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Structural Break in Potential Growth and Business Cycle

after Korean Currency Crisis

Hyoung-Seok Oh

Abstract

Since the currency crisis in 1997, South Korea has been losing its economic vitality
with dramatically shrunken consumption and investment and continued slowdowns.
South Korea’s economic volatility has expanded, experiencing repetitive recoveries and
recessions after the strong recoveries in late 1999-early 2000. There are also growing
concerns about weakening growth momentum.

This paper analyzed the structural break in potential growth rate and volatility of
GDP-gap using 3-State Markov Switching model and also empirically studied if there
existed structural break in the response of the output to the supply-demand shock using
the structural VAR model proposed by Blanchard and Quah.

The analyses shows that the level of potential growth rate is declining and economic
fluctuations are getting more volatile after the crisis in South Korea. In the mean time,
the analysis on the supply-demand reveals that response of output to the world supply
shocks increase while that to the domestic supply shocks decrease. The response of
output to the domestic demand shocks go up in the short run but go down in the long
run. These findings suggests that South Korea concentrates its effort on dissolving

overall economic uncertainties and recovering growth momentum.

Keywords: Potential Growth, Business Cycle, Markov Regime - Switching Model,
Structural VAR Model
JEL Classification: C32, E32



