Contagious Capitalism”

Peter T. Leeson' Russell S. Sobel*
George Mason University West Virginia University

Abstract

Is capitalism contagious? Since the end of WWII, global foreign policy has treated
economic freedom /repression like a virus that spreads between countries. The “domino
theory” of freedom has played prominently in U.S. foreign policy toward Asia, Latin
America, and the Caribbean during the Cold War, and most recently the Middle East
during the War on Terror. This paper investigates the spread of economic freedom
between nations. Our analysis considers two potential channels of this spread: ge-
ography and trade. We estimate two models of spatial dependence using panel data
that cover more than 100 countries between 1985 and 2000. We find that capitalism
is in fact contagious. Countries consistently “catch” about 20 percent of their average
geographic neighbors’ and trading partners’ levels and changes in economic freedom.
We also explore American foreign military intervention’s ability to spread economic
freedom abroad. We find that although intervention may increase freedom in U.S.-
occupied countries, this freedom is not contagious. Using our estimates of freedom’s
spread when it is contagious, we simulate the impact of successful Iraqi occupation on
Middle Eastern freedom. Even under the most favorable assumptions, we find that
U.S. occupation would minimally improve freedom in this region.
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1 Introduction

The New Republic recently called America’s intervention in Iraq “the most important foreign
policy decision in a generation” (Ackerman 2006). According to George W. Bush, its goal is
“to spread freedom throughout the Middle East.”! Bush and his supporters argue that “A
new regime in Iraq would serve as a dramatic and inspiring example of freedom for other
nations in the region . . . A liberated Iraq can show the power of freedom to transform that
vital region, by bringing hope and progress into the lives of millions.”?

This foreign policy view might be called the contagion model of economic freedom and
repression. According to the contagion model, freedom/repression is like a virus that spreads
between countries. Introducing freedom to a repressed country ignites the spread of freedom
throughout the region, improving lives. The result is a freer, more prosperous region and
world. On the other hand, an isolated pocket of repression is unlikely to remain isolated for
long. Like freedom, repression in one country infects others, spreading tyranny and poverty
to the region it infests.

One need not look to leaders or events as recent as George W. Bush or the War on
Terror, however, to find the contagion model of economic freedom guiding foreign policy.
The contagion model has a long and important history directing global geopolitics. During
the Cold War, for instance, both American and Soviet leaders envisaged international affairs
as a kind of domino game where tipping one country toward capitalism or socialism would
lead to the adoption of a similar economic organization by its neighbors. In fact, U.S. Cold

War strategists called this contagion model the “domino theory.”

'Quoted in White House Press Release, April 13, 2004.
2Quoted in White House Press Release, February 26, 2003.



In a 1954 press conference, then-U.S. President Dwight Eisenhower described what he
called “the falling domino principle” behind American foreign policy as follows: “You have
a row of dominoes set up, you knock over the first one, and what will happen to the last
one is the certainty that it will go over very quickly. So you could have a beginning of a
disintegration that would have the most profound influences.”?

In addition to laying out his foreign policy guide, Eisenhower’s “falling domino principle”
explained America’s 1950 intervention in South Korea, initiated by his predecessor, Harry
Truman. Truman believed that if South Korea became communist, all of Indochina would
as well. In Truman’s words, it was therefore critical for the U.S. to “fight against the spread
of communism.”* For this reason, South Korea was called “the first domino.”

America’s containment policy under Truman and Eisenhower aimed precisely at prevent-
ing the domino effect from spreading communism outside the regions it already dominated.
From the 1950s to early 1980s, U.S. fear of socialist contagion and Soviet fear of capitalist
contagion led both countries to compete vigorously to extend their respective spheres of
influence in key “undecided” countries throughout the world.

In 1961, John F. Kennedy warned Americans of the imminent threat that communism
in Cuba posed of infecting the entire “hemisphere.” As a result of communist contagion,
he argued, “our security may be lost piece by piece, country by country, without the bring
of a single missile or the crossing of a single border.”® Soon after, Lyndon Johnson applied

this logic to Southeast Asia, and in 1964 used the spectre of communist contagion to justify

intervention in Vietnam.

3Presidential News Conference, April 7, 1954.
4 Address at the Mechanics Hall in Boston, October 27, 1948.
® Address before the American Society of Newspaper Editors, April 20, 1961.



Richard Nixon also relied heavily upon the contagion model to guide foreign policy. In
Nixon’s version of this idea, geography was not the only channel through which economic
freedom or repression spread. He maintained that trade was also an important carrier of the
communist virus. In a 1953 speech, Nixon argued: “If Indochina falls, Thailand is put in an
almost impossible position. The same is true of Malaya with its rubber and tin. The same is
true of Indonesia. If this whole part of South East Asia goes under Communist domination
or Communist influence, Japan, who trades and must trade with this area in order to exist
must inevitably be oriented towards the Communist regime.”®

Twenty years later, Nixon used the inverse of this logic to open trade relations with
China. He reasoned that trade between China and the U.S. would spread capitalist ideas
to the communist country, and hopefully allow China to experience some benefits of eco-
nomic freedom, encouraging its leaders to reform in this direction. Nixon’s reasoning echoed
the words of Lyndon Johnson’s Vice President, Hubert Humphrey, who eight years before
declared “Freedom . . . the most contagious virus known to man.””

In the 1980s Ronald Reagan combined Eisenhower’s and Nixon’s spin on the economic
freedom domino theory to justify American intervention in Latin America and increase eco-
nomic freedom in the U.S. In adopting this strategy Reagan saw himself as initiating a
two-pronged approach against economic repression and in support of economic freedom. On
the one hand, Reagan argued that if communism gained a foothold in a significant country

in Latin America, the rest of its region was soon to follow. In his words, the “Soviet-

bloc challenge to capture Nicaragua” threatened to “spread communism throughout Central

6Quoted in Cole (1956: 171).
"Speech, New York City, October 29, 1964.



America.”® Thus, American intervention in Nicaragua could thwart the falling dominoes of
communism throughout the region. On the other hand, Reagan aimed to mould America
into an example of tremendous economic freedom, a “shining city upon the hill,” which he
believed would inspire observing nations to increase their own economic freedom, spreading
capitalism to the unfree world.

Despite the contagious capitalism model’s impressive history in global foreign affairs,
no one has investigated whether economic freedom or repression in fact spreads between
countries as the contagion model hypothesizes. Is capitalism contagious? If so, to what
extent; and how does it spread? This paper is the first to empirically examine these questions.
We explore the spread of economic freedom between countries using spatial econometric
methods. We estimate both spatial autoregressive (SAR) and spatial error (SEM) models
using panel data that cover more than 100 countries between 1985 and 2000. Our analysis
considers two potential channels through which freedom might spread: geography and trade.

Our results suggest that capitalism is in fact contagious. Countries consistently “catch”
about 20 percent of their average geographic neighbors’ and trading partners’ levels of eco-
nomic freedom. Additionally, they catch about 20 percent of their average geographic neigh-
bors’ and trading partners’ changes in economic freedom. These findings are highly robust
and remain even after accounting for traditional determinants of economic freedom, such as
colonial origin, legal origin, ethnolinguistic fractionalization, and continental membership.

We also explore American foreign military intervention’s ability to spread economic free-

dom abroad. We consider several cases of U.S. occupation with the aim of improving eco-

8Radio Address to the Nation on United States Assistance for the Nicaraguan Democratic Resistance,
March 8, 1986.



nomic freedom. We find that although intervention may increase freedom in U.S.-occupied
countries, this freedom is not contagious. Using our estimates of freedom’s spread when it is
contagious, we simulate the impact of successful Iraqi occupation on Middle Eastern freedom.
Even under the most favorable assumptions, we find that U.S. occupation would minimally
improve freedom in this region. Taken together, our results provide strong support for the
contagion hypothesis that has historically guided, and continues to influence, global foreign
policy. However, they cast doubt on the ability of military occupation to spread freedom in

economically repressed parts of the world.

2 Theories of Contagious Capitalism

Economic freedom refers to the extent of capitalism—or freedom from government intervention—
in a country (see, for instance, Mahoney 2001; Easton and Walker 1997). Economically free
countries are market oriented. Their policies and institutions safeguard private property
rights and supply public goods that facilitate production and exchange. Otherwise, however,
government does not interfere with markets. Economically unfree, or repressed, countries
reflect the other side of the spectrum. Government is an active player, rather than referee, of
economic activity. The state intervenes significantly in production and exchange activities,
and central planning instead of markets directs the bulk of economic decisions.

No one has provided an explicit model of how economic freedom might in fact spread
between countries. However, the rhetoric and actions of world leaders interested in increasing
freedom abroad suggests two channels through which this could occur: geography and trade.

Historically, the idea of geographic contagion has wider support in the actions of national



governments. As noted above, U.S. and Soviet activities during the Cold War certainly
favored spreading capitalism or socialism through geographic neighbors. More recently,
the War on Terror supported by America and its Western-European allies is grounded in
this theory of contagion as well. However, as discussed above, Ronald Reagan, Richard
Nixon, and Woodrow Wilson each suggested that trade was also an important carrier of the

freedom /repression virus.

2.1 Geographic Channels

There are three chief ways economic freedom might spread geographically: Tiebout competi-
tion, the spread of ideas and technology, and regional economic zones. Competition between
governments can create strong incentives for geographic neighbors to increase domestic eco-
nomic freedom, leading capitalism to spread throughout regions. If a country liberalizes its
economy substantially, for instance by lowering taxes and regulation, it is likely to attract
additional foreign business and direct investment through agents seeking the most profitable
locations to undertake economic activity.

The firms and citizens that find this move the least costly are those in neighboring nations
that share a border with the liberalizing economy. Their movement or potential movement
puts pressure on neighboring countries to undertake similar market-oriented reforms to avoid
losing their tax base. If these nations’ neighbors in turn liberalize to avoid losing their tax
base to their liberalizing neighbors, and so on, the resulting competition can lead to a
contagion effect that creates greater economic freedom throughout a region of neighboring

countries.



The diffusion of pro-freedom ideas and technologies between neighboring countries could
also cause economic freedom to spread geographically. Examples of freedom-enhancing ideas
and technologies might be institutional or organizational arrangements that make the market
more effective, or technologies that make it possible to streamline government activities.
Neighboring countries can observe the activities of the countries around them and import
successful ideas and technologies at a lower cost than if they had to look further abroad to find
them. If one country stumbles upon freedom-enhancing ideas or technologies, its geographic
neighbors become more likely to adopt them as well. Once these countries’ have adopted
freedom-enhancing ideas or technologies, their neighbors become more likely to adopt them,
and so on. This process may cause a cascade of more capitalism whereby economic freedom
in one country spreads to countries around it.

Finally, economic communities or zones may also spread economic freedom between ge-
ographic neighbors. Economic communities such as NAFTA or the EU often harmonize the
economic policies and institutional arrangements of their members and require significant
economic freedom as a condition of membership. In some cases, admission to these com-
munities confers benefits on members in the form of cross-country subsidization, protection
alliances, etc. These benefits raise the value of joining economic zones, creating an incentive
for non-member nations to increase their economic freedom. Since economic communities
are often geographically based, their presence may in this way produce spreading freedom

throughout a region of neighboring countries.



2.2 Trade Channels

The second major channel of spreading economic freedom is foreign trade. The idea that
international trade facilitates the spread of freedom is at least 150 years old. Classical liberal
thinkers, such as the Frenchman, Frederic Bastiat, and the Englishman, Richard Cobden,
argued in the mid-19th century that free trade stimulates the growth of economic freedom
abroad by disseminating new ideas from free countries to those that are less free. These
ideas could be like the ones considered above that spread geographically. They could also
be new methods of production, new attitudes toward openness, and new ways of thinking
about life—namely life oriented toward market exchange versus isolationist subsistence. In
the 20th century, development economist P.T. Bauer (2000) advanced this argument, and
noted the freedom-enhancing properties of imports in particular for Africa.

Classical liberal thinkers also emphasized the prosperity and peace that foreign trade
creates. By promoting greater wealth, imports to the developing world, for example, give a
taste of capitalism’s fruit to countries with less economic freedom. After experiencing some of
these benefits, such nations may be more inclined to liberalize economically in their domestic
sphere, increasing their economic freedom. When these nations exchange with their trading
partners, they may pass some of their now higher economic freedom along as well, causing
freedom to spread through trade. Though he was not a classical liberal, Richard Nixon used
this argument to open U.S.-China trade in 1972. A decade before, critics also used this
argument to contest John Kennedy’s declaration of a trade embargo with communist Cuba.

Modern classical liberals credit 19th-century political economist Frederic Bastiat with the

phrase “When goods don’t cross borders, soldiers do.” The idea here is that there are two



ways for a nation to increase its wealth beyond the resources it has at home: foreign trade
or foreign conquest. When countries come to rely upon one another for essential goods and
services obtained through trade, the cost of going to war with one another rises. Nations
that are less ready to use their governments to go to war may also be less ready to use
their governments for domestic central planning. This leads to greater economic freedom in
countries actively engaged in trade. Ronald Reagan, for example, was fond of pointing to

this alleged benefit of liberalizing U.S. trade with foreign countries.

3 Data and Empirical Methodology

In light of these theories of contagious capitalism we want to examine both the geography and
trade as potential channels of spreading freedom. Our basic empirical strategy is therefore
twofold. First, we search for spatial dependence in economic freedom across geographic
neighbors over time. Second, we do the same across trading partners over time. For both
analyses we construct a panel of economic freedom in 102 countries between 1985 and 2000.
Appendix A lists all of the countries in our sample.

Our data on economic freedom come from the Fraser Institute’s publication Economic
Freedom in the World 1975-2000, which measures countries’ economic freedom every five
years. Fraser assigns points to countries on the basis of five, equally-weighted categories
related to government’s size and activeness. Together, these categories create a composite
measure of economic freedom that ranges from zero (completely unfree) to ten (completely
free). The five categories this index includes are: 1) Size of government, which considers

the share of government’s expenditures, level of taxes, and the degree of state ownership in
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an economy. 2) Legal structure and security of property rights, which measures the quality
and effectiveness of a country’s legal system, such as how independent its judiciary is, the
impartiality of courts, military interference with the legal system, and how well government
protects private property rights. 3) Access to sound money, which measures the extent of
inflation, and freedom to own foreign currency domestically and abroad. 4) Freedom to trade
internationally, which measures the extent of tariff and non-tariff trade barriers, international
capital market controls, exchange rate regulation or other regulation on the ability to trade
internationally. 5) Credit, labor, and business regulation, which covers government control of
credit markets, minimum wages, price controls, time to start up a new business, the number
of licenses, permits and other bureaucratic approvals involved with starting and operating a

business, and restrictions on hiring and firing workers.

3.1 Geographic Neighbors

The first part of our analysis examines the spread of economic freedom between geographic
neighbors. Spatial methods are the most natural and effective way to reliably estimate the
rate of economic freedom’s contagion. Unlike Ordinary Least Squares (OLS), which produces
biased estimates in the face of spatial correlation, spatial methods are designed specifically
to identify and measure spatial dependence. We use two spatial models for this purpose,
a spatial autoregressive model (SAR) and a spatial error model (SEM). Each searches for
spatial dependence in a different way.

The Lagrangian multiplier (LM) test (Anselin 1988) determines whether spatial depen-

dence is present and thus OLS would produce biased estimates, requiring spatial methods.
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It also identifies which spatial model is superior for each specification. The LM test does the
former by producing significant or insignificant test statistics, and the latter by comparing
the significance and then size of the LM test statistic for the SAR and SEM models in each
specification. Given the same level of statistical significance, the spatial model with the
larger LM test statistic is superior.

For readers unfamiliar with spatial methods, it is useful to think of the SAR model
as analogous to an autoregressive (AR) time series model, but with lags over geographic
distances rather than time. So, for a country i, one spatial lag refers to all of ¢’s contigu-
ous geographic neighbors, two spatial lags refers to contiguous geographic neighbors of i’s
neighbors (i’s neighbors that are two countries away), and so on.

The SAR model specifies each country’s dependent variable, in our case economic free-
dom, as a function of the weighted value of economic freedom in its neighbors. It models
how explained economic freedom spills over onto geographic neighbors. The SAR model
allows potential freedom spillovers to flow multidirectionally rather than unidirectionally,
as it would in an AR time series model. This is important since we are interested in how
economic freedom may flow into and out of multiple countries, influencing economic freedom
in each nation.

The SEM model is analogous to the moving average (MA) time series model for contiguous
geographic neighbors that includes a spatially correlated error structure. The SEM model
specifies each country’s error term, in our case for economic freedom, as a function of the
weighted value of the economic freedom error term of its geographic neighbors. It models how
unexplained economic freedom spills over onto geographic neighbors. Like the SAR model,

the SEM model allows for multidirectional flows of influence rather than unidirectional flows
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as it would in an MA time series model.

Economic freedom may spread through levels of economic freedom, changes in economic
freedom, or both. If capitalism is contagious in levels, we should be able to predict a
country’s level of freedom based on the levels of freedom in its neighboring countries. On the
other hand, if capitalism is contagious in changes and a country experiences an increase (or
decrease) in economic freedom from one period to the next, we should find that its neighbors’
economic freedom increased (or decreased) as well.

To get at this, we estimate separate freedom-level and freedom-change models (both SAR
and SEM varieties) to search for spatial dependence between geographic neighbors in both

forms of potential spread. Our freedom-level SAR model takes the form:

Ft = o+ pWFt -+ Ft,]_ﬁ + XtOJ + vy (1)

where F; is an N x 1 vector that measures countries’ levels of economic freedom in time
t, F;_1 is an N x 1 vector that measures countries’ lagged levels of economic freedom, X, is
an N x K matrix of exogenous variables, and v; is an N x 1 vector of IID random errors.

We include countries’ lagged levels of economic freedom in order to control for as many
factors as possible besides capitalist contagion that might affect the level or change in eco-
nomic freedom in geographic neighbors. This variable accounts for the fact that geographic
neighbors often share a similar colonial origin, legal origin, form of government, degree of
ethnolinguistic fractionalization, and other such factors that tend to persist over time. It
controls for any features of countries that contribute to their levels of freedom, which were

present five years ago. In the freedom-level model, this variable’s coefficient, [, therefore
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measures the extent of institutional persistence in countries from one period to the next.

W is an N x N spatial weight matrix based on first-degree contiguity (bordering ge-
ographic neighbors). For example, since the United States has two contiguous geographic
neighbors, Canada and Mexico, each of these countries receives a weight of 1/2 in the spa-
tial weight matrix, W, as America’s geographic neighbors. p, our parameter of interest in
the SAR model, is the spatial autoregressive coefficient. It measures the spread of levels of
economic freedom between geographic neighbors. If capitalism is contagious in levels, this
coefficient should be positive and significant.

The freedom-change SAR model is nearly identical to equation (1). The only difference
is that here we replace F; with AF;, which measures countries’ changes in economic freedom
between time ¢ and ¢ — 1. If capitalism is contagious in changes, p should be positive and
significant in the change regressions.

In this and the freedom-change SEM model below, including countries’ lagged levels of
economic freedom not only controls for any features contributing to their levels of freedom
that were present five years ago, but also allows to us determine whether there is ‘freedom
convergence’ across countries. If countries with higher levels of freedom in the previous period
grow slower in terms of freedom the following period, § will be negative, suggesting freedom
convergence. If countries with higher levels of freedom in the previous period grow faster in
terms of freedom the following period, S will be positive, suggesting ‘freedom divergence.’

Our freedom-level SEM model takes the form:

Ft :Oé+Ft_1B+XtOJ+€t; Er = )\W&'t‘l—'r]t (2)
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where our parameter of interest is A\, the spatial autocorrelation coefficient, which mea-
sures the spread of levels of economic freedom using the SEM model.

The freedom-change SEM model is identical to equation (2), except that in this case
we replace F; with AF;, which measures countries’ changes in economic freedom between
periods. Like for the SAR model, if capitalism is contagious in either levels or changes, the
spatial coefficient, A\, should be positive and significant in the freedom-level and freedom-
change specifications respectively.

As discussed above, in all of our spatial models that consider the spread of freedom
geographically, we use first-order contiguity to determine the weight received by each country
in the spatial weight matrix, W. However, some countries’ neighbors, for instance those with
more inhabitants, may be may be more influential than others on their economic freedom.
For instance, a more populous country, such as the United States, might have more impact
on Mexico’s freedom than one of Mexico’s other contiguous neighbors, such as Belize, which
is considerably smaller than the U.S.

To address this possibility, we also try weighting contiguous neighbors in the spatial
weight matrix according to population size. We do this for all specifications and samples,
for both spatial models, in both their freedom-level and freedom-change forms. As it turns
out, this does not matter for the geographic spread of freedom. We find nearly identical
estimates as when we use simple first-order contiguity for the spatial weight matrix and so
do not report the results with population weighting separately.

Looking at the spread of freedom between contiguous geographic neighbors has multiple
advantages over examining freedom’s spread through other channels. First, the language in

which world leaders have usually expressed the contagion model suggests that economic free-
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dom’s spread is a geographic phenomenon that affects neighboring countries which compose
a region. Investigating the spread of freedom geographically allows us to directly test this
version of the contagion hypothesis.

Second, using geographic neighbors eliminates the potential for endogeneity bias. Geog-
raphy is exogenous. Countries cannot choose their geographic location and are thus unable
to affect who they have as geographic neighbors. This removes reverse causality as a concern
for our spatial estimates that explore the spread of freedom geographically.

The biggest disadvantage of investigating the spread of freedom geographically is the
question of how to deal with islands, which have no contiguous geographic neighbors. Because
of this, in the full sample, the geographic spatial weight matrix contains values of zero when
predicting the level or changes in freedom of islands. We address this issue in two ways. First,
we run our regressions on the entire sample treating islands as countries without neighbors,
and include a dummy variable that controls for island status. Second, as a robustness check,
we estimate both spatial models excluding islands from the sample to ensure that treating

islands this way does not affect our estimates.’

3.2 Trading Partners

Our empirical strategy for exploring the spread of economic freedom through trade is the
same as for geography, only here our spatial weight matrix is based on import shares for each
country instead of first-order contiguity. For example, if China imports 1/2 of its imports

from Russia, 1/5 from the United States, and 3/10 from Singapore, in the spatial weight

9Because of some missing observations, our sample includes a small number of “data islands”—countries
that have contiguous geographic neighbors for which data are not available. Our empirical analysis treats
these the same as actual islands.
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matrix, W, we assign these countries the corresponding weights (1/2, 1/5, and 3/10) as
China’s “trade neighbors.” The spatial coefficients, p and A for the SAR and SEM models
respectively, tell us whether economic freedom spreads to countries through imports from
their trading partners.

To construct our new spatial weight matrix for import shares we use data from the
Statistics Canada Trade Analyzer, which draws its trade figures from the World Bank. Our
panel covers the same counties and years as the sample we use to estimate the spread of
freedom between geographic neighbors. Like for geography, for trade we also consider the
potential spread of freedom in both levels and changes.

Similar to geography, examining whether economic freedom is contagious via trade has
both benefits and drawbacks. The most important benefit of investigating trade as potential
channel of capitalist contagion is that it allows us to directly test the most commonly-given,
plausible alternative avenue to geography of spreading economic freedom. Second, here we
do not have to worry about dealing with the issue of islands. Although islands do not have
contiguous geographic neighbors, all countries—islands or not—have “trade neighbors.”

The biggest drawback of considering trade as a channel of spreading freedom is the
potential for endogeneity. Although countries cannot choose their location in the world and
thus cannot choose their geographic neighbors, they obviously can and do choose who they
import from. Thus, what may look like economic freedom spreading between trade partners
could in fact be countries simply choosing to trade with nations that have similar levels of
economic freedom.

We deal with this issue in two ways. First, we are able to reduce the impact of reverse

causality in our trade regressions to some extent by controlling for lagged economic freedom.
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If countries are importing from certain nations primarily because they share many of the
same institutional structures, including the lagged freedom term will partially account for
this.

Second, we can also partially circumvent the potential for endogeneity by looking at
changes in freedom in addition to levels. While it might be reasonable to think that countries
with similar institutional features, and thus similar levels of economic freedom, choose to
import from one another more, there is no reason to think that countries choose to import
more from others whose economic freedom is changing in the same way that their own is.
Furthermore, if we find that economic freedom spreads at a similar or lower rate through
imports compared to geography, which we know does not suffer from endogeneity, we can be

more confident that reverse causality is not biasing our estimates that consider trade.

4 Does Freedom Spread? The Evidence at a Glance

A preliminary look at the data lends support to the contagious capitalism model. In Figure 1
we create four maps that display economic freedom in the world between 1985 and 2000. We
color-code countries according to freedom quartiles for each year. Economically more free
countries receive darker shading and economically less free countries receive lighter shading.
The white countries are those for which we do not have economic freedom scores in certain
years, but tend to be the least economically free nations. Prior to the collapse of the Soviet
Union, for example, the countries that now make up Eastern and Central Europe did not
have economic freedom scores, but were among the least economically free places in the

world.
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Two features stand out in Figure 1. First, there is substantial geographic correlation in
economic freedom. Consider, for example, economic freedom in the world in 2000. All of
North America is highly economically free. The west coast of South America is relatively free,
while the rest of the continent and Central America is relatively unfree. Western Europe is
highly free, while Eastern and Central Europe are highly unfree. Africa is a bit more mixed,
but even here economic freedom displays strong geographic dependence. The southernmost
part of Africa is moderately free, while central Sub-Saharan Africa is for the most part highly
unfree.

The second feature that stands out in Figure 1 is that changes in economic freedom over
time also display significant geographic dependence. Consider, for example, the pattern in
the western part of South America over time. Figure 1 clearly shows capitalism growing
together in the countries in this region as one moves from the map for 1985 to the map for
2000, and creeping into neighboring border portions of central South America as well. A
similar pattern exists among the southern-most nations in Africa. Bordering countries in
this part of Africa tend to increase or decrease in economic freedom together over time.

In the graphics, at least, there is some support for the idea that economic freedom is
contagious. Regions, rather than isolated countries, are typically free, moderately free, or
unfree. Notably, the darkest areas in Figure 1, the freest countries, are also the largest trading
partners with one another and similarly for the least free countries. Furthermore, the most
notable changes in economic freedom over time appear to occur in bordering countries, which

move together as the contagion model would suggest.
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5 Spatial Results: Geographic Neighbors

5.1 Levels of Freedom

While the visual evidence is intriguing, to determine if capitalism is contagious we need to
isolate the spread of economic freedom between nations econometrically. We begin this task
with our simplest spatial model, which looks for spatial dependence in levels of economic
freedom between geographic neighbors controlling only for island status. Table 1 contains
our results. The left panel of this table presents our results using the SAR model, and the
right panel presents our results using the SEM model. In both panels, the first column
contains this stripped-down specification.

The spatial coefficients in both models are highly significant, suggesting the strong pres-
ence of spatial dependence in levels of economic freedom between geographic neighbors. The
results of the LM tests for this specification, and all others we use in our freedom-level re-
gressions below, confirm this and indicate that spatial methods are appropriate to obtain
unbiased estimates of freedom’s spread through geography. Unadjusted, a country, i, whose
geographic neighbors are on average one unit freer than the geographic neighbors of some
other country, j, is 0.5 units freer than j. It does not matter whether we use the SAR
or SEM model—both deliver nearly identical estimates. If one cut a hole in a map that
contained no countries’ names but instead only their levels of economic freedom, he could
predict the missing country’s level of freedom by taking 50 percent of the average level of
economic freedom in its geographic neighbors and adding it to the constant in row three.

Different continents may each have their own equilibrium level of economic freedom.

Additionally, there may be some factors specific to each continent independent of whether

20



capitalism spreads that accounts for this spatial dependence. To control for this, in the
second column of each panel we include continent dummies. Doing so reduces the size of
our estimates, however they remain nearly identical across the SAR and SEM models, and
highly significant. After taking continental membership into account, a country, i, whose
geographic neighbors are on average one unit freer than the geographic neighbors of some
other country, j, is 0.35 units freer than j.

In the third column of both panels we control for countries’ lagged levels of economic
freedom. The results confirm that institutions persist. The coefficient on lagged freedom
is 0.805 and highly significant. This makes sense since lagged freedom controls primarily
for institutional features of nations that are in many cases determined by whether or not
they share common colonial histories, such as whether they use common law or civil law,
their form of government, and so on. Countries inherit about 80 percent of their previous
economic freedom from period to period.!’

When we control for lagged freedom, countries “catch” about 20 percent of the average
level of economic freedom in their geographic neighbors. For both models the spatial coeffi-
cient remains significant at the one percent level, though here the estimates diverge slightly.
In the SAR model, capitalism spreads at a rate of 0.19 between neighboring nations, and in
the SEM model it spreads at a rate of 0.26. Still, both models deliver very similar estimates.

Finally, in the last column of each panel we include controls for continent membership
and lagged economic freedom. The results are essentially unchanged from the specification

that controls only for lagged freedom. In both models, about 20 percent of average economic

10Tn our model, each period is five years. So, the annual rate of institutional persistence is: 0.805'/5 =
0.975.
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freedom in countries’ neighbors spreads to them.

The results in Table 1 indicate substantial spatial dependence in economic freedom be-
tween neighboring nations. Capitalism does in fact appear to contagious. However, this
contagion is not as strong as the historical foreign policy emphasis of many countries sug-
gests.

To see this, consider a simple example, such as the United States, which has only two first-
order contiguous geographic neighbors—Canada and Mexico. In 2000, economic freedom in
the U.S. was 8.5, in Canada was 8.1, and in Mexico was 6.1. Average economic freedom in
North America was therefore 7.57. Using the estimates from the SAR model in the third
column of Table 1, we can predict what economic freedom would be in these countries and
North America as a whole if instead the U.S. were a communist state similar to China, which
has a level of economic freedom of 5.4.

The equation for calculating the difference between Canada and Mexico’s current levels
of freedom and their levels of freedom under this scenario is simply: 0F; = pw; ; - OF;. For
Canada, this means economic freedom would drop by: (0.194 x 1) x (8.5 — 5.4) = 0.6014,
making its new freedom score: 8.1 — 0.6014 = 7.4986. For Mexico this operation is slightly
more difficult because unlike Canada, which has only the U.S. as a neighbor, Mexico has
three neighbors: the U.S., Guatemala, and Belize. In 2000, Guatemala and Belize had
freedom scores of 6.4 and 6.2 respectively. The presence of these additional neighbors softens
Mexico’s freedom fall, relative to Canada’s, of neighboring the U.S. when its freedom score
is equal to China’s, since having more neighbors dilutes the freedom/repression contagion
effect coming from any one neighbor. It’s easy to see this when we calculate Mexico’s
freedom drop: (0.194 x (1/3)) x (8.5 — 5.4) = 0.2005, making Mexico’s new freedom score:
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6.1 — 0.2005 = 5.8995. If the U.S. were only as free as China, average North American
freedom would therefore be: (5.4 4 7.4986 + 5.8995)/3 ~ 6.3, a drop of 1.3.

Given the rather dramatic difference in U.S. economic freedom between 2000 America
and a communist America, this effect is not especially big. Even in the latter case, economic
freedom in North America does not go below the world average. So, while there is strong
support that the domino effect exists, its impact on overall regional freedom is relatively
modest.

In Table 2, we rerun all of our regressions on a subsample that excludes islands. The
results are nearly identical for all specifications in both models. Our treatment of islands in
the full sample does not affect our estimates. The spatial coefficients are always significant
at the one percent level, and have the same size as when we estimate the panel with islands.
About 20 percent of the average level of economic freedom in a country’s neighbors spread to
the country. Similarly, like before, when we include lagged freedom, its coefficient is about
0.8. This suggests that about 80 percent of countries’ previous levels of economic freedom

persists to the next period. In other words, institutions change very slowly.

5.2 Examining the Residuals

As a check on the sensibility of our model we look at the residuals produced by our SAR
and SEM estimates that include lagged economic freedom. Four of the five largest residuals
are for the same countries in the same years in both models. Our estimates are clearly
consistent. These country-years include: Nicaragua in 1995, Peru in 1995, Kuwait in 1985,

and El Salvador in 1995. Economic freedom in these countries for these years is the furthest
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above where our model predicts it should be given their past levels of economic freedom and
economic freedom in their neighbors at these times.

Significant historical events that created positive freedom “shocks” explain why our model
underestimates their levels of freedom. The largest residuals are in precisely those countries
and years where, owing to these unusual historical events, we would expect them to be.
This is significant since it suggests that our model does a good job of explaining countries’
economic freedom based on economic freedom among their neighbors.

Consider, for instance, Nicaragua in 1995. In 1990, Violetta Barrios de Chamorro un-
expectedly defeated Daniel Ortega, the leader of Nicaragua’s long-standing communist San-
dinista government. Between 1990 and 1995, when economic freedom was measured in
Nicaragua, there was therefore an abnormally large jump in Nicaragua’s economic freedom
resulting from the demise of Nicaraguan communism.

Similar historical events explain why Peru in 1995 also has one of the largest residuals. In
1990, Peru elected economist Alberto Fujimori president and then reelected him again 1995.
Fujimori dedicated the Peruvian government to eradicating the Shining Path, the deadly
communist terrorist group that had menaced and murdered Peruvians since the 1980s. In
1992, Fujimori’s government captured the Shining Path’s leader, Abimael Guzman, reducing
the Shining Path from a major Peruvian threat to small and uninfluential crew of Marxist
agitators.

In 1995, pro-freedom shocks also hit Uganda, another country in the top five residuals
from our estimates. In 1995, under Yoweri Museveni, Uganda introduced its first constitution
that established democratic constraints on government. The same year, Uganda reelected
Museveni who undertook substantial market-oriented reforms, including large-scale privati-
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zation of state-owned enterprises and drastically reducing the size of Uganda’s government
workforce.

We also look at the smallest five residuals from our estimates. They are again the same
for both the SAR and SEM models. These include: Peru in 1985, Myanmar in 1990, Sierra
Leone in 1985, Nicaragua in 1985, and Kuwait in 1990. Economic freedom in these countries
for these years is the furthest below where our model predicts it should be given their past
levels of economic freedom and economic freedom in their neighbors at these times. Like our
largest residuals, our smallest residuals also correspond to the cases we would expect to have
abnormally low levels of economic freedom. Here, these are cases in which historical events
in these countries created large anti-freedom shocks.

For example, in 1985, Alan Garcia was elected ruler of Peru. As is well-known, Garcia
pursued an explicitly anti-liberal economic agenda upon taking office, including unexpectedly
nationalizing all Peruvian banks, hyperinflation, and introducing measures to prevent the
inflow of foreign capital to Peru. Garcia, who actively denounced the “evils of capitalism,”
artificially depressed economic freedom in Peru. The work of Hernando de Soto (1989) and
others documents this history.

The situation was similar in 1990 Myanmar and 1985 Nicaragua. In 1990, Myanmar was
at the height of its economic repression under the rule of a military junta led by communist
General Ne. Similarly, in 1985 Nicaragua had reached the zenith of its economic repression
under Ortega just before his removal from power discussed above. The sensibility of these
residuals and the largest ones considered above strengthens our confidence that our spatial

models do a good job of estimating the spread of freedom geographically.
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5.3 Changes in Freedom

In addition to thinking about how levels of economic freedom spread between neighboring
countries, it is also reasonable to consider how changes in countries’ economic freedom might
spread between neighbors. For example, an endogenous reform in one country that makes
it more free may have positive spillover effects on surrounding countries that cause them to
introduce reforms, making these countries more free as well.

The improvements in economic freedom in China over the past decade, for instance, may
have set forces in motion forces per the domino theory that encouraged greater freedom
in surrounding countries in Eastern Asia. In fact, some have argued that the increase in
economic freedom in China and South Korea over the last ten years is partly responsible for
the economic boom enjoyed by the East Asian Tigers.

To get at these issues, in Table 3 we perform the same spatial analysis as above, this time
looking at the spread of capitalism geographically through changes in economic freedom. Our
results are remarkably similar to those in Tables 1 and 2. In general, countries “catch” about
20 percent of the average change in economic freedom in their geographic neighbors.

Column 1 presents the results of the specification that controls only for islands. The
spatial autoregressive and autocorrelation coefficients are both 0.21 and highly significant.
So are the LM test statistics for both models in this specification and all others we use in
our freedom-change regressions that examine geography, again confirming the presence of
spatial dependence and appropriateness of our spatial models. When we include continent
dummies in the second column, the spatial coefficients remain 0.21 in both models. Control-

ling for countries’ lagged levels of economic freedom in column 3 does not affect the spatial
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autoregressive coefficient, which stays the same at 0.21, but causes the spatial autocorrela-
tion coefficient to rise slightly to about 0.26. Interestingly, the coefficient on lagged economic
freedom is negative here. Countries with higher levels of freedom in the previous period grow
slower in terms of freedom the following period, and vice versa. This suggests that there is
‘freedom convergence’ across countries.

When we control for islands, continents, and lagged freedom in column 4, the spatial
coefficients are again nearly the same. In the SAR model, 22 percent of the average change
in a country’s geographic neighbors’ economic freedom spreads to it, and in the SEM model
25 percent of this change spreads from its geographic neighbors to the country.

The highly significant 0.2 spatial coefficient that consistently reemerges in our estimates
provides strong evidence that capitalism is contagious, but also confirms that this contagion
is not especially strong. A country’s geographic neighbors would need to produce an average
increase (decrease) in economic freedom of five (on scale from zero to ten) in order to induce
a one point rise (drop) in economic freedom in the county in question. To put a dramatic
change in freedom like this in perspective, consider the fact that no country in the world—
including those transitioning from socialism—has experienced a change in freedom this large
since we began measuring economic freedom in 1970. The largest change has been in Uganda,
where economic freedom has risen 3.9 points since 1975.

Of course, this does not mean that rising (or falling) economic freedom in one country
has no impact on changes in freedom in neighboring countries in the region. If endogenous
pro-market reforms in a country with only one contiguous neighbor (which had the reforming
nation as its only neighbor) caused its economic freedom to increase by one point—a fairly

common change in freedom—economic freedom in its neighbor would rise by 0.2. This is a
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modest, but still measurable and significant effect.

Like for our freedom-level model, here we also check that including islands in the sample
does not exert undue influence on the results. Thus, we rerun all of our freedom-change
specifications excluding islands from the sample. Table 4 presents these results, which are
completely unchanged. Changes in economic freedom consistently spread between geographic
neighbors at a rate of about 20 percent regardless of the specification, sample, or spatial
model we use. The fact that this finding is the same one we find for the spread of levels of

economic freedom strengthens our confidence in both results.

6 Spatial Results: Trading Partners

6.1 Levels of Freedom

This section considers the spread of economic freedom through foreign trade, using import
shares to construct our spatial weight matrix, W. Table 5 presents the results of our spatial
models that examine whether countries can catch capitalism through trade. As before, the
left panel contains our SAR results and the right panel has our SEM results. Overall, the
coefficients of interest for trade are somewhat larger than for geography, but are equally
consistent across spatial models.

Column 1 in each panel presents our spatial specification without any controls. The
results are nearly identical to those in Tables 1 and 2 that looked at freedom’s geographic
spread. Unadjusted, a country, ¢, whose import partners are on average one unit freer

than the import partners of some other country, j, is 0.52 units freer than j. Like for
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geography, the spatial coefficients and LM tests confirm the presence of highly significant
spatial dependence in this, and all of our other freedom-level trade specifications considered
below. Column 2 includes continent dummies, which here produces a somewhat larger effect
than for geography. In the SAR model the spatial coefficient is about 0.47 and in the SEM
model it is about 0.53.

When we control for lagged economic freedom in the third column the spatial coefficient
drops substantially, as it did above—here to about 0.3 in both models. About 30 percent of
the average level of economic freedom in nations exporting to a country spreads to the import-
ing country. The coefficient on lagged freedom retains its size from our previous regressions
that looked at freedom’s spread through geography. 80 percent of countries’ previous levels
of economic freedom persists over time, consistent with the fact that institutions tend to
change slowly. Like in the case of geography in Tables 1 and 2, adding controls for continent
membership to lagged freedom in column 4 leaves these results essentially unchanged.

At face value, it appear that levels of economic freedom spreads about ten percentage
points more strongly through trade than through geography. However, we should interpret
this larger coefficient with caution, since the larger effect for trade may reflect endogeneity
that we could not remove in the freedom-level regressions. More definitively, what we can
take away from these results is their striking similarity to those for geographic neighbors.
The spatial coefficients in both models for geography and trade are always highly significant
and between 0.2 and 0.3. This closeness strengthens our confidence that we have correctly
identified the extent of capitalism’s contagion.

Although islands pose no special problem in the trade regressions, since we reestimated

our panel that analyzed freedom’s spread through geography on a subsample excluding
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islands to check for consistency across our estimates, we do so here as well to ensure the
robustness of our trade results for this subsample. Table 6 presents these estimates, which
like for geography are nearly identical to those we find using the full sample. In the complete
specification in column 4 that excludes islands from the sample, depending on the spatial
model we use, the spatial coefficients are between 0.2 and 0.3. Our results are robust.
Between 20 and 30 percent of the average level of economic freedom in the nations a country

imports from spills over onto the importing country.

6.2 Changes in Freedom

Next we consider if changes in economic freedom spread through trade. Table 7 presents our
results using the full sample of countries. What stands out here is the consistency of the
spatial estimates. In all specifications for both models, changes in economic freedom spread
between trading partners by about 0.20 to 0.30—or 20 to 30 percent. The spatial coefficients
and LM tests again confirm the presence of highly significant spatial dependence in all of
our freedom-change trade specifications.

Notably, the spatial coefficient in the fully-specified SEM model remains about 0.3, its
size in the freedom-level regressions for trade. Since endogeneity is less likely to affect our
freedom-change regressions for trade than our freedom-level regressions for trade, this makes
us less suspicious that reverse causality is responsible for the slightly stronger spread of
freedom through trade compared to geography mentioned above.

In Table 8 we rerun our change regressions for trade excluding islands from the sam-

ple. The results are nearly identical. The spatial coefficients are highly significant in all
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specifications for both models and have the same size as before: 0.205 in the fully-specified
SAR model and 0.295 in the fully-specified SEM model. Taken together, the trade results
are strongly robust and deliver highly consistent estimates that mirror those for geography.
About 20 percent of countries’ average geographic neighbors’ and trading partners’ levels
and changes in economic freedom spread to them. Capitalism is in fact contagious, though
this contagion is not as strong as U.S. or Soviet foreign policy concerns during the Cold War,

for instance, seemed to suggest.

7 Spreading Economic Freedom Through Intervention

7.1 U.S. Military Occupation

A natural question that arises in light of these results is whether freedom spreads differently
when its source is foreign military intervention. Can, for example, U.S. occupation abroad
in strategic, less free countries spark similar freedom spillovers to other countries in the
region? This question is especially interesting to consider given the controversial foreign
policy guiding America in the Middle East.

On the one hand, U.S. foreign policy past and present displays tremendous faith in the
ability of military occupation to improve economic freedom abroad. According to proponents
of this policy, military intervention is needed to exogenously provide economic freedom to
countries that refuse to provide it internally. The failure to internally reform could be
because of a tyrannical government that refuses to do so, such as was argued in the case of

U.S. occupation of Panama, Haiti, and Iraq, or because of civil conflict, as was argued in
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the case of U.S. occupation of Somalia in the early 1990s. In such cases, advocates argue,
exogenous institutional imposition through military occupation is the only way to improve
freedom in the unfree country, enabling freedom to spread throughout the region.

On the other hand, recent research that examines the transportability of institutions
across countries, as well as the experiences international development agencies such as the
IMF and World Bank over the past 15 years, suggests that institutions have difficulty ‘stick-
ing’ where outsiders try to exogenously impose them abroad. When institutions that promote
greater economic freedom emerge endogenously, for instance per the channels discussed in
Section 2, they tend to take hold in the nation they emerge in and, as our results above
suggest, spread greater freedom to geographic neighbors and trading partners. On the other
hand, where these institutions are exogenously imposed in foreign countries, their rate of
successful take-hold tends to be much weaker.

Researchers have offered a number of explanations for this pattern. Easterly (2002, 2006),
for example, argues that weak or perverse incentives of foreign aid recipients in the developing
world prevents them from genuinely committing to institutions of greater economic freedom.
North (1990, 2005) suggests that institutions of improved freedom cannot be exogenously
imposed abroad with success in most instances because of institutional path dependence
rooted in both economic factors and culturally-embedded mental attitudes that must undergo
change before new institutions can take hold.

Hayek’s (1994) arguments related to local knowledge have also been used to explain the
general failure to exogenously impose institutions of greater freedom in unfree countries.
According to this view, foreign institutional designers and implementers simply don’t have

the required knowledge of local circumstances to effectively transplant new institutions in
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distant, largely unknown societies. Similarly, Coyne (2007), and Boettke, Coyne and Leeson
(2008) argue that institutional stickiness depends upon proposed new institutions’ relation-
ship to previously-existing, informal institutional arrangements. Where a new proposed
institution is inconsistent with these arrangements, it will not take hold. Existing informal
institutional arrangements severely constrain the degree to which new, exogenously-imposed
institutions can deviate from the institutions already in place in the host country. Sub-
stantial institutional reforms that would improve economic freedom must therefore emerge
endogenously rather than exogenously.

For these reasons, exogenously-imposed institutions of greater economic freedom may
take hold only weakly or not at all in the foreign countries they are transported to. If this is
the case, any attendant increase in economic freedom resulting from exogenous institutional
imposition may spread only very weakly, or not at all, to neighbors. Thus, military occupa-
tions by countries such as the United States that attempt to increase economic freedom in
repressed countries like Iraq may be unable create contagious freedom like the endogenously-
generated sort, which spreads between countries.

On the other hand, there are a few notable examples of exogenous institutional imposition
that clearly were successful. The most obvious of these are Germany and Japan, which the
U.S. occupied for some years immediately following WWIIL. In both countries, institutions
of greater economic freedom were successfully transplanted, evidenced by their persistence
to this day. The strength of pro-freedom take-hold in Germany and Japan suggests that
freedom-creating occupation can be successful and at least in principle generate increases in
freedom strong enough to potentially spread to other countries.

To examine these issues we consider instances of U.S. military intervention abroad with
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the stated goal of achieving greater economic freedom in the occupied country, and hopefully
the greater region it exists in. Lawson and Thacker (2003) identify three cases of U.S. military
occupation related to this goal since 1985 when our panel begins. Data limitations allow us
to consider two of them: Panama, which the U.S. occupied in 1989 and exited in 1995, and
Haiti, which America occupied in 1994 and left in 1996.

U.S. occupation clearly has the geography contagion channel in mind rather than the
trade channel. So, to investigate the effectiveness of military intervention in spreading free-

dom, we use our spatial model for geographic neighbors. Specifically, we estimate:

F, = a+pWF;+F, 138, + Xyw + Panamaf,

+Haitif$5 + o PanamaW pFy p + 0HaitiW g ¥, g + v, (3)

where Panama and Haiti are binary variables for Panama and Haiti that measure
whether U.S. occupation successfully increased economic freedom in Panama and Haiti.
These variables are equal to one if a country is Panama or Haiti respectively in a year follow-
ing the end of U.S. military occupation in that country, and zero otherwise. PanamaW pF; p
and HaitiW g F, i are interaction terms that measure the spread of economic freedom post-
U.S. intervention in Panama and Haiti’s geographic neighbors.

W p and Wy are spatial weight matrices for Panama and Haiti respectively. W p contains
only Panama’s geographic neighbors, and Wy contains only Haiti’s geographic neighbors.
Fp and Fy are matrices that contain economic freedom in Panama and Haiti’s geographic
neighbors respectively for years following the end of U.S. military occupation in Panama

and Haiti. W is the world spatial weight matrix covering all other countries in our sample
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and F is the economic freedom matrix for these countries. p is the world spatial coefficient,
which measures the spread of freedom between all countries except Panama, Haiti, and their
neighbors. ¢ and 6 are Panama and Haiti’s respective “intervention spatial coefficients,”
which measure the spread of freedom following U.S. occupation in Panama and Haiti to
their geographic neighbors.

We use the SAR model to estimate the effectiveness of spreading economic freedom
through U.S. military occupation. The SEM model is inappropriate here for several reasons.
First, it presents obstacles for constructing the spatial weight matrices for our interaction
terms. Second, it has not produced substantially different estimates from the SAR model in
our previous regressions. Finally, the SEM model does not allow for unambiguous interpre-
tation in this case.

In contrast, the significant benefit of using the SAR model here comes from the straight-
forwardness of interpretation. If U.S. military intervention successfully increased economic
freedom in Panama or Haiti, the dummy variables Panama and H aiti should be positive and
significant. Panama, Haiti, and their geographic neighbors are excluded from the world spa-
tial weight matrix. Instead the spread of freedom from Panama and Haiti to their neighbors
is captured through the interaction terms, which include separate spatial weight matrices for
both countries that include only their geographic neighbors. We can therefore interpret the
coefficients on these interaction terms as the total contagion effect of U.S. military occupation
in Panama and Haiti. If U.S. military intervention affects the spread of economic freedom
in Panama and Haiti’s respective regions in the way that economic freedom spreads when it
is the result of endogenously-created economic freedom, the intervention spatial coefficients

should be positive and significant.
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Another nice feature of the SAR model here is that we can directly compare the size of
the intervention spatial coefficients, o and 6, which tells us the rate of freedom’s spread when
it is the result of U.S. military occupation, with the size of the global spatial coefficient, p,
which tells us the rate of freedom’s spread when it is results from endogenous forces. If U.S.
military intervention leads economic freedom to spread more strongly than its endogenous
rate, o and 6 should be larger than p, and vice versa. Alternatively, freedom may spread at
the same rate whether its source is exogenous or endogenous, in which case we should expect
roughly equal coefficient sizes between ¢ and 6, and p.

Table 9 presents our results. The coefficient on the Panama and Haiti dummies are both
positive and significant, suggesting that economic freedom in Panama and Haiti did in fact
increase following U.S. military occupation. In Figure 2 we display this graphically. Here
we include Panama and Haiti’s economic freedom scores for all available years. These are
five-year intervals until 2000 and then annually for the next three years. The dashed vertical
lines mark the period of U.S. occupation in each country.

As the Figure displays, the U.S. government spent significantly more time attempting
to increase freedom in Panama than it did in Haiti. It is easy to see in both graphs that
economic freedom is higher after U.S. occupation than before it. In the case of Panama,
the increase in economic freedom is quite dramatic, though it appears that freedom was on
the rise in Panama well before U.S. intervention. In Haiti, the rise in economic freedom
is not nearly as strong, but the increase’s timing corresponds closely to the timing of U.S.
intervention. The movement of economic freedom before, during, and after U.S. intervention
in Haiti makes a much more compelling case that American occupation is responsible for

improved economic freedom than in Panama.
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However, returning to Table 9, things are not so optimistic for freedom’s spread through
U.S. occupation. Although the intervention spatial coefficients are positive, they are insignif-
icant and considerably smaller than the global spatial coefficient. This finding is broadly
consistent with the ‘institutional stickiness’ reasoning discussed above. While U.S. occupa-
tion of Panama and Haiti increased each country’s economic freedom, its weakness resulting
from its exogenous source created only a very weak (positive but insignificant) contagion
effect. Notably, the global spatial coefficient (p) is nearly identical to our previous results:
highly significant and close to 0.2.

This suggests that economic freedom in Panama and Haiti created exogenously by U.S.
occupation is not contagious like our previous analysis indicates endogenously-created eco-
nomic freedom is. If these results can be generalized, they imply that American occupation
does not create the freedom domino effect in repressed regions hoped for by U.S. leaders.
On the other hand, if the goal of American leaders is simply to increase economic freedom
in isolated nations, these results provide limited support that at least in some cases U.S.

intervention is effective.

7.2 Iraqi Freedom and the Middle East

Although our findings above suggest that freedom is not contagious when it is the result
of U.S. military occupation, it is interesting to explore what impact the U.S. occupation
of Iraq would have on freedom in the Middle East if it were able to improve Iraqi freedom
and generate freedom that is contagious. Using the spatial coefficient estimates from our

geography and trade regressions, we simulate the effects of a successful U.S. occupation of
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Iraq on Middle Eastern economic freedom.

Our simulations allow economic freedom to spread its rate when it is the result of en-
dogenous freedom-enhancing reforms identified in our freedom change-regressions for both
geography and trade in Tables 3 and 4, and 7 and 8 respectively. This rate was &~ 0.20 in the
case of geographic spread and = 0.30 in the case of freedom’s spread through trade. This
establishes an upper and lower bound for the strength at which an increase in freedom in
one country spreads to its neighbors based on our previous results.

We perform two simulations that replicate the impact of an increase in Iraqi freedom on
freedom in the Middle East. Both simulations replicate the dynamics of our freedom-change
spatial model of geographic spread. Recall that these dynamics are similar to the ripples
that spread throughout a pond when a stone is dropped in it. The ‘stone’ in this case is U.S.
occupation that generates freedom-enhancing ripples, the pond is the Middle East, and the
stone’s entry point is Iraq. The spread dynamics in the spatial model are different, however,
in that unlike a stone dropped into a pond, which creates unidirectional ripples, in the spatial
model, ‘freedom ripples’ move bidirectionally.

In the first ‘round’ of spread, a fraction of the increased freedom in Iraq resulting from
successful U.S. occupation (determined by p) spreads to Iraq’s first-order (contiguous) neigh-
bors. In the second round, a fraction of these countries’ increase in freedom spreads to their
neighbors, which include Iraq and others. Thus, countries receive ‘freedom feedback’ as
the increase in freedom makes its way across the region. In the third round, a fraction of
these nations’ increase in freedom spreads to their neighbors, and so on throughout the Mid-
dle East. The size of the freedom boost each nation receives from its neighbors’ increased

freedom diminishes in strength in each round of the spread, until after enough rounds the
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compounding rate of decay causes the freedom ripples to die out. When this point is reached,
countries no longer experience increases in their freedom from the initial catalyst of increased
Iraqi freedom. In our simulations this takes ten rounds.

Our simulations include all countries in the ‘traditional Middle East’: Egypt, Saudi
Arabia, Yemen, Oman, United Arab Emirates, Qatar, Jordan, Israel, Lebanon, Syria, Iran,
Turkey, Kuwait, and Iraq.!! The first simulation lets occupation-created increases in freedom
spread at the same rate as endogenously-created increases in freedom through geography,
~ 0.20. For this simulation we assume that U.S. occupation of Iraq initially causes Iraqi
economic freedom to increase 3.5 points. To put an improvement of this size in perspective,
consider the fact that it is 13 percent larger than the increase communist China would require
to become as economically free as the United States.

Our second simulation lets occupation-created increases in freedom spread at the same
rate as endogenously-created increases in freedom through trade, ~ 0.30. In this simulation
we assume that U.S. occupation of Iraq initially causes Iraqi freedom to increase four points.
To put a freedom increase of this magnitude in perspective, consider the fact that such a
change in economic freedom would be about 2.5 percent bigger than the largest recorded
increase in economic freedom in the world over any period of time—a record currently held
by Uganda, which as noted previously has increased in freedom 3.9 points over the past
30 years. Thus, our simulations consider the absolute best conceivable outcome of U.S.
occupation in Iraq. In reality, a one point increase in Iraqi freedom following American

occupation would be enough for most observers to count the mission, at least in terms of

U Two islands are also typically included in the ‘traditional Middle East’: Cyprus and Bahrain. We
exclude these from our simulation, however, since they have no contiguous geographic neighbors, they could
be included, though they would receive values of zero in Table 10, and have no impact on our results.
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freedom, wildly successful.

Table 10 presents the resulting changes in economic freedom in each country in the Middle
East and the average regional change for both simulations. The results are not promising for
those who hope to increase freedom in the Middle East through increasing freedom in Iraq.
In both simulations, even assuming highly unrealistic improvements in Iraqi freedom as a
consequence of American occupation, the impact on each country and the average Middle
Eastern nation is very small.

In column 1, where we use the 0.20 spatial coefficient and assume an occupation-caused
increase in Iraqi freedom of 3.5 units, the greatest freedom beneficiary (after Iraq) is Iran,
whose freedom increases only 0.38 units. As one would expect, the biggest beneficiaries
of Iraq’s improved freedom are Iraq’s first-order neighbors, with the benefit weakening as
countries become separated from Iraq by an increasing number of countries. As one would
also expect, countries with fewer geographic neighbors also receive a larger benefit from
Iraq’s increase in freedom since they have fewer neighbors to dilute the impact of Iraq’s
improvement on their own change in freedom.

Note that Iraq’s overall freedom increase is 3.55—larger than the occupation-caused ini-
tial jump in Iraqi freedom of 3.5. This is because of the pro-freedom feedback discussed
above that spreads back to Iraq through bidirectional freedom flows when Iraq’s initial in-
crease in freedom spreads to its neighbors. In the last two lines of column 1 we present
the overall, average regional increase in freedom resulting from successful U.S. occupation
of Iraq. Including Iraq’s improvement in freedom, the average increase in Middle Eastern
freedom is only 0.37 points. Excluding Iraq, it is only 0.12 points. To put the smallness of

this average change in perspective, it is less than a third of the freedom difference between
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the United States and Canada.

Column 2 presents the results of our simulation that uses the 0.30 spatial coefficient
and assumes an occupation-caused increase in Iraqi freedom of four units. Iran is again
the largest beneficiary in the Middle East of Iraq’s improvement. It’s freedom increases
about 0.70 units, a more respectable, but still rather small improvement. More importantly,
however, the average freedom increase in a Middle Eastern country remains extremely small.
Including Iraq, the average freedom increase in the Middle East is 0.51 units. Excluding
Iraq, it is only 0.24 units. To put the smallness of this change in perspective, it is about 2/3
of the freedom difference between the United States and Canada.

These results suggest that even if U.S. occupation in Iraq created contagious freedom
that spread with the same strength as endogenously-created improvements in freedom, which
our findings in Table 9 suggest it does not, and U.S. occupation created unprecedented
improvements in economic freedom in Iraq, occupation would still have only a small impact
on economic freedom in the Middle East. Freeing Iraq does not appear to be an effective

strategy for freeing the region.

8 Concluding Remarks

The history of global foreign policy is strongly grounded in the idea that economic freedom
or repression spreads between countries. The contagious capitalism model has explicitly or
implicitly guided foreign policy for some of the most important global events in the 20th
and 21st centuries. Though world leaders rarely explicitly identify the mechanisms by which

economic freedom or repression is supposed to be contagious, their actions and rhetoric
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suggest two chief channels through which this allegedly happens: geography and trade.

This paper investigated both of these potential channels of spreading economic freedom.
We searched for spatial dependence in economic freedom between geographic neighbors and
trade partners using a panel of more than 100 countries between 1985 and 2000. Our results
confirm that capitalism is contagious through both geography and trade. Furthermore, we
found that capitalism is contagious in levels and changes.

Significantly, economic freedom spreads at about the same rate through both geography
and trade, in both levels and changes. Countries “catch” about 20 percent of their average
geographic neighbors’ and trading partners’ levels and changes in economic freedom. This
result is remarkably robust and remains after controlling for persistent institutional and other
features of countries, such as colonial origin, legal origin, ethnolinguistic fractionalization,
and continent membership. It is also true regardless of the spatial dependence model used
to estimate freedom’s spread, with and without islands in our sample.

Although these results provide strong evidence that freedom spreads, they also suggest
freedom does not spread as strongly as the domino theory behind U.S. and Soviet foreign re-
lations during the Cold War suggested. Substantially affecting economic freedom in a region
requires relatively large differences in freedom in key countries. The idea that capturing the
friendship or alliance of a few major nations would substantially alter the state of economic
freedom in the rest of the region does not appear to be correct.

Additionally, we explored whether U.S. military intervention also creates contagious cap-
italism. Although this analysis draws on only a small number of cases, our results suggest
that, unlike endogenously-created economic freedom, occupation-created economic freedom
does not spread to neighboring countries. While our investigation of U.S. intervention in
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Haiti and Panama found some evidence that American occupation increased economic free-
dom in Haiti and Panama, this freedom did not spill over onto other countries in these

nations’ regions.
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A Appendix

Sample Countries

Country Geog. Trade Isld.* Country Geog. Trade Isld.* Country Geog. Trade Isld.*
Algeria X X Hong Kong X X S. Africa X X
Argentina X X Hungary X X S. Korea X X
Australia X X X Iceland X X X Spain X X

Austria X X India X X Sri Lanka X X X
Bahamas X X X Indonesia X X Sweden X X
Bahrain X X X Iran X X Switzerland X X
Bangladesh X X Ireland X X Syria X

Barbados X X X Israel X X Taiwan X X X
Belgium X Italy X X Tanzania X X

Belize X X Jamaica X X X Thailand X X

Benin X X Japan X X X Togo X X

Bolivia X X Jordan X X Trin. & Tob. X X X
Botswana X Kenya X X Tunisia X X

Brazil X X Kuwait X X X Turkey X X
Burundi X X Luxembourg X Uganda X X
Cameroon X X Madagascar X X X U. Arab Em. X X X
Canada X X Malawi X X UK X X

Chile X X Malaysia X X USA X X

China X X Mali X X Uruguay X X
Colombia X X Malta X X X Venezuela X X

Congo, Dem. R. X X Mauritius X X X Zambia X X

Congo, Rep. of X X Mexico X X Zimbabwe X X

Costa Rica X X Morocco X X

Cote d’Ivorie X X Myanmar X X

Cyprus X X X Nepal X X

Denmark X X Netherlands X X

Dominican Rep. X X New Zealand X X X

Ecuador X X Nicaragua X X

Egypt X X Niger X X

El Salvador X X Nigeria X X

Fiji X X X Norway X X

Finland X X Pakistan x X

France X X Panama X X

Gabon X X Paraguay X X

Germany X X Peru X X

Ghana X X Phillipines X X X

Greece X X Portugal X X

Guatemala X X Senegal X X

Haiti X X Sierra Leone X X X

Honduras X X Singapore X X X *Includes ‘data islands’
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Figure 1. Spatial Dependence and Economic Freedom

[]1.7-45 []46-5 51-6 We1-79

[]24-48 []47-53 54-66 [l 67-85

46




Figure 1 (cont.) Spatial Dependence and Economic Freedom
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Figure 2. The Effects of Intervention: Economic Freedom in Panama and Haiti
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