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government bureaucrats. Turning hidden
capital into invested capital thus requires
a great leap of trust by investors, and this
usually only happens in stable business
environments offering sound property rights,
the impartial application of just laws, and
good economic policy.

5. Economic openness can help
poorer countries catch up faster

FINDING: Economies in which foreign
investment and trade play a greater role
grow more rapidly than closed economies.

INSIGHT: Many of the factors we studied
have a simple relationship with economic
growth. Increases in capital and education
contribute directly to the value of physical
andhuman capitalandthusdirectlyincrease
economic output. Poor governance and
excessive bureaucracy impose costs on
business and thus restrain growth. Foreign
investment and trade are different. We
measured these factors as a percentage
of economic output -- that is, we measured
their relative weight in an economy, not
their direct contribution to output.

The analysis revealed a strong relationship
between the weight of foreign trade and
investment and long-term growth. This is
because openness helps poorer countries
catch up. Exposure to foreign trade and
investment countries to
adopt, in a matter of a few years, certain
technologies, skills, and business methods

enable poor

that required generafions to develop in
the Foreign direct
investment in particular is doubly beneficial:

industrialised nations.

Economic openness
produces a boost

for growth in poorer
countriess

not only does it provide much-needed
invested capital (see Principle 4 above), it
also facilitates the transfer of advanced
skills and technology.

Countries that rely
on foreign aid or resource
exports for large portions

of theirincome tend to
grow more slowly

6. Dependence on commodity
exports and foreign aid can
undermine a country’s financial
prosperity

FINDING: Two of the factors we tested
-- commodity exports as a percentage
of national income and foreign aid as a
percentage of national income -- had
strong negative relafionships with long-term
economic growth.

INSIGHT: That more money could ever be
impoverishing seems counterintuitive. But
the statistical evidence shows that countries
that rely on foreign aid or commodity
exports for large portions of their income
tend to grow significantly more slowly
than other countries. (Commodity exports
include oil and gas, minerals such as gold
or copper, and agricultural commodities
such as coffee.) In the case of commodity
exports, the negative impact on growth
arises partly due to economic distortions --
for example, inflows of funds from oil exports
cause exchange rate appreciation that
undermines the competitiveness of other
economic sectors. It also arises through
political effects, as oil exports have been
shown to correlate with violent civil conflicts
--in part because these conflicts are often
funded by such exports, as in the well-
documented case of “conflict diamonds”.
Nonetheless, commodity exports do not
have to be a curse. As Norway, a top-

“Agriculture, manufactures,
commerce and
navigation, the four pillars
of our prosperity, are then
most thriving when left
most free to individual
enterprise.”
~ Thomas Jefferson, 1801 ~
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ranked country in our Index, has shown,
oil revenues that are invested responsibility
can help drive growth and foster high levels
of wellbeing.

In the case of foreign aid, the negative
impact on growth likewise comes through
multiple channels: (1) as with commodity
exports, there can be exchange rate
effects; (2) local markets can be distorted
by the inflows of funds -- for example, the
most talented local workers often leave
private business to work in well-paid aid
projects; and (3) the quality of governance
can be undermined as political leaders
are incentivised to exploit their control
over aid funds to distribute patronage
to supporters, instead of focussing on
delivering high-quality government services

and economic growth.

7. Reducing the burden of
bureaucracy can significantly
increase economic growth

FINDING: Tests of the World Bank’s
“Doing Business” indicators show a strong
correlation with economic growth rates.

INSIGHT: The World Bank has developed
an objective indicator of the burden that
bureaucracy imposes on businesses, by
measuring, in more than 100 countries
worldwide, the cost and tfime required
to establish a new company, the cost of
registering property, the difficulty of hiring
and firing workers, the cost of enforcing
contracts, and so on. Because this indicator
is relatively new it is not possible to assess
its impact on historical rates of growth.
However, tests on the most recent five years
of data find the impact of bureaucracy to
be strong -- second only to the impact of
capital investment. This suggests that the
World Bank’s annual updates on which
countries have done the most that year to

reduce the burden of bureaucracy are well
worth watching.

The World Bank’s annual
updates on which
countries have done the

most that year to reduce
burden of bureaucracy
are well worth watching

8. For citizens of rich countries
that wish to maximise

life satisfaction, the main
challenges are posed by social
ills and the “miserable minority”

FINDING: the
world’s richest countries (those with an
average income per person greater
than US $15,000) find that the statistical
relationships
and factors such as strength of social

Tests on data from

between life satisfaction
communities, unemployment, and leisure
time, are much stronger than the relationship

between life satisfaction and income.

INSIGHT: In all rich countries, people on
average report that they are satisfied with
their lives. This does not, however, mean
that there is no room for improvement. Rich
countries do exhibit substantial variation
in average levels of life satisfaction. This
variation is driven by factors such as a lack
of trust in others (which can be caused by a
lack of active social, religious and political
organisations -- so-called “social capital”),
high divorce rates, declining leisure time,
and unemployment.

Some of these issues are arguably
influenced by government policy, but others
are a matter of individual choice -- it has
long been said that wealth poses a more
difficult test of a person’s character than

poverty, as wealth offers more choices, for

“Prosperity demands
of us more prudence
and moderation
than adversity.”
~ Cicero ~

For the richest
countries, factors such
as trust, unemployment,

and leisure are more

important than a narrow

focus on income




LEGATUM INSTITUTE
FOR GLOBAL DEVELOPMENT

2007 LEGATUM PROSPERITY INDEX

good and for ill, and therefore needs to be
managed responsibly. As far as government
policy is concerned, a central concernis the
“miserable minority”. Because most people
in rich countries report high levels of life
satisfaction, a key differentiator in national
average life satisfaction is the relatively small
number of people who report extremely
low levels of life safisfaction -- including the
mentally il and the unemployed.

9. For rich countries that wish
to maximise their wealth,
innovation and competition
are crucial

FINDING:
countries (countries with an average
than US
competition

Tests on data from rich
income per person greater
$15,000) find that

commercialisation of innovation increase

and

long-term economic growth.

INSIGHT: Rich countries tend to have
uniformly excellent economic policies,
education, and capital investment, when

compared to the rest of the world. This is

unsurprising -- had they not achieved such
excellence theywould notberich. Asaresult,
there is little variation among rich countries
in these factors, and the vast majority of
their growth tends to be accounted for by
natural economic processes.

Yet, there are some things rich countries
can do to improve their growth at the
margins. Notably, our tests show that when
rich countries are compared against their
peers, those with deregulated and highly
competitive domestic markets grow more
quickly. Switzerland, which was the world's
richest country in 1990, has recently grown
slowly because over-regulation has led to
higher costs and lower productivity in sectors
such as utilities, food products, construction,
and education.

Another boost to rich-country growth
comes from commercialising innovative
technologies. Our tests were unable to
identify a clear benefit to innovation itself
-- some counfries with great success in
producing patents or scientific research
have grown slowly in recent years. However,
countries that succeed in commercialising
innovation (as measured by high levels of
high-technology exports) do grow faster
than their peers.

In rich countries,

commercialising

innovation and
encouraging

competition can
increase long-term
economic growth
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Of Parking Tickets And Justice

Two scholars recently published a paper on a topic not often
considered: the number of parking violations incurred by United
Nations diplomats posted from around the world. The results
were embarrassing for many countries, and also fascinating,
because during the period the scholars studied, there were no
penalties for diplomats who violated New York parking laws.
Hence the data might be said to reveal the degree to which
people will obey the law even in the absence of punishment.

Diplomats from countries with strong legal systems and low
levels of corruption, including Norway, Canada, Sweden and
Denmark, incurred no parking tickets despite the total absence
of penalties for doing so. Diplomats from countries with high
levels of corruption and weak rule of law, by contrast, incurred
large numbers of tickets. This continued to be the case even
when the results were adjusted to reflect differences in levels
of both personal and national income (more corrupt countries
also tend to be poorer and have more poorly-paid diplomats).

It seems that in countries with strong legal systems, a respect for
the law becomes a “social norm”, to use the phrase preferred
by academic researchers. That is to say, people are not simply
law-abiding due to fear of punishment, but have so internalised
the laws as to have become voluntarily “lawful” and act in a
manner that reflects an internal compass, and thus will continue
to obey laws even when punishments do not exist.

These factors also correlate strongly with life satisfaction.
Perhaps because people living in lawful countries benefit
from a shared contribution toward an expectation of justice,
countries whose diplomats incurred fewer parking tickets
tended to record higher levels of average life satisfaction. By
contrast, countries with large numbers of violations, such as
Egypt. Bulgaria, and Zimbabwe, tended to have weak legal
systems, high levels of corruption, and citizens who report low
average levels of satisfaction with their lives.
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A FOCUS ON PRINCIPLES

The inquiry into the roots of prosperity has been ongoing
for hundreds of years. While our understanding of the
determinants of both material wealth and life satisfaction
has increased by leaps and bounds, much remains
unknown. We intend the Legatum Prosperity Index to
be an ongoing enterprise that reflects our evolving
understanding and is to be revised as this develops.

This analysis, especially the rankings of
countries, should not be read as a precise
evaluation of countries’ relative success
or failure, but rather as an effort to offer
insights into the elements which contribute
to creating fulfilled lives and prosperous
societies. Although our analytical techniques
statistical

data, any analysis stretching

are rooted in research on
historical
across so many countries and years is not
undertaken for the purposes of precision so
much as to elucidate trends and principles.
We thus hope that the study provides some
useful insight as to where, in principle, we
can choose to do better in enhancing the
material wealth and life satisfaction which

define our prosperity.

Researchers, policymakers and the curious
are welcome to examine the results for their
countries and others on our website, www.
prosperity.org. A full set of data and analysis
tools are available for all 50 countries in the
Index, and many more besides. (We have
Life Satisfaction results for 68 countries, and
Material Wealth results for 98 countries,
including many in Africa, where increasing
material prosperity is a critical priority.)

These results are intended to be used
as a diagnostic tool, to identify areas
where focused effort may reap significant
rewards. However, knowing that a country
has a relatively low level of invested capital
is not the same as knowing the cause

We intend the Prosperity
Index to be an ongoing
enterprise that reflects our

evolving understanding

and is to be revised
as this develops
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On our website, we
have posted additional
Material Wealth results

for 98 countries, including

many in Africa, where
increasing prosperity
is a critical priority

of the deficiency or how to remedy this
deficiency, and the solutions will vary from
country to country depending on context.
While
average across countries, produce a jump

increasing one factor may, on
in life satisfaction, the exact effect in each
country will again depend on its cultural,
legal, political, religious, and economic
context.

We hope, however, that our analysis of
the historical data, the basic prosperity
principles we have identified, and the results
for individual countries will prove useful
to those who are concerned about the
prosperity of their own country and of other
countries around the world. Notably, at the
present moment, no country scores well in
every category.

For rich countries we see a significant
challenge of moving from a historical focus
on economic growth to a broader focus
on the human and social factors that have
a stronger impact than income on the life
satisfaction of their citizens.

Ironically, the response to this challenge
cannot be government-led, but must be
citizen-chosen, because so many of these
issues are a matter of individual choice. The
statistical evidence on the importance of
freedom of choice reveals that attempts
to impose “correct” social choices on
individuals will paradoxically create, on

balance, highly detrimental effects on life

satisfaction. Thus, unsurprisingly, the two
countries with the highest Life Satisfaction
scores (New Zealand and the United States)
have notably free societies with limited
government intervention, compared to
peer countries.

For poor countries we see an equally
great challenge of maintaining traditional
social
economic deficiencies that are in many

cases at least partially the result of historical

strengths while remedying clear

influences or geographic provenance. If
the 2007 Prosperity Index provides useful
insights to the global community in how to
help each other fulfil our potential, then it
will have served its purpose. We may inherit
our history, but we can choose our future.

We hope that the
2007 Prosperity Index
provides useful
insights to the global
community in how

to help each other

fulfil our potential,
and in so doing,

realise our dreams

“Prosperity is what allows
every individual to develop

his unique personality
and potential.”
~ Bryan Caplan ~
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GLOSSARY OF KEY TERMS

Better Education
The average number of years of secondary education completed per person. More
education corresponds to faster growth.

Commercialisation of Innovation
Exports of innovative high-technology goods as a percentage of GDP. More high-
technology exports correspond to faster long-term economic growth.

Community Life

Survey on the degree to which one believes that most people can be trusted. This has
been shown to correlate strongly with the strength of community, social, political and
religious organisations — so-called “social capital”. More social capital corresponds with
higher levels of life satisfaction. Due to limitations on data availability this factor was only
tested in countries with average incomes per person in excess of US $15,000.

Competitive Markets
The ratio of prices fordomestically-traded goods and services to the prices forinternationally-
traded goods and services. Alower ratio indicates that domestic markets are as competitive

as global markets and corresponds to faster growth.

Costs of Bureaucracy
The costs of starting a business, registering property, enforcing contracts, dealing with

licences, and so on. Lower costs of bureaucracy correspond to faster economic growth.

Dependence on Commodity Exports
Natural resource exports as a percentage of GDP. Greater dependence on resource
exports corresponds to slower growth.

Dependence on Aid
Foreign aid as a percentage of GDP. Greater dependence on foreign aid corresponds to

slower growth.

Divorce
The divorce rate per thousand marriages. Higher divorce rates correspond with lower levels
of life satisfaction.

Economic Openness
The average of foreign direct investment and foreign trade as a proportion of GDP. More
foreign trade and investment corresponds to faster growth.
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Equal Opportunity

Percentage of women in parliament reflecting the degree to which opportunities are
widely distributed in society (in that historically disadvantaged groups can achieve high
political office). Wider distribution of opportunities corresponds with higher levels of life
satisfaction.

Free Choice

Survey on the degree to which one believes one has freedom of choice and the ability to
control one’s own life. Greater feelings of freedom of choice very strongly correspond with
higher levels of life satisfaction.

Good Health
Average life expectancy adjusted for the presence of debilitating disease. Better health

strongly corresponds with higher levels of life satisfaction.

Good Governance

Newspaper circulation per capita (a measure of freedom of the press) and the black
market exchange rate premium (a measure of quality of economic policy). More freedom
and better policy correspond to faster growth. These measures were used in our statistical
testing because historical data on governance are not available. Index rankings for this
year are calculated using governance data compiled by the World Bank.

High Income
Average income per person measured at purchasing power parity. Greater income per
person corresponds with higher levels of life satisfaction.

Invested Capital
The value of fixed capital (e.g. factories, machine tools) per worker, measured amongst
the population aged 25-65. More invested capital corresponds to faster growth.

Life Satisfaction

The degree to which people report they are satisfied with the lives they lead, as measured
in surveys such as the World Values Survey. The Life Satisfaction section of the Prosperity
Index measures countries’ relative performance on the factors found to increase or diminish
average national life satisfaction.

Material Wealth

Average annual income per person, approximated using output per capita (GDP) at
purchasing power parity. These data are regularly compiled by the International Monetary
Fund. The Material Wealth section of the Prosperity Index measures countries’ relative
performance on the factors found to drive or restrain long-term economic growth.
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Political and Civil Liberties
The level of political rights and civil liberties, as assessed by Freedom House. Greater political
freedom corresponds with higher levels of life satisfaction.

Prosperity
The degree to which a country achieves not only material wealth but also high average
levels of life satisfaction for its citizens.

Religious Faith
Survey of importance on “importance of God in one’s life”. Higher levels of religious faith
correspond with higher levels of life satisfaction.

Time for Leisure

Average working hours per week in non-agricultural jobs. Longer working hours correspond
with lower levels of life satisfaction. Due to limitations on data availability, this factor was
only tested in countries with average incomes per person in excess of US $15,000.

Unemployment
The unemployment rate. Higher unemployment rates correspond with lower levels of life
satisfaction.

Warm and Sunny Climate

Average annual temperature and rainfall, weighted by the proportion of the population
living in each climate zone. Warmer and sunnier climates correspond with higher levels of
life satisfaction.

Wellbeing
Well-rounded prosperity; the combination of material wealth and life satisfaction.

World Values Survey

A periodic survey consisting of more than 200 questions regarding cultural issues, including
life satisfaction and religious faith, conducted in more than 50 countries worldwide. The
results are gathered using interviews with at least 1,000 people in each country, selected
to be representative of the country’s population as a whole. Results are available to the
public at www.worldvaluessurvey.org.
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We may inherit our history,

but we can choose our future
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