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Concepts

• Financial cycles and their role in the analysis of 
business cycles

• Potential output and output gap

Measurement

• Production Function approach

• Hodrick-Prescott filter

• Finance-neutral measure

Analysis

• Estimates precision

• Real-time robustness

• Informing fiscal policy

• Informing monetary policy



 Interactions between perceptions of value
and risk, attitude towards risk and
financial constraints

 Best described by credit and property
prices

 Lower frequency than business cycles

 Financial cycles amplify business cycles



 Financial booms may coincide with positive
shocks on the supply side

 Economic expansions my weaken supply
constraints

 Financial booms – accompanied by currency
appreciation

 Misleading nature of unsustainable booms



 Sustainable level of GDP – full utilization
of input factors

 Output gap – deviation of GDP from its
potential level

 Unobservable indicators



 Univariate statistical methods:
◦ Hodrick-Prescott filter (1997)

◦ Beveridge-Nelson decomposition (1981) 

◦ Unobserved components models (UC) (Watson 1986) 

◦ band pass filter (Baxter si King, 1999)

 Multivariate statistical methods:
◦ Multivariate HP filter

◦ Multivariate UC models

 Structural approaches:
◦ Production function approach

◦ DSGE models



Production Function approach

HP Filter

Finance-neutral measure
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Private sector credit



Potential output Output gap
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Informing fiscal policy

Informing monetary policy

Precision

Real-time robustness



Narrower confidence bands for the finance-neutral measure!

Finance-neutral HP filter
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Finance neutral measure – economic 
importance

Increased precision of estimates

Real-time robustness

Relevance when informing policymaking
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