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FROM SUBPRIME CRISIS TO A
RECESSION

Iwan J. Azis

Two main factors contributed to the declining world’s inflation rate: pro-
duction shift o low-cost countries (e.g., “Chindia” factor: cheap imports of
consumer goods from China, and outsourcing of services to India), and
smaller fiscal deficit due to fiscal consolidation and economic reforms,
especially in the traditionally large deficit countries (e.g., Latin America).
This has allowed many countries to lower their interest rates. In the US
casc, the low rate was first prompted by the fear of a deflationary pressurz
following the 1997 Asian Financial Crisis. Subsequently, the Fed adopted
a more accommodative policy to forestall looming problems created by the
bursting stock, high-tech, and telecommunications bubbles that came along
with the recession in 2001. This enabled the U. S. economy to avert a deeper
and longer-lasting recession.

But as the recovery began, the environment of easy money also produced
record levels of home equity borrowing and home sales, funded among others
by “creative” financial companies that operate like hedge funds. This led to
horrowing-fueled speculative spree especially in the housing market, similar
to the internet-stock mania a decade ago. The rules and regulations governing
these financial companies are generally less restrictive than those for banks,
mutual funds, and other financial institutions.

The first part of the chapter discusses the background of subprime crisis that
led 1o the turbulences in the U. S. and other markets, and how they could bring
the economy into a recession. The policy analysis showing why the loosening
monetary policy and the stitmulus package are not effective is presented in the
subsequent section. More particularly, the focus of the analysis is on the inter-
relations between exchange rate and output growth, and on the sources of the
pressure that has caused a major slowdown in the economy. On the latter, the
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