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What is a "Limited Government'

Flagh-pluginfailed-to-oad
Alimited government is one whose legalized force and power is restricted

through delegated and enumerated authorities. Countries with limited
governments have fewer laws about what individuals and businesses can
and can’t do. In many cases, suich as the United States, itisa Federal Income Tax
constitutionally-limited governmerit, bound to specific principles and ) ' -
actions by a state or federal constitution.

Govarnment Purchases

Taxas-
The idea of a limited government is one that was pioneered by classic - o

political liberalism and free market liberalism, though peliticians and

economists differ on the exact parameters. [n its truest, most basic form, a

limited government is a body whose main functicn is the protection of

people and their property, and It levies just enough taxes to finance services

related to these purposes, such as nattonal defense or law enforcement.

Otherwise, it stays out of people's - and businesses’ - affairs. It does not concern itse!lf with matters
such as employee wages, higher education, how individuals invest funds for retirement or how q“y DO TRIGAT
many miles per gallon a vehicle should attain.

Another interpretation defines a limited government as one that exercises only the specifically NTR U U N 6
named powers that its constitution assigns to it; it can alsc be characterized by a separation of

powers and a system of checks and balances, as in the U.S. government. For example, the U.S,

government is only supposed to exercise the specifically-named powers that the Constitution A Y ( N \/ ST
assigns to it; its core functions include safeguarding individual liberty and protecting private

property.

4% IR TUCk TR

The epposite of a limited government is an interventionist govemment.

How Does Limited Government Affect a Country’s Finances? Sﬂ PH rSﬂU\TED
Everything a government does is paid for by taxes. By restricting itself to a bare minimum of public

services, a limited government tends to impose a relatively lew tax burden on businesses and RP\ D I NG
individuals. With lower taxes, households and businesses have more disposable income to spend, W\D [ S‘ N Pu
save and invest, which helps the economy grow. That doesn’t mean services typically provided by

governments, like roads, can’i exist; if there is a demand for them, the private sector will provide

them instead. LEARN MORE

Limited government means there are fewer rules that must be followed and enforced. The resources NRESTIN KSOLVES FSK, INCLUDING POSSIELE LOSE F PRERAL
: - . . . . AELY INVEST SECURITIES LLE. MENEER FINRASIFC
that would otherwise be devoted to complying with regulations can be dedicated instead ta more
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productive uses or to leisure time. Ultlmately, IImited government isabout ha\nng more individual “Trading Center
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'Limited Government'

History of Limited Government
The modem conception of limited government originated cut of the classical liberal tradition in

PRACTICE

Europe. This tradition emphasized the rights of the individual and supplanted the age-old nation of TRADING - and DI
subjugation to the state. Its practice has been transported (to varying degrees) to Australia, New Indax Of Economic Freedom

Zealand, the United States, Hong Kong, Singapare, South Korea, Belgium, Switzerland and other

natfons.

Capitalism

The Magna Carta, drafted in the year 1215, is one of the earliest pieces of evidence of a limited
government. The document limited the reach of the English king's power by giving the country's Fiscal Policy
nobility rights that they could exercise over the throne. Howaver, the dacument only protected a
small part of what is today the United Kingdom,

Government Bond

The United States Constitution, written in 1787, extended the idea of a limited government by o :
P . . . \ Business Te Government - B

requiring the election of lagislators by the people. It also segmented the federal government into To G

three branches: legislative, judicial and executive. Both of these aspacts effectively iimit the power -

of the national government.

Nst Debt Per Capita

Inaddition, T heBill_oFRiEhts——ﬁﬁt‘mmrrreﬁtﬂtﬂhe‘USCGnstitutrunTratlfted inr1791= _ _
enumerates certain prohibitions that apply to the government, These rights further limit the federal Govemment Purcheses
government by forbidding intervention on matters of individual choice such as spaech or refigion.

Federal Income Tax.
Federalism as.a Form of Limited. Government : -
One of tha main elements of a limited government is federalism. In a federal system, specn" ic powers
are given to a-centralized government, while others are given to local governments - a system that ' Taxes
creates additional checks and balances. In the case of the United States, there is a‘central [rom e
government in Washington D.C., and there are local governments established in each of the 50 I
states. Any powers not given to the federal government falls to the individual states. This deference
ta states’ rights gives individuals more freedom because local state governments are considerad
easier to control than the federal government. This allows each state to exercise local control while
the federal government manages the country as a whole.

Limited Government and the Economy

Limited government favors few, if any, cantrols not only on a nation's individuals, but on its
economy. It is often associated with concepts such as laissez faire economics, as first delineated in
Adam Smith’s 1776 book entitled “An Inquiry into the Nature and Causes of the Wealth of Nations."
In this context, the most extreme sort of limited government would be one that lets supply-and-
demand forces — Smith's "Invisible Hand" theory - drive the econemy; the government does not
intervene to alter or influence economic cycles and business activity.

Proponents of this view believe limited gavernment provides the greatest possibility for economic
growth, and the most equitable distribution of wealth. Historically, they argue, government-
influenced markets tend to be expensive, exclusionary, monopoiistic and poorly provisioned -
Interference with prices creates allocative inefficiencies. By contrast, when government interaction
in the marketplace is limited, the unfettered markets are relatively more competitive, more
productive and more responsive to consumer needs.

Critics of limited government argue that the government should contrel the economy to mitigate
the harmful effects of econemic ups and downs, and that this type of control leads to less income
inequality.

Limited Government and Capitalism

Limited government is also often seen as crucial to capitalism. While capitallsm may tolerate
government influence, it is almost always handicapped and made less productive by it, limited
government proponents insist. The process of government action is diametrically opposite to the

http://www investopedia.com/terms/l/limited-government.asp 9/22/2017
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process of a free market economy: In a free market, businesses and individ uals contract or transact i -
. TOHics T Reference ¥ Ad\ﬂsors ¥ Markets Simulatgr T Academy T Secrch News, Senbols, Terms
on a voluntary basis, whereas a government program operates throlgh sovereign decrée - an
compliance with its dicta is regulated through force, In effect, some individuals {government
. . . o . : NEXT UP
officials, or those who influence them) can introduce change ente cther individuals without bearing
the full costs,

Limited Gowvernmant

Limited Government and Companies
How does limited government affect corporate citizenship - that is, the actions and businass Index OFf Economic Freedom
operations of corporations as thay relate to social causes, environmental issues, political justice and
philanthropy?

Capitalism

That depends an the nature of the limited governmenit. It may lack antitrust laws that effectively
prevent monopolies and cartels from destroying healthy competition within an industry, Or, Fiscal Policy

conversely, it may impose regulations that reduce the ability of firms to enter a market effectively or e
for shareholders to voice their opinions. Or it may offer tax or other financial tax incentives for
corporations to invest in more respensible technologies or techniques. One government may have a
court system that protects tocal property rights and, by extension, the right of individuals or groups
to sue a corporation for polfuting a river or emitting too much soot. Another limited gavernment
does not provide clear property rights rules, enabling corporations toimpose costs on third parties

Government Bond

Business To Government - B
ToG

in socially destructive ways, Net Debt Per Capita

In-a-very-generalsensersmallergovernments-are less-able to force corperations to-actinways-that
are generally considered ethical. By the same token, smaller governments have less power to Govemment Purchases
encourage corvuption. When a government controls or strongly influences business practices,
corporations have far more incantive to try to buy that government influence.

Federal Income Tax

Where Does Limited Government Work Best?
Limited government intrusion - economically and socially - works best in societies where private Taxes

property rights are respectad and contracts are enforced, ensuring a high degree of voluntary TP IIIR————.
caoperation. People nead property rights to determine resource ownership, cooperate with one

another and plan for the future. People also need enforceable contracts to encourage trust, settle

disputes, and protect and transfer property rights. Sociclogists have also argued that ethnically and

religiously homogeneous socteties are best able to survive with limited government.

Ranking Limited Government and Economic Freedom

Since 1996, the Fraser institute, a Canadian indapendent, nonpartisan research and educational
organization has produced annual reports, ranking countries in terms of how much their policies
and institutions are supportive of economic freedom. It measures limited government by the size of
government (top marginai tax rates, public spending), the legal system {protection of property
rights, judicial independence), sound money (inflation), freedom to trade internationally (tariffs,
trade barriers) and regutation of credit markets, labor markets and businesses.

The following rankings of the countries with the some of the mast limited and the mast controlling
governments come from the Fraser Institute’s 2016 Economic Freadom of the World Index (“Fraser
Index™), which analyzes 159 countries and territories, Figures on tax rates and government spending
come from a similar study, produced by The Wall Street Journal and Washingten, D.C.-based think
tank The Heritage Foundation, called the 2017 Index of Economic Freadem {"Heritage Index),

Countries with Limited Governments
Hong Kong

Hong Kongis technically a special administrative region of China, not a country, but it has its own
government and a capitalist economy. Hong Kong ranks first in the Fraser Index for having the most
limited government and the most economic freedom.

Limited government is arguably ona of the reasons why Hong Kong, along with Singapore (which
ranks second in the Fraser index), South Kerea and Taiwan, is considered one of {he four Asian
tigers, countries that have experienced strong and rapid economic growth since the 1960s. Hong
Kong's freedom to trade internationally, as measured by factors including low tariffs and low

http://www.investopedia.com/terms/l/limited-government.asp 9/22/2017
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Hong Kong is a major international financial center, is home to one of the world's largest stock
exchanges and has low tax rates. Theindividual income tax rate is 15%, while the highest corporate
rate Is 16.5%. Government spending is just over 18% of GDP, and the government has a budget
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surplus and little to no debt. Hong Kong's gross national income per capita in 2016 was more than
456,700, almost five times what those in mainland China earned.,

Index Qf Economic Freedom

Bonglodesh

Despite having the second smallest government in the Fraser Index, Bangladesh comes in 121stin
econamic freedom thanks to poor ratings for its legal system, monetary system, trade freedom and

Capitalism

Fiscal Policy

regulatory climate. It has weak property rights and a bribery problem, and government price
controls hamper economic activity, Despite its pitiful per capita income of about $3,607 annually
and attendant widespread poverty, Bangladesh is considered a frontier market because of its steady

Government Bang

economic growth averaging 6% per year, Government spending is just 14% of GDP, but the
individual income tax rate is 25% and the corporate tax rate is 45%.

Business To Government - B
To

Honduras

Net Debt Per Capita

{oming in foorthin terms of smallest governments, Honduras ranks 6atHimeconomic freed .
Relatively sound money and free trade bolster the country's low ratings for regulation and

Government Purchases

especially for its legal system, which comes In at 137 out of 152, Government spending is about 29%
of GDP, while government debt is about 47% of GDP. The highest individual and corpaorate tax

Fedzral Income Tax

brackets are 2586,

Honduras has majoi' problems with crime and poverty, and per capita income is around $4,870 per
year, However, an interesting development could bolster the country’s rankings slgnificantly.
Honduras is considering implementing a unique governance structure caited zanas de empleo y
desarolio econdmico (zones for employment and economic development, or ZEDEs). These
autenemaus regians, also called start-up cities, would be allewed to create their own econemic,
legal and administrative systems, separate from those of Honduras overall.

Madagoscor

Madagascar has the 12th smallest government of the countries in the Fraser Index but comesin
108th in economic freedom, Its performance is relatively high among African countries, but
corruption is widespread, inflation is high, and contracts can be difficult to enforce, among other -
significant problems, Income taxes are relatively low, with a top rate of 20% for both individuals and
corporaticns, and government spending is just 15% of GDP. The country has no stock market and
income per capita is $1,462 a year. Despite its low rankings, it has improved and stabilized over the
last two decades.

Countries with Very Large Governments
Algeria

Algeria ranks as the report's second-lowest-rated country overall. It has the one of the largest
governments of all the countries studied, ranking as 15Tth. Algeria also ranks near the bottom of the
economic freedom list, at 151, Algeria has been a major oll-producing nation, but depleted reserves,
threats to personal safety from militants, and corruption within the country's national il and
natural gas company, Sonatrach, have prevented the natlon from realizing its full potential.

In addition, Algeria’s legal system, monetary system, trade freedom and regulatory climate rank

poorly. The economy has a large informal sector, with about half of transactions taking place in the
black market. Despite its poor rankings, the average per capita income is $14,500. The highest

http://www.investopedia.com/terms/l/limited-government.asp
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individual income tax bracket is 35%, government spending is 40% of GDP, and government debt is
4.7% of GDP Topics ¥ Reference ™ Advisors ¥ Markets T Simulatar ¥

The Netherlonds

Despite ranking as a large-government country (ng, 154} in the Fraser Index, the Netherlands ranks
25th in economic freedem thanks to its highly-ranked legal system, monetary system and trace
freedom. The Dutch enjoy a per capita gross naticnal income of about $49,000, However, the
Nethertands has struggled with the size of its naticnal debt, which has hovered near 70% of GDP in
recent years, despite a top individual income tax rate of 520,

Sweden

Sweden wins second prize in the big-government category, but ranks 38th in economic freedom. It is
one of the most highly-taxed countries in the world, with a top individual income tax rate of 57%,
and government spending accounts for about half of GDP, Indeed, Sweden is well known as a
massive welfare state; the government, financed by taxpayers, provides Swedes with numerous
benefits, including retirement pensions, sick leave, parental leave, universal health care and
childeare, and education through the college level. The high levels of government spending required
to maintain these services may not be sustainable long term, but many scholars consider the Nordic
model of free market capitalism and social benefits an ideal system. Swedes enjoy a per capita
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inceme-of-nearly-$48;000-per-year:
Belgium

Coming in with the sixth-largest government in the Fraser Index, Belgium still manages to rank 32nd
in economic freedom because its legal system, monetary system, trade freedom and regulatory
climate rank highly. Similar to Sweden and the Netherlands, Belgium is one of the highest-taxed
countries in the world, with a top individual income tax rate of 50%, and government spending is
around 55% of GDP. The country also struggles with a massive national debt that exceeds the

GDP, Belgium, like Sweden, provides generous benefits to its residents, Annual per capita income is
a little over $43,500.

The United Stotes

The United States ranks 78th for its size of government, but ranks 16th in overall economic
freedom, significantly lower than its third-place ranking throughout much of the 1980-2000 period.
The United States ranks 8th in regulation, 27th for its legal system and property rights, 60th for
international trade freedom and 40th for sound money, leaving plenty of room for improvement.
Measures of property rights and corruption have suffered in recent years under high levels of
government regulation, and the United States has the highest corporate tax rate in the developed
world, at 35%. Public debt, at more than 1009 of GDP, is a major problem, and government
spending stands at 38% of GDP. However, gross national income per capita is over $58,800 — among
the highestin the world.

The Bottom Line

Limited government is an important component of economic freedom, and higher levels of
economic freedom are associated with higher annual incomes, better health, longer life
expectancies and greater political and civil liberties. However, limited gavernment isn’t always
synonymous with economic freedom and prosperity, as demonstrated by Honduras, Bangladesh
and Madagascar, Conversely, asthe Netherlands and Sweden show, countries with large
povernments can stilf prosper if ather companents (rule of law, property rights, scund moeney, free
trade) are strong.

Day trading “starter kit.”

Learn to create a trading plan with Investopedia Academy’s “Become A Day Trader”, This online
course is taught by an actual Wall Street Trader, includes a step-by-step playbook for 6 trades you
can use right away, and takes less than a day to complete. Watch free trailer= =
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Aranking of cauntries or states based on the number and intensity of government regulaticns

on wealth-creating activity, Metrics that an economic freedom index evaluates include
international trade restrictions, government spending relative to GDP, cccupational licensing
requirements, private property rights, minimum wage laws and other government-controlled
factors that affect people's ability to earn a living and keep what they earn. Such indexes are usually
produced by economic think tanks,

BREAKING DOWN "Index Of Economic Freedom'

One such index is producad by the U.S.-based Heritage Foundation in conjunction with the Wall
Street Journal. its 2011 index ranked Hong Kong, Singapore, Australia, New Zealand and
Switzerland as the most econamically free, in that order, The United States ranked ninth. The index
both compares countries to each other and compares overall levels of econamic freedom across
time,
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