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ABSTRACT

This paper explores the effect of the countercyclical capital buffer using a DSGE
(Dynamic Stochastic General Equilibrium) model with a banking sector. The main results are
following. First, if the CAR (capital asset ratio) rises by 1%p as the countercyclical capital
buffer, output and credit would increase less than otherwise by 0.8%p and 1.2%p,
respectively. Second, the countercyclical capital buffer would decrease both credit and debt
of banks, or deposit, and, as a result, boost the CAR. However, if we are going to use
monetary policy to control credit expansion by allowing the interest rate to respond to credit,
bank capital would also diminish, which would cause the CAR to be lower.
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[Figure 1] BIS CAR of the Korean Banks
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(Table 1) Parameters

Definition Value
B Discount rate 0.988
o Relative risk aversion coefficient 1.491
h Habit parameter 0.815
X Relative utility weight of labor 12
T Inverse Frisch elasticity of labor supply 0.276
0 Survival rate of the bankers 0.972
w Proportional transfer to the entering bankers 0.002
A Fraction of capital that can be diverted 0.374
el Capital share 0.4
0 Depreciation rate 0.025
K Capital adjustment coefficient 15
€ Elasticity of substitution 4.167
Wy Probability of keeping prices fixed 0.525
K Inflation coefficient of the Taylor rule 1.413
Ky Output gap coefficient of the Taylor rule 0.023
P Smoothing parameter of the Taylor rule 0.782
P, Persistence of the capital productivity shock 0.66
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[Figure 2] Effects of Countercyclical Capital Buffer
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[Figure 3] Effects of Monetary Policy
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[Figure 4] Comparison between Countercyclical Capital Buffer and Monetary Policy
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