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The real business cycle theory is a macroeconomic model that tries to explain the causes of economic fluctuations as reflected in the gross domestic income. In general, business cycle refers to the movements in the economy, which can be favourable or unfavourable. It has four distinct phases which include expansion where there are increased economic performance and the pick stage when the economy is at its best. The peak phase is immediately followed by contraction, otherwise known as recession when economic performance starts to decline (Simpson, 2014). The trough is the last phase of the business cycle that represents the lowest level of economic performance as measured through the gross domestic income of a country. This phase is followed by recovery or expansion phase. 
 According to Simpson (2014), Real business contends that business cycles are as a result of technology shocks but not from changes in consumer’s expectation or monetary shocks. Accordingly, the theory attributes business cycle fluctuations to real shocks which are unexpected and unpredictable, which affect the economy. Financial instability hypothesis argues that borrowers and lenders exhibit excess optimism and become reckless, that leads to financial bubbles and later bursts. Financial institutions heavily invest riskier assets in the search for higher profits which puts the economy at risk in case of defaults. This kind of market failure requires government intervention through regulations (Bhattacharya, 2019). It is therefore clear that real business cycle hypothesis assumes that business cycles are effective changes to real unexpected occurrences in the economy while the financial instability hypothesis assumes a result of market failure. Real estate investor should be continuing when making a substantial investment when the economy is performing well. They should establish which theory between tends to explain such boom, and if the financial instability hypothesis emerges the most reliable one, then they should reduce such investment. 
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Paul Krugman meant that the federal government has the ability to influences houses market positively or negatively. This is an accurate characterization of the Federal Reserve's influence over the real economy. For instance, the federal reserve is responsible for the formulation of monetary policies such a managing short term interest rate. Changes in the interest affect currency exchange rates, stock prices and wealth creation economy (Hancock & Passmore, 2015). Monetary policies influence production, inflation, spending production and employment in the.
For instance, expansionary monetary policies occur when the money supply increases. The increase results in consumer spending consequently positive shift of the aggregate demand. Additionally, the increase in money supply in the economy increases the aggregate supply raising the process and real output as Gross Domestic Product (Bordo, 2016). Therefore the government con uses monetary policies to stimulate economic growth while decreasing unemployment. However, inflation will come in hand. The government increases money supply through purchasing of its bonds, increasing the amount of discount in window lending and decreasing the reserve requirement. 
According to Bordo, (2016), the Federal Reserve uses Contractionary monetary policies to decrease the money supply in the economy. The effect is reflected in the reduced gross domestic product. Reduction in consumer spending leads to low aggregate demand. Contractionary monetary policies are implemented through an increase in the reserve requirement, reducing the discount in window lending and selling of government bonds. Empirically, the government van stimulates the growth of any sector in the economy through the formulation of expansionary policies such as the real estate sector (Hancock & Passmore, 2015).
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