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THE LEGATUM INSTITUTE

Based in London, the Legatum Institute (LI) is an independent non-

partisan public policy organisation whose research, publications, and 

programmes advance ideas and policies in support of free and prosperous 

societies around the world.

LI’s signature annual publication is the Legatum Prosperity Index™, a 

unique global assessment of national prosperity based on both wealth 

and wellbeing. LI is the co-publisher of Democracy Lab, a journalistic 

joint-venture with Foreign Policy Magazine dedicated to covering political 

and economic transitions around the world.

PROSPERITY IN DEPTH

To complement the Prosperity Index, we commissioned 12 specialists  —

economists, political scientists, journalists—to provide additional 

analysis of selected countries.  Their studies vary from essays putting 

contemporary challenges into historical context (Iran, China, Mongolia) 

to up-to-the-minute surveys of the barriers to economic growth (Egypt, 

Japan, India) to controversial alternatives to the conventional policy 

interpretations (Iceland, Colombia, Vietnam). In each case they represent 

highly original work by distinguished experts that adds depth and insight 

to the statistical analysis of the Prosperity Index.
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FOREWORD

China’s spectacular economic ascent should not entirely surprise. After all, 

Taiwan, South Korea, Singapore and Japan have all gone much further from 

equally humble bases, and at roughly the same pace. But elsewhere in Asia, 

sustained growth went hand in hand with gradual political liberalization—indeed, 

encouraging liberalization was one major rationale for the US opening of trade 

with China in the 1970s. And elsewhere, increasingly free people determined the 

direction of modernization as their economies soared above subsistence.

But in China, the evolution of social and political institutions is still firmly under 

the thumb of Beijing’s unelected leadership. In fact, China’s government is 

increasingly preoccupied with the ill fit between economic advancement and 

authoritarian rule. This growing tension explains China’s 55th place ranking on 

the Prosperity Index, which is based on a mélange of excellence (it scores 11th 

on the Economy sub-index), mediocrity (67th on the Health sub-index)  and 

outright failure (101st on Safety & Security, 128th on Personal Freedom).

Here, Robyn Meredith, a Bloomberg Television correspondent in Hong Kong and 

the author of the book, The Elephant and the Dragon: The Rise of India and China 

and What it Means for All of Us, weighs the implications of these contrasts in what 

she calls post-revolutionary China’s ‘third phase’. She shares the optimism of the 

many analysts who believe that economic imperatives will keep nudging Beijing 

is the right direction. But she’s too careful a reporter to assume that free markets 

are a cure for all that ails.

Peter Passell, Editor
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� ird Time the Charm?
China Reinvents Itself

For much of the fi ve centuries in which China has showed its face 
to the West, foreigners have been preoccupied with how to make 

money in the Middle Kingdom. The dream seems especially vivid right 
now, in the aftermath of the global fi nancial crisis and hints that China 
itself is running out of steam. As the post-Mao economy enters a third 
phase of development, Beijing is encouraging the country’s 1.3 billion 
citizens to stop squirrelling away their money and to spend more of it.

But much more rides on this transition than the opportunity to sell 
another 100 Boeing Dreamliners or another 100 million iPhones. And 
it is crucial that the world not misunderstand the magnitude and 
delicacy of the task ahead as Beijing’s planners engineer a landmark 
change of direction.

First, as the economy moves into the big leagues, it will need to 
surmount a host of growing pains—challenges that are all the more 
daunting because China has grown too rapidly (and with too little 
input from the Chinese people) to build appropriate supporting 
institutions ranging from comprehensive pension and health care 
systems to sophisticated fi nancial markets that are able to contain 
bubbles and allocate capital to its most productive uses.

Second, China will need to change from a dazzlingly successful 
export machine to a balanced economy that both meets the needs of 
domestic consumers and plays a stabilizing role in the global economy. 

Third, China’s newfound economic power will likely create geopolitical 
tensions that must be managed carefully in order to prevent them from 
undermining the benefits of global economic integration—or even 
triggering a new cold war over scarce raw materials.

It is crucial that 
the world not 
misunderstand the 
magnitude and 
delicacy of the tasks 
ahead as Beijing’s 
planners engineer a 
landmark change of 
direction.
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FIRST PHASE: 1978–1989

Post-revolutionary China fi rst strayed from its ideological redoubt in 1978—
the year Deng Xiaoping cautiously led his impoverished nation away from 
29 years of central economic planning and state ownership. While one can 
point to some economics-related achievements under Mao—foremost, an 
investment in public health that dramatically increased life expectancy—the 
economy’s performance was, at best, choppy. Periods of rapid growth were 
punctuated by dramatic reversals as Stalinist planners ran off the rails in 
pursuit of Chairman Mao’s latest fantasies. And what growth there was 
came at an enormous and unnecessary cost because so much of the savings 
wrenched from the agricultural sector to build industry was wasted.

Back in 1978, state enterprises made up 78% of the China’s productive 
capacity, and collectives owned the rest. One billion human beings, 80% of 
China’s population, lived (and sometimes starved) on collective farms. Per 
capita income was around $500 in today’s purchasing power—and farmers 
consumed far less than that.

Deng Xiaoping was a pragmatist above all, building a durable political 
coalition within the ruling coterie that was prepared to experiment with 
the economy in ways that would have been deemed heresy under Mao, and 
then to expand on the successful initiatives. First, farmers were permitted 
to choose which crops to plant; later they were paid for what they grew on 
their own plots. And they were paid more generously, reversing a strategy 
developed by Lenin and perfected by Mao to extract every last crumb from 
agriculture in order to feed heavy industry. Agricultural production doubled 
in a decade, even as underemployed farm workers streamed to the cities.

Industrial reforms followed agricultural. Deng created special export zones 
with low taxes and little regulation, and welcomed foreign companies—
most of them initially from Hong Kong, Singapore and Taiwan. Wages were 
incredibly low, but so was productivity. (It seems that workers from China’s 
collectives initially had no idea that when the boss left the room, they were 
supposed to keep working.)

But they learned, and quickly. By 1984, special export zones were thriving 
in 14 coastal cities. China was still very poor, but Deng had put the country 
on a path to a mixed socialist–capitalist economy without sacrifi cing any 
political control.

Contemporary China’s first phase of development ended with a bang. 
As Eastern Europe awakened to the heady prospect of democracy in the 
spring and summer of 1989, tens of thousands demonstrated for a voice in 
governance in cities across China. Those demonstrations ended, of course, at 
Tiananmen Square on June 4th. Thousands were killed by their government in 
the repression.

Foreign investors paused after the US and other nations imposed diplomatic 
and economic sanctions on China. But not for long—which brings us to the 
period in which China became the factory to the world.

4
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SECOND PHASE: 1990–2008

Foreign direct investment in China took off, rising from $5 
billion in 1990 to $38 billion in 1995 to close to $100 billion 
annually by late in the last decade. Foreigners kept coming, in 
part because they hoped to sell their wares, but mostly because 
costs were low—and because China went to great lengths to 
welcome them. Beijing (correctly) viewed foreign business as the 
key to transferring the management techniques and advanced 
technology needed to leapfrog a long period of trial and error. 
What’s more, Beijing needed to fi nd jobs for tens of millions 
displaced by the agricultural reforms.

So foreign companies got tax breaks and land, conveniently 
cleared of villagers. They also got cheap wages and few 
restrictions on pollution or working conditions. All they had to 
do was employ Chinese and to turbocharge the climb up the 
production ladder from simple labour-intensive goods (apparel 
and toys), to consumer electronics, to machinery demanding 
complex industrial organisation, long supply chains and 
sophisticated process technology (cars and commercial aircraft).

In many cases, the red-hot export sector was less profi table than 
one might have imagined. For instance, even though iPads and 
iPhones are made in China, they’re almost entirely constructed from 
parts manufactured elsewhere. Indeed, according to the Personal 
Computing Industry Center at the University of California (Irvine) 
just 2% of an iPad’s value stays in China. (Even the iPad factories 
are owned by a Taiwanese company, Foxconn.) But those low-
value-added businesses do create a lot of jobs, and transfer a lot of 
engineering and managerial knowhow in the process.

By the end of its second phase of development, China had 
morphed from an agricultural backwater to the world’s second-
largest economy. In three decades, China had lifted 600 million 
people out of poverty—a stunning achievement. Peasants who 
lived most of their lives at subsistence (or below) have children 
who routinely earn close to $5,000 annually.

THIRD PHASE: 2008–?

Those impressive gains came from the fast economic growth 
made possible by the reforms. Indeed, ‘fast’ hardly captures it: 
From 1980 to 2008, per capita income, measured in terms of 
purchasing power, rose eleven-fold! But growth is no longer 
the only objective for Chinese political leaders; their goals have 
gotten more complicated. Nor, for that matter, is it clear that 
the Chinese economy could keep growing at anywhere near that 
pace without fundamental structural changes.

In three decades, 
China had lifted 600 
million people out of 
poverty—a stunning 
achievement. 
Peasants who lived 
most of their lives at 
subsistence (or below) 
have children who 
routinely earn close 
to $5,000 annually.
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Policymakers in Beijing understand that China faces two daunting 
challenges, one developmental and one demographic. The first is what’s 
been dubbed the “middle-income trap”: the vast majority of developing 
countries—more than 85% in the postwar era, according to the 
World Bank—get stuck in middle-income territory ($4,000–$12,000 
in today’s purchasing power) and never join the elite. Few Chinese 
live at the edge of subsistence; public health has improved and 
literacy is nearly universal. But neither China’s companies nor its 
economic institutions are up to the challenge of generating high 
productivity across broad sectors.

Can Beijing beat the odds and bring its 1.3 billion people into 
rich-country territory, just as Hong Kong, Japan, Korea and Taiwan 
have done? One glaring weakness is the immaturity and lack of 
independence of the banking system. Though nominally privatized, the 
handful of huge banks are regularly asked to perform governmental 
functions—for example, lending billions sums to local governments to 
fund infrastructure projects with little prospect of repayment.

SHANGHAI

Policymakers in 
Beijing understand 
that China faces two 
daunting challenges, 
one developmental 
and one demographic.
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The government has in the past bailed out banks that have marched off fi scal cliffs 
to Beijing’s tune —and it certainly has the resources to prevent their collapse in 
the future. But, lacking independence and free-market incentives, the banks have 
failed to develop the skills to allocate capital effi ciently. A ‘shadow banking’ sector 
has mushroomed to serve private enterprise largely ignored by the government-
chartered banks. But it is virtually unregulated, and would constitute a real danger 
to China’s fi nancial stability in the event of a serious economic downturn of the 
sort some economists worry could hit in coming months. 

Equally to the point, China must manage the task of modernization even as its 
population grows old. China’s working-age population will peak in 2015, as the 
delayed impact of the one-child policy hits home with a vengeance. And the ratio 
of those over 65 to the working-age population will double in two decades. This 
demographic shift is happening all over the world—but in China, the pace will be 
unprecedented thanks to the government’s draconian effort to contain population 
growth since the 1980s.

China’s baby boomers start retiring in a few years, and that means the nation will 
face rising retirement costs with fewer workers to help pay for them. Moreover, 
those retirees’ quality-of-life expectations will continue to rise along with household 
incomes, putting immense pressure on health care and other dependents’ services.

Today, the health care system is far from adequate to meet these expectations, a 
fact refl ected in the mediocre 67th place ranking for China on the PI’s sub-index for 
health. When Deng set loose the collective farmers, he also abandoned the bare-bones 
(but fairly effective) rural medical system that played so large a role in raising life 
expectancy under Mao. The government acknowledges the problem, as well as the 
reality that modern health care systems require major inputs from the public sector. 
And since the middle of the last decade, Beijing has been working on an ambitious 
reform model of universal private health care bolstered by heavily subsidized, 
government-run health insurance. But it’s decades (and hundreds of billions of dollars 
in infrastructure) away from meeting the goal of providing fi rst-rate care to all Chinese.

Actually, more is at stake here for China than the risk of getting caught in the 
middle-income trap. Even that status could be at risk if the economies of Europe, 
North America and Japan were to stagnate—or worse. The searing experience of 
2007 and 2008 brought home the urgency of China’s need to move beyond the 
status of factory to the world. Communist Party leaders watched in alarm as the 
West’s surprisingly delicate fi nancial superstructure teetered on the brink. After 
all, during the crisis, while the rest of the world cut spending (and thus demand for 
China’s exports), more than 20 million Chinese factory workers lost their jobs.

So Beijing is determined to change direction, ratcheting down dependence on 
export markets. China will continue to make computers and furniture and auto 
parts for Westerners to buy. But Beijing wants to refocus its increasing sophisticated 
productive capacity on goods and services for the domestic market.

In theory, that should be easy. With per capita income pushing $8,000 a year in 
purchasing-power terms, China no longer needs to depend on exports to keep its 
factories humming. All Beijing must do is to convince the Chinese to spend their 
money instead of saving nearly half of it.

Lacking independence 
and free-market 
incentives, the banks 
have failed to develop 
the skills to allocate 
capital eff iciently.
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To that end (among others), many cities have raised minimum wages by double 
digits since 2008. With subsidies to encourage innovation in electric cars, biomedical 
research and green energy, government policies now favour production that 
competes with high-tech imports for domestic sales.

And why not? Beijing wants the Chinese to invent things again—just as they 
invented gunpowder and the compass long ago. A nation of farmers just 35 years 
ago, China now makes communications satellites. And Beijing says it will put 
astronauts on the moon in 2016.

There’s another reason China is determined to move past its phase-two policy of 
growth at any cost. The Chinese are complaining more—not just on social media, but 
in noisy street demonstrations with faint echoes of Tiananmen. They complain about 
corrupt party officials stealing their land and selling it to real estate developers. 
They complain that three decades of insider deals and backs turned to abuse of the 
environment have left the air dangerous to breathe and the water sometimes deadly 
to drink.

The government’s inclination to listen is not a symptom of incipient democracy; 
quite the contrary. As part of its defence of the legitimacy of one-party rule, 
Beijing is becoming more responsive to the wishes of ordinary Chinese. In several 
demonstrations this year, regional offi cials have sided with rioters instead of 
corrupt local offi cials—something once unthinkable.

China’s younger generations (children, plus those who have recently entered the 
workforce) have very different attitudes than their parents, aunts and uncles, 
much less their grandparents. Chinese who lived during the turmoil of Mao’s 
rule are less willing to risk the unknown and more willing, as the Chinese saying 
goes, to “eat bitterness”. But young Chinese, who have mostly grown up in 
one-child families in a period in which GDP was doubling every eight years, are 
more demanding. They have higher material aspirations—they want the latest 
cell phones and clothing—and they have higher expectations of society and 
government, too.

One paradox here: Even as modern China moves into its third stage of development 
in which it produces more for its own markets, the economy is becoming more 
closely connected with the rest of the world. Production and marketing chains, for 
example, reach across multiple continents. But this amounts to interdependence, 
not dependence—China doesn’t need the outside world as much today as a source 
of managerial skills and process technology. Chinese companies have ever greater 
fl exibility in what they supply to the domestic market and how.

As China tries to turn itself into a consumer society, domestic enterprises are likely 
to be the winners in selling to China’s cost-conscious buyers. And as the domestic 
Chinese market grows, they’ll have not just the edge up based on government 
preferences (subtle and unsubtle), but growing economies of scale that will make 
it harder for foreign companies to compete. That doesn’t mean foreign companies 
won’t get a piece of the action—this market will accommodate many. But they 
will get a smaller share of the growing pie.

� ey complain that 
three decades of 
insider deals and 
backs turned to abuse 
of the environment 
have left the air 
dangerous to breathe 
and the water 
sometimes deadly 
to drink.
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In this third-phase development, two trends—one in manufacturing, 
one military—are bringing China and the world closer together 
economically, but pushing them apart politically. Consider 
manufacturing, which used to be anchored to assembly lines: raw 
materials went in one end and fi nished goods came out the other. 
But no longer. Take something as seemingly simple as a shirt with 
buttons down the front. Whether you buy your shirt at Brooks 
Brothers or Wal-Mart, it most likely will have passed through half a 
dozen garment factories, and travelled to several countries before 
it reaches an American retailer.

Fabric woven by a factory in Korea or India may be shipped to 
Vietnam or Cambodia, where other factory workers cut out the 
panels of the shirt, which are stitched together in yet another 
different factory. Then the half-finished shirt goes to China, 
where workers attach buttons (imported from Japan). Workers 
sew on the label and attach a price tag before shipping the 
fi nished product overseas.

9www.prosperity.com

SHENZHEN FACTORY PRODUCING WIRELESS EARPHONES

As China tries to turn 
itself into a consumer 
society, domestic 
enterprises are likely 
to be the winners in 
selling to China’s cost-
conscious buyers.
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Or consider the iPod. The brains (software) of the iPod were created by a team of 
engineers at an Indian company. The liquid crystal screens come from Japan, the flash 
memory chips from Korea. Those get shipped to mainland China—to huge factory 
complexes owned not by Apple (Apple doesn’t do factories) but by the Taiwanese sub-
contractors that make what Apple sells.

Today, lots of companies are like Apple: they either no longer make what they sell, or no 
longer sell what they make. Sony Walkmans and Casio watches really were products of 
Japan. But the Sony PlayStation 3 is sourced from myriad places and assembled in China.

This change in manufacturing dynamics has changed global trade patterns, and that 
in turn is changing geopolitics. Nations all across Asia that used to rely on the US 
as their biggest trading partner are now equally dependent on China in the intricate 
dance of globalisation.

Japanese companies make the high-tech electronics for computers, but rely on 
China to assemble them because labour costs are still much lower. Australia avoided 
recession after the global financial crisis by turning itself into China’s mineshaft. Today, 
Australia trades more than twice as much with China as it does with the US.

NANCHANG, VIEWED FROM THE TENGWANG PAVILION
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Hence the bifurcation. A host of Asia-Pacifi c’s middle- and high-
income countries ranging from Japan to Indonesia to Australia 
are inextricably tied to China by virtue of economic integration—
ties that only grew tighter during the global recession when 
China’s demand for goods and raw materials never fl agged. But 
they remain dependent on the US in military terms.

The resulting tensions may prove hard to manage. China has 
begun using its new economic leverage to squeeze its neighbours. 
For instance, when the Philippines objected to Chinese fishing 
boats entering waters claimed by the Philippines earlier this year, 
Chinese travel agents stopped tourism to the Philippines and 
China increased inspection times for perishable fruit exported from 
the Philippines to China.

And back in 2010, after Japan arrested the captain of a Chinese 
fishing boat in waters both countries claim, China banned 
exports of rare earth minerals that Japanese companies needed 
to make their most sophisticated products—including the 
high-end electronics components that Japanese companies 
mostly ship to China for assembly. These disputes are far from 
settled, and the argument may spill over again into trade and 
investment decisions.

For now, Beijing is getting what it wants by applying economic 
pressure. But the big source of friction on the horizon are oil and gas 
deposits in the South China Sea, where China, Malaysia, Vietnam, 
Taiwan, Brunei and the Philippines all have competing claims.

Nor is China depending entirely on its economic muscle to make 
its geopolitical points. It is also building up its military capacity, 
including its fi rst blue-water navy in 500 years.

That explains why Secretary of State Hillary Clinton stood on the 
deck of a US warship in Manila Bay last November and pledged 
America’s support for the Philippines. And why the US stationed 
marines in Australia for the first time in April. And why last 
January, the Pentagon announced it would deploy 60% of its 
warships in Asia-Pacifi c theatre, instead of half.

So you might say that the US military has pivoted to Asia-Pacifi c 
because companies changed the way they make your shirts and 
your smartphones. China may be ever more closely connected 
with the rest of the world by globalisation, but as China moves 
into its next stage of development, it’s political leaders are 
choosing their own path. And there is no guarantee that China’s 
preferred way forward will continue to dovetail neatly with the 
interests of the rest of the world.

For now, Beijing is 
getting what it wants 
by applying economic 
pressure. But the big 
source of friction on the 
horizon are oil and gas 
deposits in the South 
China Sea, where 
China, Malaysia, 
Vietnam, Taiwan, 
Brunei and the 
Philippines all have 
competing claims.
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Beijing

COUNTRY OVERVIEW
Global Av.

Population (billion) (2010) 1.3 N/A

Life expectancy (years) (2010) 73.3 69.6

Birth rate (per year per 1000 people) (2010) 12 22

Fertility rate (births per female) (2010) 1.6 2.8

Life satisfaction* (rated 0 > 10) (2011) 5.0 5.5

Female representation in the legislature (2011) 21.3% 19.5%

Internet access at home? (2011) 30.9% 34.2%

Satisfied with job/work?* (% yes) (2011) 70.0% 73.3%

People are treated with respect in your country* (% yes) (2011) 88% 85.1%

GDP per capita (ppp) (2010) $7,598.83 $14,774.73

Economy

Entrepreneurship
& Opportunity

Governance

Education

Health

Safety & Security

Personal Freedom

Social Capital

11

66

65

50

67

101

128

29

Rank/ No. of countries

Legatum Prosperity Index™ 55/142

Average Life Satisfaction Ranking* (2011) 80/142

Per Capita GDP Ranking (2010) 77/142

WEF Global Competitiveness Index (2011) 26/142

UN Human Development Index (2011) 101/187

Heritage/WSJ Economic Freedom Index (2011) 135/179

TI Corruption Perceptions Index (2011) 75/182

World Bank Doing Business Index (2012) 91/183

INDEX COMPARISONS SUB-INDEX RANKINGS

  Top 30

  Upper Middle (41)

  Lower Middle (41)

  Bottom 30

11 ECONOMY China Global Av.

5 year growth rate (2010) 10.6% 2.7%

Confidence in financial institutions?* (% yes) (2011) 85.1% 61.9%

Satisfaction with living standards?* (% yes) (2011) 72.3% 59%

66 ENTREPRENEURSHIP & OPPORTUNITY

Business start-up costs (% of GNI) (2011) 3.5% 36.3%

Mobile phones (per 100 ppl) (2011) 73.2 98.7

Will working hard get you ahead?* (% yes) (2011) 90.8% 81.1%

65 GOVERNANCE

Confidence in the government?* (% yes) (n/a) 63.1% 53.7%

Confidence in the judiciary?* (% yes) (2011) 77.1% 52.5%

Government effectiveness 1 (2010) 0.12 0.03

50 EDUCATION

Pupil to teacher ratio (2010) 17:1 25:1

Satisfaction with education quality?* (% yes) (2011) 67.4% 66.6%

Perception children are learning?* (% yes) (2011) 96.0% 70.4%

67 HEALTH China Global Av.

Self-reported health problems?* (% yes) (2011) 13.7% 23.9%

Hospital beds* (per 1000 people) (2009) 4.2 3.2

Satisfaction with health?* (% yes) (2011) 85.0% 78.8%

101 SAFETY & SECURITY
Human flight 2 (2011) 5.6 5.4

Safe walking at night?* (% yes) (2011) 81.9% 61.9%

Property stolen?* (% yes) (2011) 18.2% 16.8%

128 PERSONAL FREEDOM
Civil liberties 3 (2011) 2 4.8

Tolerance for immigrants?* (% yes) (2011) 38.9% 65%

Satisfaction with freedom of choice?* (% yes) (2011) 82.4% 73.4%

29 SOCIAL CAPITAL
Rely on others?* (% yes) (2011) 78.7% 80.6%

Donations?* (% yes) (2011) 9.7% 28%

Help strangers?* (% yes) (2011) 25.9% 45.7%

PROSPERITY INDEX: DATA IN FOCUS

NOTES: 1 Gov. effectiveness: values range from -1.73 to 2.25, higher values indicate higher effectiveness. 2 Human flight: values range from 1 to 10, higher values indicate higher levels of human flight. 3 Civil liberties: values 
range from 1 to 7, lower values indicate lack of civil liberties. *Survey data are taken from Gallup World Poll .
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REGIONAL RANKING – ASIA

LEGATUM PROSPERITY INDEX RANKING: 55
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