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European economies are faltering (http://www.economist.com/news/finance-and-economics/21612254-recovery-grinds-
halt-cyclical-stagnation).  The German economy contracted in the second quarter, as did those of France and Italy. Growth in
Spain and the Netherlands was not enough to offset the slowdown in the Eurozone’s largest members.  An escalation in
the confrontation with Russia (http://www.telegraph.co.uk/finance/economics/11038183/Europe-risks-deeper-economic-crisis-
as-Russia-buckles-and-defaults-mount-in-Ukraine.html) would send shockwaves rippling from the Ukraine westwards that
world worsen the situation.

The continuing slump confirms Jay C. Shambaugh’s observation (which appears in his paper in the new volume, What Have
We Learned? Macroeconomic Policy After the Crisis (http://mitpress.mit.edu/books/what-have-we-learned)) that much of what
happened during the global financial crisis was consistent with standard international macroeconomics. For example,
countries with flexible exchange rates were able to adjust more easily to the shock than those with fixed rates. Shambaugh
also compares unemployment rates in the Eurozone with those across the U.S., and notes that while both the range and
standard deviation of unemployment rates began to fall in the U.S. in 2010, the dispersion of national unemployment rates
continued in the Eurozone. Labor conditions improved in some countries, but not others. Shambaugh cites this as evidence
that there is a lack of adequate shock absorbers, such as labor mobility, within the Eurozone.

These structural problems have been exacerbated by fiscal austerity policies (http://www.voxeu.org/article/panic-driven-
austerity-eurozone-and-its-implications). Governments have sought to reestablish fiscal balance despite the impact on
economic performance. The latest announcements of lowered growth have led to calls for relaxing fiscal constraints
(http://online.wsj.com/articles/france-gives-up-on-deficit-target-1407996597). But the incoming head of the EU
Commission, Jean-Claude Juncker, shows little interest (http://www.cnbc.com/id/101851500#.) in relaxing the limits on fiscal
policies, nor does German Chancellor Angela Merkel.

This leaves (once again) Mario Draghi and the European Central Bank as the focus of hope and attention. The central bank is
waiting for the impact of policy measures announced in June (http://www.reuters.com/article/2014/08/07/us-ecb-rates-
economy-idUSKBN0G71FZ20140807) to take place. But the disappointing economic news only reinforces calls for the ECB
to enact a European version of quantitative easing. (http://www.economist.com/news/finance-and-economics/21610262-
european-central-bank-should-adopt-quantitative-easing-now-rather)

The European GDP data have troubling implications for the larger issue of European debt. Last April, the IMF offered
projections for the debt/GDP ratios this year and next:

2014 2015
France 95.8 96.1
Greece 174.7 171.3
Ireland 123.7 122.7
Italy 134.5 133.1
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Spain 98.8 102.0
Eurozone 95.6 94.5
The new data will not improve the forecasts for these countries. Greece’s situation, in particular, appears as dire as ever. The
Greek government hopes that a cyclically-adjusted fiscal surplus of 2.1% for 2013 will allow it some reduction in the interest
rates it must pay and an extension of debt repayments (http://www.reuters.com/article/2014/04/23/us-greece-primary-
idUSBREA3M0UR20140423). But the official targets for debt/GDP ratios of 124% in 2020 and 110% in 2022 appear
unrealistic (https://mninews.marketnews.com/content/imf-greece-needs-new-debt-deal-meet-long-term-targets).

In a recent paper by Manuel Ramos-Francia, Ana María Aguilar-Argaez, Santiago García-Verdú and Gabriel Cuadra-García
(all of the Banco de México) that appeared in the English edition of Monetaria (http://www.cemla.org/PDF/monetaria
/PUB-MON-I-01.pdf), the authors compare the Latin American debt crisis with the European crisis. They point out that the
macro imbalances and the magnitudes of the debt are larger in the peripheral European countries than they were in Latin
America. Moreover, the Europeans are not able to rely on exchange rate devaluations to deal with the costs of fiscal austerity.
They also remind us that the Latin American situation was finally resolved in 1989 by a reduction in debt and the issuance of
“Brady bonds” (see Chapter 4 here (http://www.amazon.com/IMF-Global-Financial-Crises-Phoenix/dp/1107436869
/ref=sr_1_1?s=books&ie=UTF8&qid=1408462658&sr=1-1&keywords=Joyce+IMF)), and suggest that some form of debt relief
be granted in Europe.

It took seven years from the outbreak of the Latin American crisis for a resolution to be achieved. By that reckoning,
European countries have several years of continued stagnation ahead. Political leaders who have seen their predecessors
swept out of office by angry voters may not be willing to wait that long.
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