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1. Introduction

Terrorism can impact aggregate economic outputadband Gardeazabal, 2003) as well as speciftorseof
activity (for a survey, see, e.g., Llussi and TesaR007a and 2007b), representing more generalbgtafor the
economy of the affected countries (see, e.g., Bnded Olson, 2012). Besides personal and matarabdes,
terrorist activity induces a change in the riskcegtion of economic agents, leading to a permargghtction in
productive investments and consumption of goodsafidand Gardeazabal, 2008; Eckstein and Tsiddif)2
Additionally, the terrorists’ predatory financingstem may also impact the economy and its agentshis
regard, one of the main forms of funding used byotest groups is that of extortion — the so-called
“revolutionary tax” paid by entrepreneurs and lddgrofessionals As a result of its impact on economic activity
and on the behaviour of economic agents, terronigy also influence the design of fiscal and momgpaticies,
either as any other unpredictable shock would gpoaas of the policy makers’ endogenous reactiotetoorist
activity. As the previous literature suggests (&eta et al., 2004), terrorism can affect the fismacounts
through three main potential channels: by disrgptial economic activity (GDP); by distorting themposition

of government spending; and by affecting the tasebawith negative consequences for tax revenuese \ttie
evidence confirms the negative effect of terroriem GDP growth and demonstrates an increase in qubli
spending to cover additional security needs (s&g, Blobjin, 2002 and Gupta et al., 2004) with rieggative
impact on the budget deficit (see, e.g., Eichenbaath Fisher, 2004; Wildasin, 2002), very little leen said

about the potential effects of terrorist activitytax bases, tax collection and tax revenues.

The present paper contributes to this literaturemsglysing the presence of externalities in taxectibn due to
terrorism. Specifically, | use the Basque Countrg a case study for testing the impact of temoris tax
enforcement policies. Terrorism can distort theavidur of the economic agents residing and opeagdtiare by

inducing them to reduce their investment and comsiam or to move their residence in order to avibiel costs

! This is the practice of several nationalist anobsatist terrorist organizations including “Euskadi Askatasuna” (Basque
Homeland and Freedom) — ETA in the Basque CouBug$a and Baumert, 2013); the Provisional IrishuRépan Army —
IRA (Silke, 1998), and the National Liberation Frah Corsica — FCLN (Sanchez, 2008).

2 Here | refer to the Basque Country in a wider semsinclude Spain’s so-called foral autonomous mamities of the
Basque Country and Navarre. The foral communitthefBasque Country comprises three provinces (Al@uipuzcoa and
Vizcaya) while the foral community of Navarre cdofes with the homonym province. These provinceshahigh level of
tax autonomy while the remaining Spanish provirexesmainly administered by a central tax agencg. Agpendix 1 for a
detailed description of the ETA-Basque framework.
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of terrorismi. Graph 1 shows the presence of a negative camelaetween aggregate investment in the Basque
Country and Navarre and the level of activity af thrrorist organization ETA in terms of killingsrmpyear. This

provides casual evidence of the negative impatdrobrism on the economic activity in these regions

[GRAPH 1]

Given the costs of terrorism, the regional tax arties might have an incentive to counteract thessts by
alleviating tax pressure so as not to lose theilbses. Due to the pressures of terrorist extoditd the direct
damage to their businesses caused by terroriskaftantrepreneurs and liberal professionals dotsta cluster
within the population that is especially exposedhese costs. Tax enforcement policy is a flexibldaptable
instrument for selective intervention, which canused to compensate this specific cluster of thguladion for
the costs incurrédIn this regard, there is casual evidence thagast one Basque tax authority has reacted to
ETA’s extortions by tolerating its fiscal deduclityi as a cost and by exempting the tax returnthefaffected
entrepreneurs from fiscal inspections. An invesikiga conducted in 2004 by the Spanish anticorruptio
prosecution agency, reported by Buesa (2011) anthéyational predsreported that the tax authority of the
Basque province of Vizcaya formally exempted froeing audited the tax returns of a group of entnegues
and liberal professionals that had treated paymentise terrorist organization as deductions inrtteex forms.
The consequent fiscal opacity might further distiet taxpayers’ incentives to resist extortiontipatarly “if the
payments to terrorists are mentally accounted $oara additional tax and, furthermore, if you arefc®nt of

obtaining a tax deduction from the tax authoritié®arberia, 2004).

The objective of this paper, therefore, is to datee whether tax enforcement can be employed &ssamment

% According to Buesa (2011) the so-called “BasquenBeratic Diaspora” began in the mid-seventies awdlied mainly
businessmen and the self-employed, which make @gtbup most badly affected by the costs of tesmrin the form of
extortion, but from the mid-nineties onwards thempdmenon began to affect the rest of the population

* Enforcement policies are important determinantshef level and distribution of effective tax raisee e.g. Johns and
Slemrod, 2010) and, hence, they influence the totaunt of tax revenues collected by governmemessidus literature on

tax externalities has demonstrated the possibifitiiorizontal tax externalities in tax enforcemésge Cremer & Gahvari,
2000; Duran-Cabrét al, 2014).

® See e.g. Korta J.M., “Las Haciendas vascas creafichero especial para los chantajeados por ETAhd Basque tax
authorities create a special file for those bladkedaby ETA”] in El Mundo (22" January, 2004) and Bornstein, F. “¢,Deduce
el impuesto revolucionario?” [“Do you deduct thevatitionary tax?”], inNueva Economia — EI Mundd8" February,
2004).

3



for compensating the negative effect of terrorismtax bases. To do so, | develop a theoretical inadé
empirically test it using a dataset based on suresylts and other sources. The results of the¢tieal analysis
confirm the presence of externalities in tax erdanent due to the threat of the mobility of tax lsasktributed to
terrorism. | derive the reaction function of taXanement to the costs of terrorism and obtaingatiee sign. As
explained in detail in section 4.1, in order toroborate this result | use Spanish data based meysj in which
respondents are asked to express their opiniontabeuauthorities’ tax enforcement effort and | éogyp
alternative measures of the costs produced by ETekisrist activity. By estimating ordered responsedels, |
find a significant and negative impact of terroriemtax enforcement as perceived by individuals vaside in
the Basque Country and Navarre. In particular, ithigact is found to be stronger for entrepreneu leral

professionals, while no significant impact is fodndindividuals resident in the rest of Spain.

The rest of the paper is organized as follows.i&e@ provides a summary of the relevant literatgextion 3
presents the theoretical framework, section 4 ptesthe empirical strategy while section 5 presémsresults.

Finally, | conclude in section 6 with some remarks.

2. Literature Review

The literature on the economics of terrorism ist\a®d can be usefully classified in different areastudy,
including the analysis of the impact of terrorismaggregate economic output and on specific seofastivity
as well as the effect of terrorism on economicqed. In particular, an increasing number of papecases on
the economic output consequences of terrorist inctigsee, e.g., Abadie and Gardeazabal, 2003; Eicksind
Tsiddon, 2004; Eldor and Melnick, 2004). The maindusion of these articles is that terrorism reprgs a cost
for the economies affected and that terrorist @iy do reduce economic growth, particularly ikeyhare
concentrated in specific regions (see, e.g., Abadié Gardeazabal, 2003; World Bank, 2002, 2003at Th
terrorism represents an economic cost is confirmethe literature analysing the effect of terrorismspecific
economic sectors. In this regard, several artistemwv that terrorist attacks may be considered iasyidcratic
shocks associated with noticeable decreases inuggi®n and investment (see, e.g., Eckstein anddosi,
2004; Blomberg et al., 2004), as well as in capitalvs and trade across borders (see, e.g., Abadie

Gardeazabal, 2008; Nitsch and Schumacher, 2004)sto (see, e.g., Enders and Sandler, 1991, 1998y
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and Klemm, 1993) and airline demand (see, e.garitbLee, 2004).

Yet, the possibility that terrorist activity mighaive fiscal and monetary consequences has recenhgdimited
attention in the literature, although, as Wilda§002) notes, terrorist “attacks are likely to ¢gg a complex
series of simultaneous adjustments that reverbéned@ghoutthe entire system of private and public decision-
making™. In a similar vein is the study undertaken by Gugttal. (2004) that analyses the fiscal effecisrofed
conflicts and terrorism on 20 low- and middle-in@mountries. These authors empirically corrobothss
terrorism negatively affects GDP growth and chantpescomposition of government spending by increasi
military expenditure in response to additional s#gwneeds, accompanied by a negative effect orakpablic
expenditure (health and education) and on the lefviiie public deficit. On the revenue side, thegw that the
fiscal accounts are affected only in terms of aucéidn in real economic activity, but they do nbbw any

significant effect of terrorism on the governmestanue-to-GDP ratio.

Further contributions to this literature are magevarious papers that deal with the fiscal and eomn policy
consequences of the terrorist attacks of 11 Semeg®)1. Hobjin (2002) estimates that the econompact of
the 9/11 terrorist attacks in terms of U.S. seguypilicies are relatively small (0.35 % of GDP i003) and they
are unlikely to have major effects on the fiscadcgpline of the government or on productivity iretprivate
sector. Eichenbaum and Fisher (2004) and Wild&%)0Z) argue that the large increase in militaryeexiitures
in the aftermath of 9/11 is not sufficient to jfgtihe rise in the government deficit and the lafgéin labour
and capital tax rates. Thus, these papers suduatsisblated terrorist events, such as the 9/Xkclkdt have a

significant but limited effect on fiscal policies.

Further research is needed in this field and, §@en this perspective, the analysis of the impddeoorism on
fiscal policies in the Basque Country is particiylappropriate. Since this particular case is cotter&zed by
persistent terrorist violence over a long periodimmie, the potential impact of terrorism on fispalicies might
extend beyond the simple spending reaction to @&xpected but isolated economic shock. As a consegué

expect to find a clear endogenous response oratti@fthe tax authorities in terms of their taXection policy.

® wildasin, 2002, p.3. Italics are mine.



Given the case under study here, it is useful ferro the literature that analyzes the economipacth of
terrorism in the Basque Country from a range ofed&ént perspectives. On the output side, the ecanom
consequences of ETA terrorism have been accuratellysed by Abadie and Gardeazabal (2003). Onribe o
hand, the authors estimate the macroeconomic impfatérrorism in the Basque Country using a syithet
Spanish region with the characteristics of the BasGountry but in the absence of terrorism. Basedhs
comparison, the authors find a 10-percent averagebgtween Basque per capita GDP and the per capiaof

a comparable synthetic region without terrorism.tlm other hand, the authors use ETA’'s 1998-199&:tas a
natural experiment to estimate the impact of t&snoron the stock markets and find that the sto¢Ksms with

a significant share of their business activityhie Basque Country showed a positive relative perdoice during
the truce period, and a relative negative perfoceanhen the truce ended. Abadie and Gardeazal2flG3)
results suggest that terrorism may have furtheeraatity effects on tax bases and, consequentlyBasgue

fiscal policies. This paper aims at filling thispgia the literature.

Buesa and Baumert (2013) describe ETA's financiygiesn and its complex structural and economic netwo
but also illustrate the direct/indirect economictsothat ETA'’s terrorist activity has on the Bas@eo®nomy.
Again, their study clearly indicates that when dgem is persistent in the Basque Country and Navre

negative economic impact is substantial.

Finally, note this paper shares some of the featafe¢he literature on the economic-policy impactmafia-type
organized crime (see in particular Alexeev et 2003; 2004). The theoretical framework presentethése
papers is particularly appropriate for describihg tontext analysed here because of the simiktitedween
mafia-type organizations and the terrorist orgaiopaETA, particularly with regard to the extortimg regular
payments from businessmen and firms, but more géyén that they represent a constant threat éoettonomic
stability of the affected regions. This literativas emphasised the role of the mafia as an altegrtaik collector
and provider of public goods, such as protectiash @her services that facilitate a firm’s undergrowactivities,

thus demonstrating the existence of externalitiesvéen the government and the mafia in the taecidn



proces§

In section 3, | introduce elements from the modidseloped in this literature into my framework lthsm

Duran-Cabrét al, 2014.

3. The Theoretical Framework

Here | seek to identify the possible externalitytar administration due to terrorist activity. Ivédop a simple
framework consisting of a federal state comprising regions(i = 1,2) of equal size in which the total
population is normalized to one. Region 1 is subjeche permanent threat of terrorist activity,iletihe other
one is not. | consider two players: the regionglaathorities and the terrorist organization. Adingto the most
common approach in the literature (see, e.g., Sak, 2009; Slemrod & Yitzhaki, 2002, 1987), | desthe tax
administrations as revenue maximizing agencies ghathe tax enforcement rafe e (0,1) in their regions.
Here | focus on the potential externality effecttefrorism on tax enforcement policies, and sostriegt my
attention to one tax instrumeif;,, while assuming the tax rates in the two regianbe exogenously set. In line
with the literature on extortion by mafia-type citral organizations (see, e.g., Alexeev et al., 2@I®4), |
design the terrorist organization as a competiegemue-maximizing tax collector that finances itelant
activity in region 1 through the extortion of regupayments from its population. Individuals faceircome tax
on an exogenously fixed and normalized-to-one t@seband decide the shares (0,1) of income to declare
maximizing their utility. To ensure an interior gtibn, tax evasion is assumed to be costly foritidévidual.
Since the effectiveness of a tax enforcement pdéicgely depends on the way it is perceived by aseps, |

assume the enforcement rate to enter into theithdiVs objective function through his perceiveadpability of

" In particular, Alexeev et al. (2004) argue that tresence of the mafia can actually benefit thvemee-maximizing

government as long as public goods do not playgaifgtant role in determining whether the firms cqte above or

underground. Although this literature has generafigumed that the mafia can tax only undergroutidtaes, Alexeev et al.

(2003) suppose that if the official governmentusfisiently weak the mafia can and does tax abormugd activities too.

These authors show that when the demand for thes'fioutput is inelastic and the mafia is not tomrsg, the revenue-
raising capacity of the state is not affected lgyrtrafia, while when the demand is elastic the gowent’s revenues decline
as the mafia grows stronger.

8 In this sense there is vast evidence from psygjyotbat individuals tend to overestimate the prdliigitof their being
audited even when fully informed about actual pol{gahneman and Tversky, 1979). This “may therefprevide an
additional explanation for tax compliance. If taypes give more weight to the probability of an addan they ought to (at
least relative to an expected utility model), theampliance will be greater than the level predictsdthe standard
economics approach.” (Alm, 2000, p. 748).
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being auditeqB;®(B;, X )°. For sake of simplicity, the individual’'s problémnot explicitly developed here, and |
assume the results of the standard literatureAliEsggham & Sandmo 1972; Kahneman & Tversky, 19A8n,
2000). Then, the model consists of three stagesh&\first stage, the terrorist organization #&ts (0,1), the
amount of the extortidfi At stage 2 the regional tax authorities set #ganal tax enforcement rgée and at the
third stage individuals choose their region ofdesce. The solution is provided by backward indugtbut | will

not solve stage 1, as the focus of our empiricalyais is stage 2.

This model has elements of both vertical and hotelatax competition. Vertically, the tax authorityregion 1
and the terrorist organization compete becausedbaccupy the same normalized-to-one tax baseeTibalso
horizontal competition because the tax authoritieshe two regions compete in a race to the botiortax
enforcement rates in order not to lose the molailetases. Moreover, and unlike the previous liteea(see
Cremer & Gahvari, 2000; Duran-Cale€al, 2014), horizontal competition is not fair in thiwdel because of
the presence of the externality produced by theiist organization in region 1 that reduces theaathorities’

ability to setg;.

| employ the notion of “home attachment” (see Mamsmn & Myers, 1993 and 1997) to model the probk#m
stage 3. At this stage, individuals compare thedlirect utility function in the two regions in ordeo decide
where they wish to reside. Assuming tma€ (0,1) indexes the individuals by measuring the non-pecyn
(psychic) benefit they derive from living in regi@mand that individuals are uniformly distributeghlseen 0 and

1| can describe the preferences of individuaisith respect to location in this way:

e 2p.€

® Where % >0, % >0 andX is a variable exogenously collecting informatidroat the individual and situational
i i

characteristics as well as the social context thight have an impact on the individual’'s perceiesdorcement (see e.g.

Alm, 2000). Following Kahneman and Tversky (197@ssumes;®(8;, X ) = ;.

19 Since the tax bases are normalized to one, ibssiple to alternatively interprét as an extortion rate or as a lump-sum
payment and even more generally as a linear cbst.ifodel takes into consideration just one compiootetine total cost of
terrorism but its broad interpretation allows usetsily generalize its effects on tax administratimdeed | am assuming
that the entire population in region 1 is the vittf extortion by the terrorist organization. TREompatible with assuming
that terrorism is a cost borne by all the regigradulation, which seems to be a reasonable assamptipossible extension
to the model would be to consider that the tertasiganization also decides the share of populatioregion 1 to be
extortedy € (0,1) in addition toE. This would lead to the same result since the shBnge would be the way in which the
total amount of extortion is collected through ahiesE andy.

" Thus individuals indexed by € (0%) reside in region 1 while those identified oy G 1) reside in region 2.
8



U+ax(1—-n)—E ifnlivesinregion 1
Uy,"+axn if n lives in region 2

V(n) = { 1)

whereU;" = U;"(1 — a*(B;; t;)) represents the (pecuniary) indirect utility fuoctiof an individual residing in
regioni = 1, 2", ¢; is the tax rate exogenously fixed in regipanda € (0, + o) is a parameter representing the
cost sustained by an individual when moving awaymfrtheir home region. In equilibrium, the marginal

individual, that is, the one indifferent to resigim either region 1 or 2 is identified lay= n, such that:
U1*+aX(1—n1)—E=U2*+aXn1. (2)

Sincefon1 dn = n,;, n, also represents the population resident in regionetjuilibrium:

=n,(By, E;aty,t )—1+U1*_U2*_E 3
ny = (B E;a, ty, ty, B2 =5 2a . 3
The population in region 2 in the migration equiliim is:

1
n2=Jdn=1—n1 4
n

1

At stage 2, the regional tax authorities simultarsp set the tax enforcement rate by anticipathey daptimal
level ofE set by the terrorist organization and by maxingztheir objective function. The problem of tax

authority in region 1 is then:

Max 1 [6,-6 -g411-E
B, Ri(BE;aty,ty,Br) =ny X1y = (E+M) x [6; —d(By)],

2a

12 The direct utility function is defined dé=[1 —t; X [ + (1 — &) x T X B;°(B1, X )] — g(1 — @)] where(t —1) > 0 is
the exogenous tax penalty per unit of tax evadeti shatr x 8,°(8;,X ) < 1 and the functiory(1 — a) represents the cost
of tax evasion{1 — «), such thatg’(1 —a) > 0,g"'(1 —a) >0, g(0) =0,g(1) > +co.
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whered, = t; X [a + (1 — a) X T X 8;] is defined as the effective tax rate in regioh d(B,) represents the tax

Ry

administration cost such that'(g;) > 0,d(B;)”" >0and r, =—==[Bx 6, —d(B;)] is the unitary tax

nq

revenue. Tax authority in region 2 faces the symmptoblem. The FOCs of these problems are then:

on 2a >0 .
- = X X

B, U —Uy —E+a AT )
and

o, = 2a Xn', Xr,>0 (6)
08, Uy —U +E+a "p""2

The left hand side of both Eq. 5 and Eq. 6 reptsséor each region, the marginal benefit of inshegg;, while

the right hand side represents the correspondingina cost. In particular, sinag 'ﬁl < 0 andn, '/32 > 0, the

marginal cost is positive in both cases. If we exenthe denominator on the right hand side of legfhations, it
can be seen that the presence of costs relatedtoism E), by affectingn, andn,, increases the marginal cost
of tax enforcement in region one while relaxingitegion 2. Consequently, the optimal leveBof(8,) turns out
to be lower (higher) than in the absence of tesroriln other words, at this stage, given the exogerevel of
a,t; andt,, the tax administration of region 1 has to comptndar the costs of terrorism by relaxing its

enforcement of existing tax legislation.

Multiple equilibria are possible and for sake ahplicity | assume that, = t, = t. It is possible to show that in
equilibrium 8; < B, then, depending on the capacity of the tax authariregion 1 to maintain the individuals
indifferent to living in either region 1 or 2, argiven the optimal level of it is possible to describe the

equilibrium in this way:

13 The effective tax rate is defined between 0 anldifit the attention to the case where+ E < 1 since the casg + E >
1 clearly cannot represent a sub-game perfect bguitn.
10



1
n <5< n if Uy" <U,"+E
, . ™)
n1=n1=§ lfU1*=U2*+E

Applying the inverse function theorem to Eq. (S)erive the reaction function g¥; with respect t& in order to

determine the nature of the externalities in taxiagtration due to the cost of terrorism:

1
a n1 X Tl — 5 X Tl
ﬂ _ E B1 _ 2a B1 <0 (8)
oE R1ﬁlﬁl(ﬁ1;Ei a,ty, ty, f7) R15131(ﬁ1;Ei a,ty, ty, )

The first term of the numerator is the marginaslo$ population in region 1 due to the costs afotésm and it is

negative; the termlﬁlis the marginal unitary tax revenue that is positmder the FOC. According to the second

order condition of the administration’s probleme tthenominator of Eqg. 8 is negative. The slope efréaction
function is then negative. Thus, Eq. 8 shows thatéctivity of extortion practiced by the terrorsganization
causes a negative externality on tax enforcemenbywédhe regional administration representing ttategic

substitute.

The individual perceived enforcemefit®(8;, X ) positively depends on the actual tax enforcematdé and,

consequently, it follows that the costs of ternorizlso reduce the individual's perceived levelmfbecement:

1
9B+ € Ny XT 9B, ¢ —5=XTr 98, ¢
51 _ 1g ~ Mg, % B — _ 2a " 1By x B <0 9)
oE R15151(51:Ei a,ty, ty,B)  9p Rlﬁlﬁl(ﬁpEi a,ty,ty, ) 0Py

I empirically test this result in the next section.

4. The Empirical Analysis

In this section, | present the empirical framewosled in order to test my main hypothesis, providescription

of the dataset and finally comment on the resdlte@analysis.
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4.1 The empirical framework

The theoretical model developed in the previousi@e@dvances an interesting result that requirepircal

investigation. Terrorism operates as a negativeereatity on tax administration by constraining thax

authority’s ability to enforce existing tax legistan: because of individual mobility, the tax autiypreacts to the
higher costs of terrorism being borne by taxpaysrseducing the level of tax enforcement so astodbse tax
bases (Eg. 8). By impacting the actual policy, ¢hsts of terrorism also have effects on tax enfomd as it is
perceived by individuals, being lower in the presemf costs related to terrorism (Eq. 9). Herest tinis

hypothesis by means of econometric techniquesrdarao perform my analysis, | construct a dataésesed on

the information provided by surveys and data fraffecent Spanish sources.

Specifically, | use data from the 1994-2013 wavithe survey “Public opinion and fiscal poli¢§; conducted
annually and released by the Spanish Centre oblBgital ResearchQentro de Investigaciones Sociologidas
Spanish, CIS henceforth). This repeated crossesestirvey reports information on subjective periosgt of the
fiscal policies, public provided goods and servi@w other aspects of the tax system in Spairio®monomic
information about the respondents and their pravioicresidence is also included in the survey datarder to
define my endogenous variable | employ the follgvguestion: “Do you think that the tax adminisivatiis
currently taking many/quite a few/a few/very feveps in its efforts to fight tax evasioni?”which remains
unchanged over the 1994-2013 period. For any relgydanin provincej in survey yeat, | code the answer to
this question into the variab[éeijt which is scaled from very low (1) to very high @jcording to the answer.

Thus, by definingﬁeij as an ordinal dependent variable measuring tlentlgierceived tax enforcement of

t
individuals(ﬁe*ijt), I can design an ordered response model (se®Vegdridge, 2002, pp. 504-509) to test the

hypothesis raised in Eq. 9 in this way

14 All annually released surveys are based on petsaeaviews conducted with a representative sanpl2500 Spaniards
over the age of 18. The complete contents of theegiare available at the CIS websitet://www.cis.ek

!5 The original question in Spanish is “;Cree Ud., @rela actualidad. la Administracién hace muchestantes, pocos o
muy pocos esfuerzos para luchar contra el fragdalf?” (see e.g. question n. 21 of the survey 8i426leased in 2013).

18 In this case, since the dependent variable imdéfas an ordinal discrete ranking, the most apjatepestimation strategy
is that of employing an ordered response modeledddas Greene (2002) states “although the outcendiscrete, the
12



,Be*ijt = uT + nT X Foralj; + pForal;j; + Yyp + Xy +9; + 74 + €

1 if p¢.. . <w
ijt 1
2 if w; < ﬁe*ijt < w,
Bie=\3  if wy<pe. < (10)
| I wy; = .B ijt = w3

|4 if Be*.. > w,

ijt =

| estimate the coefficients as well as the cut4®in Eqg. 10 through an ordered probit model by meeaf
maximum likelihood technique. The varialiflaneasures the costs generated by ETA’s terroristitgc In order

to identify this, | employ five alternative proxtésThe first approach is standard in the literat(gee, e.g.,
Abadie and Gardeazabal, 2003), and is based ongheof information about ETA’s truces and ceasgfite
construct a dummy variable equal to one for thes/@awhich a truce was announced by ETAhis variable
indirectly measures the costs of ETA’s activity,ilehihe other variables employed directly measheedosts of
terrorism. Specifically, | employ two measureslod ggregate costs attributable to ETA'’s activityey refer to
the pecuniary compensation for the damage causetkrbgrism and provided respectively by the Spanish
Ministry of the Interiot® and by the Insurance Compensation Consortium ($6amio de Compensacion de

Seguros” in Spanish, IC hencefofthyn a national and annual basi8oth variables are defined at the national

multinomial logit or probit model would fail to agant for the ordinal nature of the dependent védgia®rdinary regression
analysis would err in the opposite direction, hogrel'ake the outcome of an opinion survey. If #&ponses are coded 0, 1,
2, 3, or 4, then linear regression would treatdifference between a 4 and a 3 the same as thaééeta 3 and a 2, whereas
in fact they are only a ranking.” (see Greene, 2007 36).

" Depending on the measure employEdvaries over time or alternatively both over tined aacross provinces. For this
reason | omit subscripts.

18 |nformation on truces is extracted from the datasehe Spanish Ministry of the Interior. Spedifily | defineTruce, as
being equal to one if a ceasefire was announcedrapiémented by ETA during the survey year.e. during a period of
time within the 12 months previous to the implenagionh of the survey.

¥ The Ministry’s compensations include personal a$f as any kind of material damages. These dataxracted from the
Spanish Ministry of the Interior's annually reledsatistical report (for the report of 2013 &é&ip://goo.gl/GEwg2R

% The IC is a public corporate entity attached ® $panish Ministry of the Economy. It is a guararfiend that aims at
providing insurance cover for a series of extramady risks such as terrorism and natural catase®phhe data are extracted
from the IC’s report “Extraordinary risk statistit871-2012" fittp://goo.gl/SND1nd

% These data are aggregated at the national ledetiamot distinguish between the compensation paido the victims of

ETA from that paid out to the victims of other tmist organizations. Nevertheless, | was able thuele data referring to the

2004 Islamic terrorist attack on Madrid and as 96.6f the fatalities of terrorism in Spain are &ffitable to ETA (in
13



level, as are the proxies of the ETA terrorist sdst the affected economy. Alternatively, | measETA’s level

of activity by employing a variable collecting imfoation on the number of fatalities attributed fBAEin any
Spanish province and, thus, directly identify thhsts generated by ETA in terms of the threat teqral security
and provincial stabilitf. According to the theoretical model, terrorismgdanegatively impact tax enforcement
and its perception in the areas most affected togrist activity in Spain, namely, the four provescbelonging to
the foral autonomous communities of the Basque @guend Navarre. Thus, | employ an interaction term

between the measure of terrorism costs Bochl;;;, @ dummy variable equal to one for residents & ftral

provinces and | expect the linear combination betwae interacted and the un-interacted terms tebativé®.

As a final measure of the costs of terrorism, | lEpmn estimation of the total revenues obtainedEGA
through the “revolutionary tax” in the foral comnities of the Basque Country and Navarre. This éeids
extracted from Buesa and Baumert (2013). Thesemutstimate the total amount of extortion requivgdETA
on an annual basis in the Basque Country and Navgremploying documents seized from the terrgpistip
by Spain’s anticorruption prosecution agency; thhi variable is incomplete and measured with rerfhis
variable is set as being equal to zero for the oésthe country and, consequently, no interactiermt is

calculated.

According to the assumption of the theoretical nhoplerceived tax enforcement is a function of thi@imation
on the actual enforcement policy that individuadssér In particular, | expect actual tax enforcemamd the
individuals’ perception of it to be positively réda. In order to disentangle the changes in pesdeiax
enforcement due to the externality produced bytam in the setting of the actual tax enforcenfemin those

changes determined by other factors that may #ltereal tax enforcement, | include in vecXjy information

common with almost the totality of all other cless# injury due to terrorism), it seems that theseasures provide a
reasonable approximation of the damages caused AisE&ctivity.

2 This frequently used indicator has been criticigtte it tends to underestimate the degree afristractivity (Freyet al,
2007). Nevertheless, in this framework, the pobsitnf expressing this variable at a provincialééis of particular interest
for the analysis since in the territories belondimghe foral regime the tax authorities are apfguirio operate at this level of
government. The variable is also defined considgttie survey year and not the current one andhfieenhation on fatalities
is also extracted from the Spanish Ministry of timerior's dataset.

% Since the variabl&ruce, is indirectly related to the level of terroristtiaity, its coefficient is expected to be positiaad
significant.
14



on political and budgetary variables that direaffect the setting of the enforcement policy. Spealy, |
include dummies for elections and rightist governtee | also control for provincial per-capita GDRda

population.

In the theoretical model, | have also assumed pexddax enforcement to be a function of individparsonal

characteristics and the social context. For thasoe, | control in Eq. 10 for the vector of vared¥;;; collecting

information on relevant personal and social charéstics that are likely to influence the individilsgoerception
of the risk of being audited. These variables 8e extracted from the survey “Public opinion aistdl policy”.
Specifically | control for sex, age, level of edtion, civil status, job market status, the indusimywhich
respondents work, their political views (includidgmmies for leftist voter and nationalist voterfldrinclude a
dummy equal to one for individuals that are heddsonisehold and a dummy equal to one if the resgpantd
the survey declares themselves as being an enteprer liberal professional. Finally, | includeopincial fixed

effects and time trends, whi.{g-t is the error term.

As emphasized in the introduction, Basque and Nasarentrepreneurs and professionals constitutdubger of
individuals that are most affected by the costseoforism, as a result of their exposure to bladgknma This
makes these self-employed workers a specific tdi@epotential tax enforcement cutbacks by the Ifoax
authorities. Therefore, | suspect that the costeebrism may impact the perceived tax enforcenwéraelf-
employed workers resident in the Basque CountryNawxhrre more strongly. For this reason, | furtimeract

the termT" X Foral;j; with the dummySE;;;. Thus, | define in a similar fashion the followingdel:

,Be*ijt =yT +¢T X Foral;j, +:nT X Foral;jz X SEjj; + SEjji+AForal;je + Y ijji0 + X' ya +9'; + ' + €t

I(l ?f Be*ﬁt S*Wl

ge. = S B < o 11
jit if wp < B <ws

if ﬁe*ﬁt > ws

Bow N
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4.2 Data, sources and descriptive statistics

With the exception of the endogenous variable ptiogies of the costs of terrorism and of the indiixl personal
characteristics discussed above, the other vasahte obtained from the following statistical s&stc The
provincial per-capita GDP and the provincial popola are provided by the Spanish National Institofe
Statistics (INE). The dummies identifying righttgpvernment in office and elections are based oorhimdtion
extracted from the electoral database of the Spavligistry of the Interior. In Table 1, | repoitted summary

statisticé*.

[TABLE 1]

Before the multivariate analysis, | perform a festthe equality of the means of the subsampléefindividuals
residing in the foral provinces and the rest of plopulation concerning their perceived tax enforeeinThe

results of this analysis are reported in Table 2.

[TABLE 2]

According to this analysis (model 1), | can rejiénet hypothesis of equality of the means of the swesamples,
in particular the perceived tax enforcement meathénforal regime subsample is significantly lowhain that in
the common regime subsample. In order to obtaidearer picture of the distribution of the perceivieck
enforcement in the two subsamples, | construct twmmy variables equal to one corresponding tofdle

values assumed kﬁfﬁt and | replicate the analysis of subsample meanthése variables (models 2 to 5). The

results go in the same direction, suggesting thatdistribution of the perceived tax enforcementhia foral
regime is more skewed to the right with respecthe corresponding distribution in the common regime
subsample. This may depend in part on differencaba risk perception of the population in the t®anish
areas, but it may also be the result of substadiftdrences in the policy strategies set by thmpetent tax
authorities in the two territories. In particularpof the potential differences in the policy stgaes might be due

to the externality that terrorism has on tax erdarent in the foral territories. To gain an initiasight into this

4| do not present descriptive statistics for thenoh of industry in which respondents work in thieiiest of space as they
are a large number of dummies. These descriptatessts are available upon request.
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issue | replicate the analysis performed in moddbrlthe two sub-periods identified by the dummyude
(models 6 and 7). According to this analysis, thifence in means is mainly driven by the effeaft$errorism
but there is a residual part that is still expldibg other potential factors. In the next sectioedort the results of

the main analysis presented in section 4.1.

5. Results

In Table 3, | report the results of the estimatibmlternative models expressed in Eq°18s discussed above, |
employ five alternative measures of the costs wbtism that are reflected respectively in modets 5. Using
the interpretation | have given to the latent valgait is possible to interpret the estimated fioieits in terms of

the marginal effects of the regressors on the tgterceived tax enforcemeft* jitZG. In most of the models, the

costs of terrorism significantly impact the indivals’ perceived tax enforcement in a way that issesient with
the theory. In particular, it has a significant atdge impact on the perceived tax enforcement dfviduals
residing in the foral provinces — the interactaunel’ X Foral;;; and the corresponding linear combination with
T are significant in most of the specifications gmesent the expected signs — but it does not hayeffect on
the tax enforcement perceived by the rest of tlividuals interviewed (the un-interacted terffisare not
significantly different from zero). Thus, this réissuggests that while terrorism represents anreali¢y in the
tax-enforcement-setting process for the foral tatharities, it does not impact at all on the settof auditing
policies in the provinces belonging to the commar tegime, which are administered by a central egen
Furthermore, | find that the dummy varialdleral;;; is negative and significant confirming what thelgsis of
sub-samples means previously indicated. This resait well be evidence of the competitive behavioluthe
foral provinces but it might also, in part, collébe residual effect of terrorism on tax enforcetrtbat is not

fully identified by the measures of terrorism enyad.

[TABLE 3]

% The complete results for the covariates have begtted for reasons of space but are available upqnest.
% The coefficients can always be interpreted asmtaeginal effects of the regressors on the latemiake, which is

particularly useful in contexts such as the ondyaed here, where the latent variable can be gémme easily interpretable
meaning and it is not a mere modeling device (sgevéooldridge 2002).
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In Table 4, | present the results of the estimatbmlternative specifications of Eq. 11. The inpat ETA's
terrorist activity on the perceived tax enforcementhe residents in the foral provinces is eveargger for the
cluster of entrepreneurs and liberal professioradsthe interacted terms and linear combinationsitefacted
and un-interacted coefficients show. The entreprenand liberal professionals are found to repohigier
perceived tax enforcement than that reported byréke of the populatidh which makes sense because their

probability of being audited is higher as they hemvare opportunities to evade taxes.

Thus, the results of the analysis performed hepavstihat in the presence of more intense terromsivigy,
individuals residing in the foral territories pereea lower level of tax enforcement. This confirthat the costs
of terrorism do represent a negative externalitytiie foral communities. In particular, the impa€the cost of
terrorism is, most of the time, significantly stgem for self-employed people confirming that theafotax
authorities might react to the externalities atitétle to terrorism by reducing tax enforcemenpanticular for

this group of people.

[TABLE 4]

As a robustness check, | perform an ordered Iagitnation of the models presented above obtaingsylts

congruent with the main analysis. The results epented in Appendix 2.

6. Conclusions

In this paper, | have analysed the impact of esléres due to terrorism on fiscal policy, in patiar, on tax
enforcement. By altering individuals’ incentives r@side in their home region, terrorism constraims tax

authority’s ability to set tax enforcement policiesthe affected region. As a result, the tax atthalecreases
the tax pressure by reducing the audit rate socoaigonlose tax bases. This hypothesis has beeedtést the

Basque Country and Navarre: by employing a dataaséd on surveys as well as on data extracted dthar

statistical sources, | estimated ordered respomsteln whose outcomes corroborate the theory.

2" Even if not shown in Table 3, this result is presaso in the absence of the interactior Foral;j; X SE;j¢.
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The costs of terrorism have been found to impagatieely and significantly the perceived tax entarent of
individuals residing in the provinces belonginghe Basque Country and Navarre, with a more maekiedt on
self-employed workers. This is the main contribatiof the paper. No significant effect is reported the
residents in common-regime provinces, where the t@ades are administered by the central governni&id’s

terrorist activity acts then as a negative exténah the setting of tax enforcement policies oinlghe territories
where terrorism represents a substantial and pemsisost that might significantly affect the resits’ incentives
to move. We can conclude, therefore, that in theqBa Country and Navarre the tax administratiors wgr
enforcement as an instrument to counteract thetinegeffect of terrorism on its tax bases, tax raes and
definitely on the economy. Abadie and Gardeazal{@D®3) results are implicitly calculated net oisteffect,

and so they could be considered as a lower boutitkampact of terrorism on the Basque economy.
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GRAPHS AND TABLES:

Graph 1: Relationship between investmens and terrast activity in the Basque Country and Navarre
(1964-2012)
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Source: own calculations from IVIE and BBVA stoclpital database (available fattp://goo.gl/fomGmGand the Interior Ministry’s
database on terrorism.
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Table 1: Summary Statistics

Variable Measurement Unit Observatio Mean Std. Dev. Min Max

Key variables

Perceived Enforcement Ranking 1 to 4 40913 237 108 1 4
Truce Dummy 49656 0.60 0.49 0 1
Killings_prov Units 49656 0.28 0.99 0 8
Total _Extortion(BC) Millions of Euros 48513 0.14 86. 0 10.42
Int_Min_Compensation_Terr Millions of Euros 49656 .34 30.07 0 12.92
CCS_Compensation_Terr Millions of Euros 49656 10.9710.32 0 40.08
Individual Characteristics

Female Dummy 49656 0.51 0.50 0 1
Age Years 49625 46.03 18.14 18 99
Schooly Years 49493 8.20 4.93 0 17
Civil Status Dummy 49656 0.36 0.48 0 1
Household head Dummy 49656 0.45 0.50 0 1
Worker Dummy 49656 0.45 0.50 0 1
Self_Employed Dummy 49656 0.19 0.39 0 1
Nationalist Dummy 49656 0.06 0.23 0 1
Left Dummy 49656 0.52 0.50 0 1

Social context characteristics

Rigth Dummy 49656 0.40 0.49 0 1
Per_Capita_GDP Thousands of Euros 49656 21822@®0.88 0.00 267471.90
Population Thousands of People 49656 2054.46 2007.99 79.90 6461.97
Foral Dummy 49656 0.07 0.25 0 1
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Table 2: Subsamples Means Estimation: Foral vs. Comon regimes

(1) (2) 3) 4) () (6) (7)
Perceived Enforcement Dummy Dummy Dummy Dummy | Perceived EnforcementPerceived Enforcemer
Perc_Enf=4 Perc Enf=3 Perc_Enf=2 Perc Enf=1 Truce=0 Truce=1
Common Regime (Foral = 0) 2.381 % 0.071*+* 0.378*  0.414*** 0.138*** 2.389*** 2.374%*
(575.718) (53.796) (152.132) (164.215) (78.100) 5(393) (418.210)
Foral Regime (Foral = 1) 2,227 0.057*** 0.296***  0.465*** 0.182** 2.154%* 2.295%**
(144.690) (12.859) (34.071) (48.943) (24.803) (29)8 (105.525)
Linear Combination -0.154*** -0.014** -0.081*** 0.051** 0.045*** -0.235%** -0.079***
(Foral_Regime — Common_Regime)
(-9.65) (-3.04) (-9.00) (5.16) (5.89) (-10.48) 6B
Observations 40913 40913 40913 40913 40913 40913 40913
Common regime 37615 37615 37615 37615 37615 37615 37615
Foral regime 3298 3298 3298 3298 3298 3298 3298
Equality of the means
(He: means of subsamples are equal)
Wald F statistic 93.08 9.22 80.92 26.65 34.70 1D09.8 12.31
p-value 0.0000 0.0024 0.0000 0.0000 0.0000 0.0000 .0003

Note t statistics in parenthesesp* 0.10, **p < 0.05, *** p< 0.01.
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Table 3: Impact of terrorism on perceived tax enfocement.

Ordered Probit Models (1994-2013). Interaction Fora

1)

Perceived

)

Perceived

®3)

Perceived

(4)

Perceived

(®)

Perceived

Enforcement Enforcement Enforcement Enforcement Enforcement

Truce -0.010
(-0.522)
TrucexForal 0.196***
(4.180)
Comp_Terr_IM -0.002
(-0.551)
Comp_Terr_IMxForal -0.018**
(-2.499)
Comp_Terr_IC 0.001
(0.972)
Comp_Terr_ICxForal -0.001
(-0.509)
Annual_Killings_province 0.002
(0.286)
Annual_Killings_provincexForal -0.054***
(-3.951)
Extortion (in Foral Provinces) -0.009
(-0.941)
Foral -0.352*** -0.158*** -0.313*** -0.182*** -0.266***
(-8.913) (-2.799) (-8.694) (-3.448) (-5.003)
Linear Combinations
Truce +TrucexForal 0.186***
(3.85)
Comp_Terr_IM +Comp_Terr_IMxForal -0.019**
(-2.69)
Comp_Terr_IC +Comp_Terr_ICxForal 0.000
(0.07)
Annual_Killings_province +Annual_Killings_provincé&eral -0.052***
(-4.37)
Observations 40755 40755 40755 40755 39751
Log likelihood -47128.840  -47127.195  -47142.276 089.466  -46281.486
Wald chi2 (All variables) 5089.247 5126.426 3020.36 25984.423 3865.418
p-value 0.000 0.000 0.000 0.000 0.000
Test for the equality of the cut-points Hy: w;=w,)

Wald chi2 23269.54 23268.69 23366.97 23261.66 27518
p-value 0.0000 0.0000 0.0000 0.0000 0.0000
Test for the equality of the cut-points Hy: w,=ws)

Wald chi2 18917.36 18910.21 19485.56 18924.38 186432
p-value 0.0000 0.0000 0.0000 0.0000 0.0000

Note: t statistics in parentheses;p*< 0.10, ** p < 0.05, *** p < 0.01. Each model includes Individual Charactiess Contextual-level characteristics,
Provincial fixed effects and Time Trends. In partéz Individual Characteristics include sex, agegl of education , civil status, dummy variable iead
of household, job market status, dummy for selfdeysd, branch of activity and political views (ieftvoter and nationalist voter dummies). Contelxtua
level characteristics include dummy for right gawreent, per-capita GDP, population.
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Table 4: Impact of terrorism on perceived tax enfocement.

Ordered Probit Models (1994-2013). Interaction Fora& Self Employed
1) 2 3) 4) )
Perceived Perceived Perceived Perceived Perceived
Enforcement Enforcement Enforcement Enforcement Enforcement
Truce -0.011
(-0.549)
TrucexForal 0.169***
(3.463)
TrucexForalxSE 0.179*
(1.799)
Comp_Terr_IM -0.002
(-0.558)
Comp_Terr_IMxForal -0.013*
(-1.783)
Comp_Terr_IMxForalxSE -0.030***
(-2.613)
Comp_Terr_IC 0.001
(1.055)
Comp_Terr_ICxForal 0.002
(0.804)
Comp_Terr_ICxForalxSE -0.018***
(-4.618)
Killings_province 0.002
(0.289)
Killings_provincexForal -0.052%**
(-3.632)
Killings_provincexForalxSE -0.009
(-0.334)
Extortion (in Foral) -0.008
(-0.793)
Extortion (in Foral)xSE -0.046
(-1.506)
Foral -0.158*** -0.152*** -0.310%*** -0.183*** -0.264***
(-2.804) (-2.689) (-8.607) (-3.449) (-4.981)
SE 0.088*** 0.085*** 0.092*** 0.087*** 0.070**
(5.777) (5.633) (6.091) (5.794) (2.496)
Linear Combinations
Truce+TrucexForal+TrucexForalxSE 0.337***
(3.44)
Comp_Terr_IM+Comp_Terr_IMxForal+Comp_Terr_IMxFor8k  -0.044***
(-3.64)
Comp_Terr_IC+Comp_Terr_ICxForal+Comp_Terr_|ICxFofix -0.015%**
(-3.67)
Killings_province + Killings_provincexForal +Killigs_provincexForalxSE -0.059**
(-2.31)
Extortion (in Foral)+ Extortion (in Foral)xSE -0.054*
(-1.75)
Observations 40755 40755 40755 40755 39751
Log likelihood -47123.183  -47124.686  -47131.584 089.412 -46280.616
Wald chi2 (All variables) 5015.030 5046.874 304374 25830.262 3846.938
p-value 0.000 0.000 0.000 0.000 0.000
Test for the equality of the cut-points Hg: w;=w,)

Wald chi2 23267.18 23271.72 23364.28 23261.94 22618.50
p-value 0.0000 0.0000 0.0000 0.0000 0.0000
Test for the equality of the cut-points Hg: wWy=ws)

Wald chi2 18917.59 18907.54 19484.87 18924.13 18731.97
p-value 0.0000 0.0000 0.0000 0.0000 0.0000

Note: t statistics in parentheses;p*< 0.10, ** p < 0.05, *** p < 0.01. Each model includes Individual Charactiess Contextual-level characteristics,
Provincial fixed effects and Time Trends. In partéz Individual Characteristics include sex, agegl of education , civil status, dummy variable iead
of household, job market status, dummy for selfdeysd, branch of activity and political views (ieftvoter and nationalist voter dummies). Contelxtua
level characteristics include dummy for right gaweent, per-capita GDP, population.
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Appendix 1: Framework background: The Basque County and ETA

The four provinces belonging to the Spanish autagsmcommunities of Navarre and the Basque Country
represent the main part of the historical Basquédges: they share common cultural roots inchgda common
second language, “Euskera”, which in those regisnso-official with Spanish. They are two of theest
regions in Spain, the Basque Country being the dinsl Navarra the third in terms of per capita Gibfbong the
Spanish autonomous communities according to tha dhthe Spanish National Institute of StatistifSE).
From a tax management perspective, the Basque Goantl Navarra enjoy a special (so-called “forafx
regime granting them an almost full autonomy in $le&ing and collecting of all the taxes which gsathem
complete jurisdiction in determining tax law and siministration. The foral tax authorities are @ipged at the
provincial level and thus the four foral provindesy all the taxes that elsewhere are levied by déetral
government (including personal income tax and a@feotax). In return both autonomous communities goa
annual quota for the common public services pralitdg the central government (such as defense),hnisic
agreed between the two parties on a periodicakbdsi important aspect of this system is that thereo
effective mechanism of equalization between thalfoommunities and the common regime commuriftiés
Figure 1 | highlight the foral communities of Nasarand the Basque Country within the Spanish nakion

confines.

% For more information on the differences between firal and the common regimes see e.g. Garcia-Mith McGuire
2007.
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Figure 1: The foral autonomous communities of Navae and the Basque Country

In this context in 1959 a group of Basque studémtmided the extreme left-wing terrorist organizatieTA

(Euskadi Ta Askatasun®8asque acronym for “Basque Homeland and Freedaitl) the political objective of
achieving the establishment of an independent Rastai&’. ETA carried out its first terrorist attack in #énd

since then its violent and paramilitary activityshelaimed more than 800 lives and many more victimSpain
until the allegedly definitive cessation of its aunactivity declared on 20 October 2011. In Figiréreport the
distribution of killings due to ETA’s attacks by &psh provinces. The picture shows that the mgjorfitattacks
were perpetrated in the Basque and Navarrese pewinut that also Madrid and Barcelona have bemuént

targets.

29 Among others monographic works on ETA see e.gkCE984, Dominguez 1998 and Mees 2003.
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Figure 2: ETA’s killings by province

In particular Basque entrepreneurs and liberal gasibnals were specific targets of violence incigdi
assassinations, robberies, extortion and kidnaggimgransom. In this regard Buesa and Baumert3p8how
that the revolutionary tax extorted from this cérsdf the population was one of the main sourcesaime for
ETA from the 1970s onwards, after substituting pheviously more important activities of bank robberand
thefts. These authors estimated that during theetdecades that range from 1978 to 2008, ETA cdlaimore
than 115 million euros through its extortion adiiviThis value has to be considered a minimum, esitie
information employed is mostly obtained from docuatseseized from the terrorist group and, as sugh, i
incomplete. In the same line, Juan Miguel Lifian Msac- former representative of the Spanish Minisify
Defense — declared that “ETA is funded mainly frone source: the money it collects through extortibemall
and medium-sized businessmen, charging them tloalksd "revolutionary tax". At present the amouraguired

are between 35,000 and 400,000 euros. The anndgkbthe terrorist organization needs for the nasiabce of
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its structures is estimated at around 10 milliorostf’. Thus the effect of terrorism is responsible asten part
for the economic downturn suffered by the Basquen@y during ETA’s period of activity (see Abadiad

Gardaebazal, 2003; Enders and Sandler 1991, 1996).

Finally ETA holds a central role within the Basqguational liberation movement (MLNV), a composite
aggregation of multiple organizations (both legad dlegal), which are united by the aforementiometmon
ideological objective but not always by any actieainal links. In the past decades, several judiaiihgs have
made illegal many, but not all, of the MLNV entgidue to their connections with ETA. Some of thities that
are part of the MLNV are responsible for streetagsm, which represents a further threat to tladbibty of

businesses based in the Basque Country and N&varre

30 (Text extracted from: “Counterterrorism: An Exampif Co-operation”, speech pronounced at the Semima he role of

the Euro-Atlantic Partnership Council in combattagorism, Feb. 22nd, 2002).

3L For a detailed investigation of ETA’s network atedifinancing system see Buesa (2011) and Bues®anmhert (2013).
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Appendix 2: Alternative estimation strategies

Table Al: Impact of terrorism on perceived tax enfocement.
Ordered Logit Models (1994-2013). Interaction Foral

1) 2 ) 4) )
Perceived Perceived Perceived Perceived Perceived
Enforcement Enforcement Enforcement Enforcement Enforcement

Truce -0.031
(-0.909)
TrucexForal 0.330***
(4.098)
Comp_Terr_IM -0.000
(-0.057)
Comp_Terr_IMxForal -0.032***
(-2.593)
Comp_Terr_IC 0.003
(1.443)
Comp_Terr_ICxForal -0.002
(-0.539)
Annual_Killings_province 0.001
(0.056)
Annual_Killings_provincexForal -0.085***
(-3.605)
Extortion (in Foral Provinces) -0.007
(-0.442)
Foral -0.602*** -0.243** -0.549%** -0.292%** -0.496***
(-8.832) (-2.554) (-8.894) (-3.279) (-5.386)
Linear Combinations
Truce +TrucexForal 0.299***
(3.60)
Comp_Terr_IM +Comp_Terr_IMxForal -0.032**
(-2.60)
Comp_Terr_IC +Comp_Terr_ICxForal 0.001
(0.29)
Annual_Killings_province +Annual_Killings_provinc&eral -0.084***
(-4.17)
Observations 40755 40755 40755 40755 39751
Log likelihood -47049.353  -47045.678  -47063.462 984323  -46219.275
Wald chi2 (All variables) 4627.979 4672.693 3178.98 11816.392 3318.701
p-value 0.000 0.000 0.000 0.000 0.000
Test for the equality of the cut-points Hy: wi=w,)

Wald chi2 20425.65 20421.68 20456.51 20404.18 18955
p-value 0.0000 0.0000 0.0000 0.0000 0.0000
Test for the equality of the cut-points Hy: Wo=ws)

Wald chi2 15595.64 15580.12 15819.36 15588.18 18348
p-value 0.0000 0.0000 0.0000 0.0000 0.0000

Note: t statistics in parentheses;p*< 0.10, ** p < 0.05, *** p < 0.01. Each model includes Individual Charactiess Contextual-level characteristics,
Provincial fixed effects and Time Trends. IndivilGéaracteristics include sex, age, level of edonatcivil status, dummy variable for head of helusld,
job market status, dummy for self-employed, brawhactivity and political views (leftist voter andationalist voter dummies). Contextual-level
characteristics include dummy for right governmeet-capita GDP, population.
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Table A2: Impact of terrorism on perceived tax enfocement.
Ordered Logit Models (1994-2013). Interaction Foral& Self Employed

1) 2 3) 4) )
Perceived Perceived Perceived Perceived Perceived
Enforcement Enforcement Enforcement Enforcement Enforcement
Truce -0.032
(-0.931)
TrucexForal 0.282***
(3.383)
TrucexForalxSE 0.327*
(1.933)
Comp_Terr_IM -0.000
(-0.065)
Comp_Terr_IMxForal -0.024*
(-1.909)
Comp_Terr_IMxForalxSE -0.051**
(-2.526)
Comp_Terr_IC 0.003
(1.506)
Comp_Terr_ICxForal 0.002
(0.635)
Comp_Terr_ICxForalxSE -0.031***
(-4.354)
Killings_province 0.001
(0.058)
Killings_provincexForal -0.081***
(-3.308)
Killings_provincexForalxSE -0.017
(-0.355)
Extortion (in Foral) -0.005
(-0.276)
Extortion (in Foral)xSE -0.080
(-1.597)
Foral -0.603*** -0.243** -0.543*** -0.292%** -0.495%**
(-8.844) (-2.550) (-8.782) (-3.280) (-5.380)
SE 0.129%** 0.147*+* 0.153*** 0.146*** 0.109**
(4.916) (5.580) (5.862) (5.596) (2.239)
Linear Combinations
Truce+TrucexForal+TrucexForalxSE 0.577***
(3.42)
Comp_Terr_IM+Comp_Terr_IMxForal+Comp_Terr_IMxFor8k  -0.075***
(-3.49)
Comp_Terr_IC+Comp_Terr_ICxForal+Comp_Terr_|ICxFofix -0.025%**
(-3.41)
Killings_province + Killings_provincexForal +Killigs_provincexForalxSE -0.097**
(-2.22)
Extortion (in Foral)+ Extortion (in Foral)xSE -0.084*
(-1.69)
Observations 40755 40755 40755 40755 39751
Log likelihood -47047.518  -47041.857  -47053.861 9846262 -46218.347
Wald chi2 (All variables) 4682.104 4573.557 3198.19 11804.676 3302.779
p-value 0.000 0.000 0.000 0.000 0.000
Test for the equality of the cut-points Hg: w;=w,)

Wald chi2 20421.22 20428.67 20454.69 20404.63 19956.17
p-value 0.0000 0.0000 0.0000 0.0000 0.0000
Test for the equality of the cut-points Hg: wWy=ws)

Wald chi2 15597.57 15578.72 15819.91 15587.94 15348.21
p-value 0.0000 0.0000 0.0000 0.0000 0.0000

Note: t statistics in parentheses;p*< 0.10, ** p < 0.05, *** p < 0.01. Each model includes Individual Charactiess Contextual-level characteristics,
Provincial fixed effects and Time Trends. IndivilGdaracteristics include sex, age, level of edonatcivil status, dummy variable for head of helusid,
job market status, dummy for self-employed, brawthactivity and political views (leftist voter andationalist voter dummies). Contextual-level
characteristics include dummy for right governmeet-capita GDP, population.
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