optimal policy solution and the private market
solution of most important three ratios: loan to impatient households, loan to firm and loan to
government. However, there is a difference of standard deviations as it shows these deviations of
the Ramsey optimal policy solution are higher than that of private market solutions.

As per the results, loan among agents depend on risk and discount factor (interest rate) associated
with each agent. Table 3 shows that when the risk parameter increases from 0.015 to 2, how each
loan change accordingly as a percentage to the total loan. In this case it is considered that all agents

have same risk factor

Table 3: Comparison of loan ratio to total loan according to the different risk of Ramsey optimal policy

problem
Equal risk among all agents 0.015 0.026 0.1 1 2
Loan to Impatient HH/Total Loan 36.68% 33.34% 24.41% 11.16% 8.40%
Loan to Firm/Total Loan 36.68% 33.34% 24.41% 11.16% 8.40%

Loan to Government/Total Loan 26.65% 33.31% 51.18% 77.68% 83.21%

Table 3 shows when there is an equally high risk of each agent in the economy, where risk factor
is 2 for all agents, banks allocate most of their deposit (83.21%) to the government and remaining
(approximately a 17%) is allocated equally among households and firms. However, in the presence
of low risk in the economy, where risk factor is 0.015 for all agents, bank allocates the most of funds
to impatient households and firms (36.68% each). Further, when the risk is 0.026 for all agents,
loans should equally allocate among three agents. On the other hand, when consider the effect of
discount factor of impatient households, interest rate or the discount factor play a dominant role in
the low risk which is 0.015. Table 4 and Table 5 shows the comparison of the loan ratio to total
loan per discount factor in low risk and high risk situations respectively.

In the low risk region (Table 4) , when discount factor increase from 0.90 to 0.989 which is

less than patient house hold discount factor, loan allocation to impatient households as a ratio from
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Table 4: Comparison of loan ratio to total loan according to discount factor in low risk region (¢;=0.015,
$=0.003, ¢£=0.015) of Ramsey optimal policy problem

Impatient HH Discount Loan Impatient Loan Firm/Total Loan Loan Gov/Total Loan
Factor HH/Total Loan
0.9 58.10% 18.16% 23.74%
0.93 47.22% 22.87% 29.91%
0.95 36.86% 27.36% 35.77%
0.97 22.24% 33.70% 44.06%
0.989 6.58% 40.49% 52.94%

total loan allocation, decrease from 58.10% to 6.58% because when the discount factor is small

then interest rate is high and otherwise.

Table 5: Comparison of loan ratio to total loan according to discount factor in high risk region (¢;=2,
$¢=0.4, ¢r=2) of Ramsey optimal policy problem

Impatient HH Discount Loan Impatient Loan Firm/Total Loan Loan Gov/Total Loan
Factor HH/Total Loan
0.9 16.55% 5.17% 78.28%
0.93 11.34% 5.49% 83.17%
0.95 7.70% 5.72% 86.58%
0.97 3.93% 5.95% 90.12%
0.989 1.00% 6.13% 92.87%

When compared to the low-risk situation, the loan allocation for the impatient household is
lower in difference, yet still reports a change from 16.55% to a less of 1.00% as shown in Table
5. However, in the high-risk scenario, loan to households decrease about 20% with the increase of
the discount factor. This, therefore, suggests that risk factor plays a dominant role with a high-risk
economy while the interest rate plays dominant role with a low risk economy.

Figure 3 shows that loan allocation for the impatient households or firm when risk factor is
increasing. Here, impatient households risk increases from 0.015 to 1 while firm and government

risk remain same as previously at 0.015 and 0.003 respectively.
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Figure 3: Loan allocation to impatient households for different risk (¢;=(0.005-1.00), ¢,=0.003, ¢,=0.015)
of Ramsey optimal policy problem

When the risk reaches 0.015, more than 30% of loan is allocated to the impatient households.
However, when the risk increases to 1, the loan to them is less than 1%. The findings of the research
predicts optimal loan allocation could converge to zero, alongside with the rapid increase of the

risk factor.
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Figure 4: Loan allocation to the government to different risk (¢;=0.015, ¢,= (0.015-0.000015), ¢=0.015)
of Ramsey optimal policy problem

Figure 4 projects that the gradual decrease of the risk (the risk of government decrease from
0.003 to almost zero risk) results a considerable increase of the loan allocation for the government.

The allocation could reach up to its maximum level of 55% from the total loan allocation for that
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matter. That is, when compared to the other two agents, loan allocation to government has an upper
bound of 55%.

As per the above two figures that discuss the behavior of the risk and its consequences on
government and other agents, in a loan allocating context, the greater the risk results the minimum
allocation of loans to households and firms as it creates a non- performing loan situation for the
commercial banks. In contrast, lower risk results a maximum allocation of loans to the government,
as itestablishes a credible relationship in the loan allocation process with the bank, yet, the maximum
limit should not exceed 55% of total loan allocation. This is because the more bank allocates to the
government would result in a low interest gain situation.

In this study, I have defined the social welfare function by combining the two utility function
assign weights w and (1 — w). The Figure 5 illustrates the impulse response functions to technology

shocks for different weights

Loan to Impatient HH Loan to Firms «104 Loan to Government

0.015 0.015

0.01 1 0.01

0.005F .\ 0.005F .\

-0.015 -0.015 -5
0 10 20 30 40 50 0 10 20 30 40 50 0 10 20 30 40 50

Figure 5: The impulse response functions to technology shocks for different weights.

Impulse response functions of loan to firms and loan to impatient households behave in similar
manner for different values of w. However, it is not the case for loan to the government. Because,
weight is directly effect to the impatient households and then firms. However, loan to the government
has a similar effect for the both shocks.

Figure 6 illustrates how a technology shock and government expenditure shocks effect for
two different models, private market and Ramsey planner. In general, loan to the impatient
households and loan to firms behave similarly for both technology and government expenditure
shocks. However, in the case of loan to impatient household and firms, government expenditure
and technology shocks react oppositely in two markets. However, loan to the government has a

similar effect for both shocks.
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: The impulse response functions to technology shocks and government expenditure shocks under
Ramsey equilibrium and private market equilibrium for loans to each agent.

The income effect is one possible reason for this behavior. It is clear that, the loan demand
decreases along with the increase of income and vice versa. In an increased productivity shock, the
labor of impatient household can be decreased while in a government expenditure shock this labor
could be increased in the private market solution. In such situation, the wage rate responds in an
opposite way. If wage rate is dominant in both cases, income of impatient household will increase
when there is a productivity shock while the income will decrease when there is government

expenditure shock. Therefore, a negative effect would yield on impatient household loan in a

productivity shock and a positive effect of in a government expenditure shock.
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Figure 7: The impulse response functions to technology shocks and government expenditure shocks under
Ramsey equilibrium and private market equilibrium.

Figure 7 illustrates the fluctuations of total loan and its ratios related to both households, firms
and government. Impulse response function shown in the figure demonstrate the behavior of the
total loan and loan ratios related to agents, those experienced two different shocks (Technology
and Government expenditure) given to both Ramsey optimal policy solution and the private market
solution. Thus, impatient households and firms shows a similar fluctuation to the total loan behavior
while the government report its opposite. Table 6 shows the mean and the standard deviation for
all the variables that show approximately equal values of both private market problem solution
and optimal policy problem solution. Volatility of output and wage are almost equal and high.
However, loan allocations among three agents are equal in both cases. But volatility of loan to
impatient households is high compared to that of firms and government, while loan to government
has the lowest volatility.

Figure 8 and 9 illustrate the Impulse response function in response to technology and government
expenditure shock. Most of the selected variables as shown in the figure namely: deposit rate; loan
rate on government; loan rate on patient households; loan rate on impatient households; loan rate on
firm; consumption of patient households; consumption of impatient households; total consumption;
total loan; loan to impatient households; loan to government; loan to firm; output; labor patient
households; labor impatient households; total labor; investment; deposits; capital; rate of capital

and wage rate.
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Table 6: Mean and Standard Deviation of variables: Ramsey vs private market

Ramsey Solution Private Sector Solution
Variable Mean Std.Dev Mean Std.Dev
Cp 0.5090 0.0034 0.5059 0.0003
N, 0.3011 0.0045 0.3064 0.0029
C; 0.4672 0.0055 0.4696 0.0034
N; 0.3847 0.0052 0.3529 0.0038
R 0.0351 0.0003 0.0351 0.0001
1 0.3675 0.0093 0.3673 0.0029
y 1.7200 0.0148 1.7191 0.0043
w 1.7557 0.0145 1.7557 0.0066
p 0.0101 0.0002 0.0101 0.0001
¥ 0.0417 0.0006 0.0417 0.0005
rf 0.0417 0.0006 0.0417 0.0005
Ig 0.0184 0.0002 0.0184 0.0001
Ly 2.0833 0.0268 2.0833 0.0346
L, 2.7240 0.0061 2.7240 0.0007
L; 2.0833 0.0268 2.0833 0.0346
t 0.3500 0.0000 0.3500 0.0000
k 14.7001 0.0940 14.6927 0.0098
G 0.3000 0.0000 0.3000 0.0000
A 1.0000 0.0066 1.0000 0.0034
c 0.9762 0.0080 0.9755 0.0036
N 0.6858 0.0031 0.6854 0.0009
D 6.8906 0.0506 6.8907 0.0692
% 0.3023 0.0017 0.3023 0.0020
Lff 0.3023 0.0017 0.3023 0.0020
Lfg 0.3953 0.0034 0.3953 0.0040
tp 0.2377 0.0146 0.2500 0.0000
t 0.1123 0.0146 0.1000 0.0000

Figure 8 shows the impulse response of above variables to a positive technology shock. The
red line indicates the technology shocks on optimal policy problem while the blue line shows the
technology shocks on private market solution problem. Christiano et al. (2005) and Smets and
Wouters (2007) showed that with positive technology shock output, consumption and investment
will grow. However, interest rate is inversely related and it will decrease. As shown in this paper,
not only consumption, output and investment but also wage rate has a positive effect. After the
technology shocks, total consumption increases and then converges to steady state value because of
the increase in consumption of both household- patient and impatient- due to wage income increase.
In addition, loan to impatient household decreases and it may be because of the decrease of interest

rate of impatient household and then decrease the repayment of interest rate with principle.
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Figure 8: Impulse response to productivity shock: Ramsey vs private market

Figure 9 shows the impulse response of same variables to a positive government expenditure

shocks. Glommetal. (1997) focused on two different types of government expenditure: government

expenditure enters as inputs in to production function (infrastructure); and, government expenditure

enters as input in investment technology (education). However, in this paper, it is not differentiated

any specific type of government expenditure.
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Figure 9: Impulse response to government expenditure shock: Ramsey vs private market

The red line of the figure, indicates the government expenditure shocks on optimal policy
problem solution, and the blue line indicates the government expenditure shocks on private market
solution problem. In this case, total consumption decrease after the positive technology shocks.
Because, consumption of impatient household decreases. It may be due to the decrease of wage

rate and increase the interest rate of impatient household.

7 Summary and Conclusion

The main intention of the paper is to characterize optimal credit allocation by commercial banks
to impatient households, firm, and government. Calibration of the model parameters correspond
to the European Union (EU) and the USA values and are taken from the several research papers.

Discount factors of impatient households and firms were set equal. Both impatient households and
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firms behave as an identical agent with the assumption of equal risk factors.

As per the results, there is no difference of steady state values of loans to each agent and deposits
under the optimal solution problem and private market solution. However, standard deviations are
different. When considering the loan volatility of each agent, loans to impatient households have
higher volatility than loans to government. The steady state of consumption, labor, investment and
output are different under optimal policy and private market solutions. Consumption of patient
households is higher than that of impatient households. However, labor of impatient households is
higher than labor of patient households. The standard deviations of all variables, are higher under
optimal policy problem than that of private market solutions. Further steady-state values of wage
rate and output are similar in both cases.

The study revealed evidence for an important dynamic of the loan allocating process which
entails the understanding of the risk factor behavior of commercial banks. The evidence shows,
when risk is increasing for the impatient household or the firm the total allocation of loans of impa-
tient house hold converges to zero, assuming the risk factor for the other two remains unchanged.
However, the decrease of the risk of the government allocation of loan reached to its upper bound
about 55% of the total loan allocation.

In a situation where the risk for all three agents are hypothetically equal and high (developing
countries or poor countries), banks will allocate most of the overall loan(about 80%) to the gov-
ernment. However, in the situation, of equally low (developed countries or rich countries) banks
allocate most of loan (75%) to households and firms. Further, interest rate (discount factor) plays
a dominant role when there are low risk agents in the economy as when discount factor changes by
small amount, percentage of loans will change in considerable amounts.

After considering the facts and figures carefully and applying them in to the model, which is
suggested by this study, it is inevitable to state that the optimal credit allocation is mainly dependent
on two factors: discount factor and the risk factor of the corresponding agents. The discount
factor, to that end, does not plays a significant role in the process of loan allocation in the high-risk
situation, yet, in the low risk situations, it has a considerable amount of effect on the loan allocation
process. Therefore, this study provides a significant yet timely intervention to the current discourse
of finding possible strategic solutions to the asset distribution of commercial banks to yield higher
societal satisfactions.
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Appendix A: Solving Patient Household problem

Maximize lifetime utility of patient households:

Ey Z:J) (ﬁp)tUp [Cp,t’ Np,t]

1=

subject to the sequence of budget constraints of the form:
Cp,t + D1+ 1 = Wth,t + R:K; + (1 + rp,t—l) D; +1I; - Tp,t
and capital accumulation condition:

K[+1 — IZ‘ + (1 - 5) K[.

Then write the problem using Lagrangian multiplier as:

oo 1+x
L=E)>. {ﬁ; InC,, - 9,7’_’%
=0 X (A1)
+ ﬂzﬂ; (Wth,t +RK 41, =T, +1p-1D = Cpy — Kip1+ (1-6) Kt — Dyy1 + Dt) .
First order conditions w.r.t {Cp,t, Nyt D11, K,H}
B, . 1
Dot Dot
NY(1+ x)
[NP,] ﬁ;(_ep)m— + /ltﬁ; (Wz) =0= epN;([ - /1th (A-3)
1+ x) ’
[Di1] B, (=1) + Ediva f,“ (L+rps) = A4 = E 1By (1+ 1py) (A.4)
[Kis1] 4B, (=1 + Edi1 By (1= 6) + B By Rip1 = 04 = EAi18, (1 -6 + Riy1)
(A.5)
Using (A2) and (A3),
W,
OpN Y Cps = Wilp,N Y, = o (A.6)
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Using (A2) and (AS),

= F, R 1-6
Cp’t th,H_lﬁp( t+1 + )
Using (A2) and (AS),
S S P
R r
Cp,t : Cp,t—H P b

Appendix B: Solving Impatient Household Problem

Maximize lifetime utility:
Ey > Bi'U" [Cis Ny
t=0
subject to the sequence of budget constraints of the form:

Ci: + (1 + ri,l—l) Liy = WiNi; + Lij41 + Ty

Then, write the problem using Lagrangian multiplier as:

= 1y
L=E ), {ﬁ; &
t=0

14+ x

In C,'J - 0]

Then the first order condition w.r.t {Ci’,, Nis, L,;H_l} .

B 1
1 N’/\; 1 +X) t X
[NL] By(=6p) ————— + 4B, (W) =0 = 6;N" = ,W,
P 1+ y) ! it

[Lirt1] Ay (-1) = E A1 it (L4 1ig) = 0= A = E A1 B (1 + 1)

By (B2) and (B3),
W,
Oy =
By (B2) and (B4),
L L g1+
- — rl
Cis "Cis1 ! '

(A7)

(A.8)

+ B, (WiNiy = To = 1ig-1Liy = Cig + Ligy1 — Li,t)} (B.1)

(B.2)

(B.3)

(B.4)

(B.5)

(B.6)



Appendix C: Solving Firms Problem

Firm problem is:

L= Ey Z M; {AthaNtl_a - W/N; — RiK; + Lf,z+1 - (1 + ’”f,t—l) -Lf,t} (C.D
=0

Then first order conditions w.r.t {N,, K, L f,z+1}

[N[] (1 — a’) AtNt_aK;y — Wt =0= (1 — a’) NI_QA[K;Z = Wt (CZ)
(K] aA.N79K*' R =0= a.N"9AK" =R, (C.3)
1
I:Lf7t+1:| M[ - E[M[+1 (1 + rf,[) == 0 = — = ﬁfEl‘ (1 + rf,t) (C.4)
Ci Ciit1

Appendix D: Bank Problem
Bank problem is to maximize profit :

L= Z B; | D1 + (1 + ”f,t—l) Lf,t + (1 + ”g,z—l) Lg,t + (1 + ri,z—l) L, — Lf,t+1 - Lg,t+1 L1

t=0
¢ ¢ i
— (1 + rps—1) Dy — —fLJ%,t+1 -~ 7‘%2 :

2
2 w1t~ gt

it+1
subject to the balance sheet identity
Diy1 = Lggp1+ Lgrr1 + Ligy1

Then rewrite the problem again with Lagrange multiplier as:

L=E Z B | Di1+ (1 + 7’f,z—1) Ly, + (1 + rg,t—l) Lo+ (1+ri—1)Liy—Lgs+1—Lgs+1— Lig+1

t=0
¢ ¢ ;
= (1+rpe1) Dy - %LJZCJH - ggLs,zH - %Liz,tﬂ 4+ A (Dyg1 = L1 — Losg1 — Ligt)
D.1)
Then first order conditions w.r.t {Dt+1, Lfi1,Lgsi, LMH} are:
[Dis1] Bi(1+4)=Bip1 (1+70) =0= B (1+4) =Biy1 (1+7,)  (D2)

2
[Liis1] - Bz§¢fo,x+1 — 4B+ (1+rp)Bi1—B =0
substitute 4, = Bp (1 + rp,,) — 1 to the above equation:
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BiprLfii1 = Big1 (ree — rps)

Similarly, we can find the other two first order condition as follows:

[Lgit1] BidgLeiv1 = Byt (res —rps)

[Li,t+1] Bt¢iLi,t+1 = Bz+1 (”i,t - T ,t)
P

Then by substituting B; and B, we can get the following three equations

1

bf C—Lf,r+1 ﬁB (rfe = rpa)
pit Cpit1
1

bq C—Lg,z+1 ,33 (rg.c = 7ps)
it p t+1

1
$i=—Lis1 = ﬁB (riz — py)
Cp,t pt+1

Appendix E: Derive the Resource Constraint
First consider the government budget constraint:
Gy +rgi-1Lgs = (Tps + Tiy) + Lgys1 — Lgy

Then substitute 7),; and T;; from both households budget constraints

G +rgi1lg, = (Wth,t + R:K; + (1 + rp,t—l) D; + 7T;b —Cpr =Dy - It)

+ (WtNi,t + Li,t+1 + ﬂ}f —Cir— (1 + ”i,z—l) Li,t) + Lg,t+1 - Lg,t

Next substitute following two profit functions of firms and bank to the equation E.1

ﬂ}b =Dy + (1 + - 1) Ly, + (1 + rgt—l) Lo+ (1+7ig—1) Lis — Lyst1 — Lgsy1 — Lis+1

~(1+rps-1) Di— 12 P b

7th = AlKla,Ntl_a - Wl‘Nl‘ - Rth + Lf’[+1 - (1 ‘I— rf’t_l) ‘Lf,t

Then after simplify, we can get the following resource constraint

¢fL2 n ¢gL2t+ﬁL?l

Y=C+1L+G
t t+ 1 + t+2 fat 5 5
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Appendix F: Solving Ramsey Planer Problem

Define welfare function as:

1—&-)( 1+X

In Cp’[ 9 In Cl t— 0]

W:a);)ﬁp 1+ +(1—w)2ﬁ, 1+x (E.6)

Then maximize social welfare function subject to first order condition of the private sector and

resource constraints.

. 1+,\( .1—&-)(
Max E " InC 9 1- InGi; - 06—
W,
t X !
_'_ A /11’[ gpr,t - _Cp,t)
1 B ﬁp (1-0+Ry)
LA —)—A’ 1y, (
2 Cor 211 Cor
1
LA, —) Ay, (ﬂp)
Cp.t (1 + rp,t) Cp.
W
+ A'Qy, |6/NY - —’)
b Ci,l
1 Br
A s, | —— A
T2 s c”(1+rlt)) A Ve

-
+ At/l(;, (1-a) AtKw(Np,t + Ni,z) - W) +A +1/l7t+1((1 —-a) A z+1(Np,t+1 + Nzt+1) )

1= B (1+rps))

(
.
+A'Q ANSY + N K - A1 A1(N N, )ieged
st |a.A + ) R )+ 8t+1 |- t+1( p,l+1+ i,t-l—l) t+1
(

+ A9, (Gy =Ty + rgs-1Lg; — Lg,z+1 = Lgs) + A 9441 (reaLgi1 = Lgsy1)
1
+ At/llo,t(fpf_Lf,t—H - ,33 ) (rfs = 1ps))
+
1
+ At/ln,t((]ﬁ Lis11 - ﬁB (ri,f - rPJ))
Cp. Cpr+1

1 1
+ A! /llzz(fﬁgc t Letv1— ,33 o (rg.s = 7p1))
2 Gy,

+ Mg (AKS (N, + Ny)' ™ = (G + Cpr) = G = Ky + (1= ) Ky

+ A (A K (N + Nya) ™+ (1= 0) Ko (E7)

Then find the first order condition with respect to {Cp, Cit, Ny, Nis, Ki1, Ly, Lig, Lo,

Wrt, Rl" rp,l" ri,ta rg,t’ rf,l‘}
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