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EXAMINING TAIWAN�S BUSINESS CYCLE VIA

TWO�PERIOD MS MODELS

Hsiu�Hua Rau� Hsiou�Wei William Lin and Ming�Yuan Leon Li
∗

ABSTRACT

� � This study adopts Markov-switching models (hereafter MS models) to examine the

annual growth of Taiwan’s industrial product index (hereafter IP) and real gross domestic

products (hereafter real GDP) from 1970 to 1998. Among the contemporary papers explor-

ing business cycles via MS models, few, if any, aim at coping with the diminishing business

cycle patterns due to economic structural changes. In contrast, we adopt two-period MS

models, which incorporate a specific set of mean and variance parameters for each period,

to control the structural changes in Taiwan’s and South Korea’s economies.

� � Our empirical findings are consistent with the following notions. First, Taiwan’s busi-

ness cycle patterns changed significantly after 1987. Second, Taiwan’s real exports and

consumptions appear to be less volatile after 1987, whereas real investments replaced real

exports as the primary factor for post-1987 economic movements. Third, for Taiwan and

South Korea, which both experienced substantial economic growth, our two-period MS

settings appear to outperform the conventional settings in modeling the business cycles.

The volatilities for the two nations’ IP and real GDP were significantly lower in the second

period. The result is in contrast with our finding with respect to Japan’s more devel-

oped economy. For Japanese business cycles, conventional single MS models appear to be

descriptive.

Keywords: Markov-switching models, Two-period MS models, Business cycles, Economic

structure, Real GDP, Industrial product index
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