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The Economic Costs of Con¯ ict:

A Case Study of the Basque Country

By ALBERTO ABADIE AND JAVIER GARDEAZABAL*

This article investigates the economic effects of con� ict, using the terrorist con� ict
in the Basque Country as a case study. We �nd that, after the outbreak of terrorism
in the late 1960’s, per capita GDP in the Basque Country declined about 10
percentage points relative to a synthetic control region without terrorism. In
addition, we use the 1998–1999 truce as a natural experiment. We �nd that stocks
of � rms with a signi� cant part of their business in the Basque Country showed a
positive relative performance when truce became credible, and a negative relative
performance at the end of the cease-� re. (JEL D74, G14, P16)

Political instability is believed to have strong
adverse effects on economic prosperity. How-
ever, to date, the evidence on this matter is
scarce, probably because it is dif� cult to know
how economies would have evolved in absence
of political con� icts.

This article investigates the economic impact
of con� ict, using the terrorist con� ict in the
Basque Country as a case study. The Basque
con� ict is especially interesting from an eco-
nomic perspective. At the outset of terrorist
activity in the early 1970’s, the Basque Country
was one of the richest regions in Spain, occu-
pying the third position in per capita GDP (out
of 17 regions). In the late 1990’s, after 30 years

of terrorist and political con� ict, the Basque
Country had dropped to the sixth position in per
capita GDP.1 During that period, terrorist activ-
ity by the Basque terrorist organization ETA
resulted in almost 800 deaths. Basque entrepre-
neurs and corporations had been speci� c targets
of violence and extortion (including assassina-
tions, robberies, and kidnappings-for-ransom).
Not surprisingly, the economic downturn suf-
fered by the Basque economy during those
years has been attributed, at least partially, to
the effect of terrorism. However, little research
has been carried out to assess the economic
effects of the con� ict.2

This type of study is dif� cult. On the one
hand, a pure time-series analysis of the severity
of terrorism and the evolution of the Basque
economy will be contaminated by the economic
downturn which Spain suffered during the sec-
ond half of the 1970’s and the � rst half of the
1980’s, at the peak of terrorist activity. On the
other hand, at the outset of terrorism, the
Basque Country differed from other Spanish
regions in characteristics that are thought to be
related to potential for economic growth. There-
fore, a simple comparison of the evolution of
the Basque economy and the economy of the
rest of Spain would not only re� ect the effect of
terrorism but also the effect of pre-terrorism
differences in economic growth determinants.
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1 See Fundación BBV (1999).
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mid-1970’s. Table 1 shows the number of kill-
ings and kidnappingsfrom 1968 to 2000. ETA’s
terrorist activity was low before 1973 with no
more than two victims in any given year. The
death toll increased sharply during the mid-
1970’s, with an average of almost 16 victims
per year in the period of 1974–1977. The blood-

iest three years of ETA, 1978–1980, witnessed
a total of 235 victims. In subsequent years, the
number of killings decreased gradually. On av-
erage, during the 1980’s, ETA’s activity re-
sulted in 39 deaths per year; this � gure was
reduced to 16 per year during the 1990’s. The
number of kidnappings during the sample pe-
riod was smaller than the number of killings but
evolved similarly. In September 1998, ETA de-
clared a total and inde� nite cease-� re. The cease-
� re lasted approximately14 months; in November
1999, ETA announced the end of cease-� re. In the
year 2000, ETA killed 23 people.

In order to � nance its operations, ETA has
used kidnappings-for-ransom, extortion, and
(less frequently) robberies. The main targets of
such money-raising activities have been Basque
entrepreneurs, who have since begun to aban-
don the Basque Country in large numbers in
order to escape extortion or abduction by the
terrorist group. In addition, the terrorist con� ict
has been frequently cited as a deterrence for
domestic and foreign direct investment in the
Basque Country (see, e.g., The Economist, No-
vember 25, 2000).

Finally, although terrorist attacks have oc-
curred in almost all Spanish regions, most of
ETA’s violent activity has been concentrated in
the Basque Country. Table 2 reports deaths and
deaths per million inhabitants per year caused
by ETA for the period 1968–1997. Almost 70
percent of the deaths caused by ETA in Spain
during 1968–1997 occurred in the Basque
Country.6 This comparison becomes even more

6 In addition, � ve killings have been attributed to ETA
during the same period in the Basque portion of the French
Atlantic Pyrenees Department.

TABLE 1—CHRONOLOGY OF ETA’S TERRORIST ACTIVITY

Year Killings Kidnappings Event

1968 2 0 First victim of ETA
1969 1 0
1970 0 1
1971 0 0
1972 1 1
1973 6 1 ETA kills Franco’s Prime

Minister Admiral
Carrero-Blanco

1974 19 0
1975 16 0 Dictator Franco dies
1976 17 4
1977 11 1 First democratic elections

in Spain after Franco’s
death

1978 67 6 Spanish Constitution
approved in referendum

1979 76 13 Regional Autonomy
Statute for the Basque
Country approved

1980 92 13
1981 30 10 Attempted military coup.

Spain joins NATO
1982 37 8
1983 32 5
1984 32 0
1985 37 3
1986 41 3 Spain joins European

Community
1987 52 1
1988 19 1
1989 19 1
1990 25 0
1991 46 0
1992 26 0 Barcelona hosts the

Summer Olympic
Games

1993 14 1
1994 13 0
1995 15 1
1996 5 2
1997 13 1
1998 6 0 ETA declares inde� nite

cease-� re starting on
September 18

1999 0 0 ETA announces the end of
cease-� re on
November 28

2000 23 0

Source: Spanish Ministry of Interior (2002).

TABLE 2—ETA’S TERRORIST ACTIVITY, 1968–1997

Deaths:
Basque Country 523
Rest of Spain 236
Percentage in the Basque Country 68.91

Deaths per million inhabitants per year:
Basque Country 8.17
Rest of Spain 0.22
Ratio Basque Country/Rest of Spain 37.43

Notes: Authors’ computations from Fundación BBV (1999)
and Spanish Ministry of Interior (2002). Five additional
deaths in the Basque portion of the French Atlantic
Pyrenees Department are not re� ected in the table.
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striking once the � gures are expressed in per
capita terms to re� ect relative exposure to ter-
rorism. During the period 1968–1997, ETA’s
activity in the Basque Country, measured as the
number of deaths per inhabitant per year, was
37 times as large as in the rest of Spain.7

II. Using Other Spanish Regions to Construct a
“Synthetic” Basque Country Without Terrorism

A. Analytical Methods and Main Results

The goal of this section is to assess the impact
that terrorism has had on economic growth for the
Basque Country. Table 3, in columns (1) and (2),
reports values of some variables typically associ-
ated with growth potential8 for the Basque Coun-
try and Spain for the immediate pre-terrorism
years. During the 1960’s, relative to the whole
country, the Basque Country had higher per capita
income, higher investment ratio (investment/pro-
duction), was more densely populated, had a
higher percentage of industrial production, and a

better educated labor force. As a result, a simple
comparison of the economic performance of the
Basque Country and the rest of Spain during the
terrorism years may not only re� ect the impact of
terrorism, but also other pre-terrorism differences
which affected subsequent economic growth.

We approach this problem by comparing the
economic evolution of the Basque Country dur-
ing the terrorist era with that of a weighted
combination of other Spanish regions chosen
to resemble the characteristics of the Basque
Country before terrorism. We conceptualize
such a weighted average of other Spanish re-
gions as a “synthetic” Basque Country without
terrorism, against which we can compare the
actual Basque Country with terrorism. Let J be
the number of available control regions (the 16
Spanish regions other than the Basque Coun-
try), and W 5 (w1, ... , wJ)9 a ( J 3 1) vector
of nonnegative weights which sum to one. The
scalar wj ( j 5 1, ... , J) represents the weight
of region j in the synthetic Basque Country.
Each different value for W produces a different
synthetic Basque Country, and therefore the
choice of a valid subset of control regions is
embedded in the choice of the weights W.

As said above, the weights are chosen so that
the synthetic Basque country most closely re-

7 See also Mark Kurlansky (1999) and CNN (2001) for
additional background information on the Basque con� ict.

8 See, e.g., Barro and Xavier Sala-i-Martin (1995).

TABLE 3—PRE-TERRORISM CHARACTERISTICS, 1960’S

Basque Country
(1)

Spain
(2)

“Synthetic”
Basque Country

(3)

Real per capita GDPa 5,285.46 3,633.25 5,270.80
Investment ratio (percentage)b 24.65 21.79 21.58
Population densityc 246.89 66.34 196.28
Sectoral shares (percentage)d

Agriculture, forestry, and � shing 6.84 16.34 6.18
Energy and water 4.11 4.32 2.76
Industry 45.08 26.60 37.64
Construction and engineering 6.15 7.25 6.96
Marketable services 33.75 38.53 41.10
Nonmarketable services 4.07 6.97 5.37

Human capital (percentage)e

Illiterates 3.32 11.66 7.65
Primary or without studies 85.97 80.15 82.33
High school 7.46 5.49 6.92
More than high school 3.26 2.70 3.10

Sources: Authors’ computations from Matilde Mas et al. (1998) and Fundación BBV (1999).
a 1986 USD, average for 1960–1969.
b Gross Total Investment/GDP, average for 1964–1969.
c Persons per square kilometer, 1969.
d Percentages over total production, 1961–1969.
e Percentages over working-age population, 1964–1969.
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expect terrorism to have a lagged negative ef-
fect on per capita GDP. In Figure 2, we plotted
the per capita GDP gap, Y1 2 Y*1, as a percent-
age of Basque per capita GDP, and the number

of deaths caused by terrorist actions (used as a
proxy for overall terrorist activity). As ex-
pected, spikes in terrorist activity seem to be
followed by increases in the amplitude of the

FIGURE 1. PER CAPITA GDP FOR THE BASQUE COUNTRY

FIGURE 2. TERRORIST ACTIVITY AND ESTIMATED GAP
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Catalonia is the main contributor to the syn-
thetic control for the Basque Country, an ab-
normally high level of per capita GDP for
Catalonia during the 1990’s may arti� cially
widen the GDP gap for the Basque Country in
Figure 1. Therefore, our placebo study suggests
that, while per capita GDP for Catalonia can be
reasonably well reproduced by our techniques,
the catch-up in per capita GDP for the Basque
Country during the 1990’s (relative to the syn-
thetic control region) may have been more pro-
nounced than what Figure 1 indicates.

C. Discussion

As noted earlier, the Basque Country has
been the main scenario of the terrorist con� ict.
However, ETA has also operated in other Span-
ish regions. Even though there is no indication
that entrepreneurs have abandoned Spain as a
result of the terrorist threat, Basque terrorism
might have imposed a negative reputational ex-
ternality on other Spanish regions, and foreign
investment might have chosen alternative des-
tinations with no terrorist con� icts. If it is in fact
the case that the Basque terrorist con� ict has
had a negative economic effect on other Spanish
regions, this effect is arguably weaker than the

economic effect of terrorism on the Basque
Country. To the extent that the regions which
form the synthetic control might have been eco-
nomically hurt by the con� ict, our estimated
GDP gap would provide a lower bound on the
economic effect of terrorism on the Basque
Country economy. On the other hand, the con-
� ict may have diverted investment from the
Basque Country to other Spanish regions, arti-
� cially increasing the magnitude of the gap.
However, since the size of the synthetic Basque
Country is much larger than the actual Basque
Country, this type of bias is arguably small.12 In
the next section we show evidence that support
the view that the effect of the con� ict was small
outside the Basque Country.

A more important criticism of the analysis in
this section is that, as long as the synthetic
control cannot reproduce exactly the character-
istics of the Basque Country before terrorism,
the GDP gap may have been created by differ-

12 For the 1964–1975 period, GDP for the synthetic
region was 2.5 times larger than GDP for the Basque Coun-
try; this � gure increased to more than 3 during the terrorism
era. Furthermore, investment diverted to regions other than
those in the synthetic Basque Country does not affect the
validity of our analysis.

FIGURE 4. A “PLACEBO STUDY,” PER CAPITA GDP FOR CATALONIA
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prospects became more realistic as time passed
without terrorist actions and the Spanish gov-
ernment con� rmed contacts with ETA. Three
months before the end of the truce the situation
deteriorated as the Spanish government an-
nounced that the process was paralyzed.

If � nancial markets are ef� cient, asset prices
should re� ect all available information and,
thus, react only to new information. Therefore,
if the terrorist con� ict was perceived to have a
negative impact on the Basque economy,
Basque stocks (stocks of � rms with a signi� cant
part of their business in the Basque Country)
should have shown a positive performance rel-
ative to non-Basque stocks (stocks of � rms
without a signi� cant part of their business in the
Basque Country) as the truce became credible.
Similarly, Basque stocks should have per-
formed poorly, relative to non-Basque stocks,
at the end of the truce. In this section, we use
the method of event study to explore these
questions.

A challenge with this exercise is that there is no
obvious way to classify stocks into the Basque/
non-Basque categories. A classi� cation that relies
solely on companies’ registered addresses seems
problematic. Registered addresses are sometimes
chosen for historic, convenience, or tax-related
reasons and do not necessarily imply that the
company has an important presence in the area.
Unfortunately, data on geographical location of
� rms’ activities are rarely available. To solve this
problem we adopted a simple and direct approach.
Since what is relevant for our event study is which
companies were perceived by the markets as car-
rying a signi� cant part of their business in the
Basque Country, we asked a group of market
analysts at a certain Basque � nancial institution to
produce this classi� cation for us. We used this
information to divide stocks into Basque stocks
and non-Basque stocks. Again, the idea is to label
� rms which have a large part of their business in
the Basque Country as Basque stocks, even if they
are not located in the Basque Country. All other
� rms with little exposure in the Basque Country
were labeled as non-Basque stocks.15

We collected series of daily stock returns
political negotiation (event 1 in Table 4). This declaration
and the subsequent announcement of the truce were inter-
preted by many nonsubscribing parties as maneuvers of
Basque nationalist parties to create a united front to pursue
independence.

15 The list of Basque and non-Basque stocks used for the
analysis is provided in Appendix B, Table B2.

TABLE 4—CHRONOLOGY OF THE TRUCE

Number Date Event

1 September 12, 1998 Basque nationalist parties (including ETA’s political wing) sign joint declaration
calling for the end of violence and the start of political negotiations with the
Spanish government on issues regarding sovereignty

2 September 15, 1998 Spanish Minister of Interior says the government expects “fake truce” by ETA
intended to regroup and gain popular support

3 September 16, 1998 ETA calls cease-� re starting on September 18
4 September 17, 1998 Spanish government expresses “profound skepticism” about the truce and

advises caution
5 October 2, 1998 Spanish Prime Minister says ETA has yet to prove its commitment to peace, but

promises changes in policy towards incarcerated ETA activists if peace
consolidates

6 October 24, 1998 ETA leaders say cease-� re is “� rm and serious” in BBC TV broadcast
7 November 3, 1998 Spanish government says it has authorized exploratory contacts with ETA in

order to assess ETA’s commitment to maintain cease-� re
8 February 24, 1999 ETA’s communique pledges to maintain cease-� re and alludes to a new

“hopeful climate”
9 May 16, 1999 ETA says it has maintained contacts with Spanish government

10 June 2, 1999 Spanish government con� rms conversations with ETA
11 August 25, 1999 Spanish Prime Minister says that contacts with ETA have been interrupted
12 August 26, 1999 ETA con� rms that the peace process is paralyzed
13 August 28, 1999 ETA’s communique states that the peace process has reached a “critical stage”

in which it is either concluded “or else it will rot”
14 November 28, 1999 ETA announces the end of cease-� re
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November of 1999 represents the end of the
truce). The Basque portfolio outperforms the
non-Basque portfolio for most of the truce pe-
riod except at the beginning (when the cease-
� re had not gained credibility) and at the end
(when the cease-� re lost credibility).

To perform a statistical test on the effect of
the truce we added two dummy variables to
equation (1). Good News t takes a value of one
for the period between the trading sessions after
event 5 and event 7 in Table 4, and a value of
zero otherwise. Bad Newst takes a value of one
for the period between the trading sessions after
event 11 and event 14 in Table 4, and a value of
zero otherwise. The Good News period com-
prises 22 trading sessions and the Bad News
period 66. During the Good News period, the
credibility of the truce gained ground, starting
with the offer of a revision in the policy towards
ETA activists in jail, if peace consolidated, by
the Spanish Prime Minister (event number 5),
and culminating with the announcement of the
authorization of direct contacts with ETA by the
Spanish government (event number 7). In con-
trast, the Bad News period was characterized
by the collapse of the peace process, starting
with the acknowledgment that contacts had
been interrupted, made by the Spanish Prime

Minister (event number 11), and ending with
the announcement of the end of the truce by
ETA (event number 14). Columns (3) and (4)
of Table 6 report the regressions including
the dummy variables Good News t and Bad
News t. The estimated coef� cients on the
dummy variables represent average daily abnor-
mal returns during the Good News and Bad
News periods for the Basque and non-Basque
portfolios. As expected, for the Basque port-
folio, the coef� cient of Good News t is posi-
tive and signi� cant while the coef� cient of
Bad News t is negative and also signi� cant. For
the non-Basque portfolio, the effects are small
in magnitude and not statistically different
from zero, which supports the view that Basque
terrorism has a minor impact on the economy
outside the Basque Country. The last column
of Table 6 shows the result for the difference
regression. The dependent variable for the
difference regression is the difference in ex-
cess return between the Basque and the non-
Basque portfolios. The difference regression
can be interpreted as the one that corresponds
to the portfolio of a passive investor who takes
a long position in Basque stocks and a short
position in non-Basque stocks. This regression
re� ects a positive abnormal performance of

FIGURE 6. CUMULATIVE ABNORMAL PORTFOLIO RETURNS
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