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Background and definitions

The LSE-Oxford Commission on Growth in Fragile States aims to bring frontier research and
policy knowledge together to support the development and implementation of effective growth
policies in fragile states. The purpose of this note is to generate an overarching background piece
that lays out the economic facts on fragile states and serve as a basis for discussion in the initial
work of the Commission. The goal is to provide a broad view of the facts that emerge from existing
data sets and approaches to measuring fragility, how these dimensions of state fragility are
correlated with each other, and whether there is a relationship between political stability/security

and economic development.

Fragility — Failure e Welfare Loss

Figure 1: Conceptual distinction

Before we approach the data, we will make a crucial conceptual distinction, which we also
illustrate in Figure 1. In this note we will distinguish between fragility, failure, and the loss of

welfare implied by it.

Fragility

Fragility means that a state is at risk of failure. As such, fragility is a concept that indicates future
risks. This has many implications, which we discuss below. Fragility will be treated here as the
likelihood of future failure. This interpretation leads us to adopt a forecasting framework in the
second part of the note. We will argue that this framework caters perfectly to the task of a policy

maker who is allocating effort in developing countries.

] thank Gaurav Mehta for his excellent research assistance on this project.



Failure

Failure is when a state does not manage to prevent a crisis, economic or political, which has the
potential to harm the welfare of its population. The distinction between failure and fragility also
implies that without a notion of what failure is, it is impossible to define what fragility is. To define
failure, we will use data on economic decline, institutional changes, political turmoil and armed
violence. We then show that, based on the data of past failures, one can develop statistical models
that evaluate the risk of failure. We then test the validity of these models in the data.

Welfare loss

Three facts emerge from the data on past failures and risk of failure:
1. Past failure is strongly correlated with economic development and well-being today

2. Existing indicators of fragility are related to past failures but less to risk, i.e. fragility

3. Political institutions play a key role in determining fragility on several dimensions

Past fragility explains present welfare

In this section, we will establish the link between fragility and welfare, i.e. the second relationship
in Figure 1. We do this from a macro view looking at correlations in the cross- country data. We
begin by analysing the growth histories of poor and rich countries to show that past failures play

an important role in explaining today’s welfare.

Fragility and economic growth

There is a simple way to motivate the focus on fragility in the economic growth data. Economic

growth has two dimensions:

1. Consistency: Does the country grow consistently, or does it flip-flop back and forth between
boom and bust?

2. Intensity: Does the country have large booms with high growth rates when it grows?

It turns out that the first dimension is a lot more important when explaining gross domestic product
(GDP) per capita today. This is visualised in Figure 2. Here we plot the share of years with
negative growth in the history of a country and compare it to GDP per capita in 2014. There is a
clear negative correlation: countries with more years of negative growth in their past are poorer

today.
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Figure 2: GDP per capita in 2014 and past declines

The correlation is quite strong. If we interpret it as causal (which is obviously problematic), shifting
a country from a past with 60% negative growth years to 20%, would entail an increase in its GDP

per capita of 2.5 log points. This is a 12-fold increase!

GDP per capita and past growth

What is important here is that the relationship between GDP today and average growth,
conditional on growing, is considerably less strong. Figure 3 shows that the correlation between
GDP per capita today and the past average growth rate is positive but is much less strong than
one would expect. In fact, the large variance of GDP per capita at all levels of average growth
indicates that something else explains the variation in the data. Consistent economic growth

matters much more than intense economic growth.
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Figure 3: GDP per capita in 2014 and average (conditional) growth in the past

The example of Mexico illustrates this point. Mexico, one of the richer countries in our sample,
grew by 2.5% in times of growth. Chad, a much poorer country, grew by 3.4% in times of growth.
This means that in the years when both countries grew, Chad would catch up with Mexico.
However, Mexico grew for over 80% of all years tracked, while Chad grew for exactly half, i.e.
50% of all the years tracked. It is not growth per se that makes a country rich but growing
consistently. Therefore, a focus on increasing growth might be the wrong focus for policy. A better

focus is ensuring stability, i.e. minimising failure.

Defining failure

However, negative growth is too common to be understood as failure. We therefore focus our

statistical analysis on rare events.

We choose three main “failure” events:

1. A decline in GDP per capita of more than 5% in a single year

2. A change in political institution, indicated by a change in the Polity2 score



3. An outbreak of high intensity violence in the country (civil war)

We also analyse other failures, like revolutions, purges, armed conflicts and refugee crises. The
general notion of a correlation between past failures and today’s outcomes always holds.
However, we show in the final section of this note that predicting these other failures is more
challenging with standard data, i.e. it is harder to understand fragility along different dimensions.

Illustrating the relationship between failure and GDP per capita:

e In Figure 4 we present the relationship between GDP per capita and our first measure of
failure - large economic decline. As with negative growth there is a significant negative
relationship.

e This relationship is a little less strong in countries that rely on a high share of natural resource
rents in GDP. To illustrate this, we marked these countries in red in Figure 5. These countries,
of which the United Arab Emirates is the most extreme example, were very fragile in the past
according to our first definition but are rich today.

e In Figures 6 and 7 we report the correlation between GDP per capita in 2014 and our other
two measures of failure: civil war and institutional changes. Once again, there is a clear

relationship between fragility in the past and GDP per capita in 2014.

It is important to note, that while our different measures of failure are correlated with each other,
this correlation is not very strong. In other words, there are countries with multiple events of
economic decline, while other countries feature more civil wars or more unstable political

institutions.

Past failures and present welfare

In Figures 8 to 11 we repeat the same exercise for other measures of well-being. In each case,
we show the share of past years with failures on the x-axis, and measures of welfare today on
the y-axis. The correlation in the reported cases is quite striking. As before, when using large
declines in GDP as our measure of fragility, most outliers are countries with large resource rents
that tend to be fragile but have lower poverty rates, low child mortality, and a relatively happy

population.
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Figure 4: GDP per capita in 2014 and large declines in the past
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Figure 5: GDP per capita in 2014 and large economic declines in the past
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Appendix tables and figures

(1) (2)

3)

large decline next start of civil war next change in political

VARIABLES year year institutions next yer
growth rate -0.00817*** -0.000906*** -0.00122***
(0.00158) (0.000327) (0.000439)
democracy score over 0 -0.0490%*** 0.00265 0.165***
(0.0173) (0.00963) (0.0278)
democracy score over 5 -0.0297* -0.0151 -0.129%***
(0.0172) (0.0156) (0.0229)
strong executive constraints 0.0287 -0.0120 -0.0250
(0.0194) (0.00845) (0.0194)
high competitiveness of
executive 0.00390 0.0212* -0.0181
(0.0212) (0.0113) (0.0197)
high openness of executive
recruitment 0.00650 -0.0175** -0.0958%***
(0.0191) (0.00838) (0.0211)
share of population
discriminated 0.00104 0.0361 -0.0230
(0.0477) (0.0361) (0.0343)
Observations 5,817 5,674 5,827
R-squared 0.046 0.007 0.057
Number of countryid 139 139 139

Robust standard errors in parentheses
**% p<0.01, ** p<0.05, * p<0.1

Table Al: A forecasting model of three failure



We report ROC curves from the ‘within’ models in the following figures:
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Figure Al: Politics vs. economics in predicting large economic declines

Figure A2: Politics vs. economics in predicting civil war outbreaks



