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“Non-capitalist societies tend to have wider inequality than capitalist…; in addition, inequality 

in them tends to be permanent, whereas capitalism undermines status and introduces social 

mobility.” – Milton Friedman in Capitalism and Freedom.  

Introduction 

Problems of income distribution are a major concern of current socio-economic research and 

constitute the basis for numerous governmental policies. But before one can understand any 

problems of income distribution one must examine the extent of social mobility. 

Social mobility is defined as the movement of individuals between income classes and is often 

viewed as a major indicator of a nation’s economic status. Upward social mobility warrants 

particular interest because it is an indicator of economic growth. (“Income Distribution…” 2). To 

demonstrate the importance of accounting for social mobility as a component of income 

distributions, consider the difference between two societies; both have the same degree of 

income inequality at the same point in time but after accounting for change in incomes over time, 

it might be the case that in the first society there is significantly more social mobility than the 

second, meaning there is more change over time in the individuals’ incomes. In the second 

society, it might be the case that the rich stay rich and the poor stay poor. After accounting for 

social mobility, the income distribution in the first society can be described as more equal 

because there is reason to believe that individuals at least have an opportunity to become rich. 

Thus, social mobility is critical in understanding the general phenomenon of income distribution. 

The question becomes, “What causes social mobility?” Some of the notable proposed factors 

include the levels of educational attainment and political institutions. This paper, however, 

examines another possible factor: economic freedom.  

In this paper I propose a unique approach to empirically support an existing theory - that more 

economic freedom leads to more social mobility - in hope of providing a better understanding of 

apparent income distribution problems. This theoretical concept is not original.  However, the 

attempt to empirically verify it, using the Economic Freedom of the World and income transition 

matrix data, is original.  

Concepts 

Income distribution 

Income distribution is often problematically interpreted as some allotment of a fixed amount of 

resources. However, in a market economy, wealth and resources are created and not distributed 

arbitrarily by some entity. Economist Ludwig von Mises wrote that an individual’s social 

position in a free society is determined by voluntary exchanges and the buying decisions of 

consumers in that society (Human Action p. 275). Thus, if an individual’s social position is a 



 

function of his wealth then the income distribution in a free society is determined by the buying 

decisions of consumers.  

Social mobility 

Social mobility is the measure of movement of individuals between income classes over some 

period of time. Social mobility can be further understood as either relative mobility or absolute 

mobility. Relative social mobility measures how the incomes of individuals in the initial period 

changed relative to the incomes of all individuals in the terminal period. Unlike absolute 

mobility, relative social mobility is “zero-sum”, where upward movement from one income class 

means equal and opposite movement from another class. Absolute mobility measure the degree 

to which an individual’s income rose or fell over time. As such, absolute social mobility can be 

understood as “non-zero sum”. The measure of absolute mobility is very interesting because it 

reveals more about the actual change in income and answers the crucial question of whether or 

not the individual is better off in the terminal period. Ideally, the social mobility analysis of this 

paper would focus on absolute mobility but since such data is widely unavailable, any 

meaningful analyses are rendered practically impossible. Social mobility for purposes in this 

paper refers only to relative mobility because of such data limitations.  

Economic Freedom 

Economic freedom as used in this paper refers to individual rights and the proper role of 

government. An individual’s rights are the essentially the right to life, liberty, and property 

where individuals are free to pursue their own interests insofar as they do not violate the rights of 

anyone else. The proper role of government in a free society is to protect individuals and their 

property from aggression by others (Gwartney et al. 1) This definition of economic freedom 

serves as the basis for the calculation of the Economic Freedom of the World (EFW) index. The 

EFW index used in this paper is a summary average of five areas, 1) Size of Government, 2) 

Legal Structure and Security of Property Rights, 3) Access to Sound Money, 4) Freedom to 

Trade Internationally and 5) Regulation of Credit, Labor and Business. Each country is given a 

summary score from zero to ten (ten being “most free”) based on the component scores in each 

area. 

Theoretical Relationship between economic freedom and social mobility 

In theory, more economic freedom results in more social mobility because there are fewer 

artificial obstructions to an individual’s economic pursuits.  

In an economically free society perfect mobility is not expected. In a free society social mobility 

is determined in the same way as income distribution, through voluntary exchange. Since there 

are no perfectly economically free systems, artificial or governmental interactions could lead to 

more or less social mobility. There are, however, reasons to believe that such interactions will 

lead to less social mobility.  



 

In Capitalism and Freedom Milton Friedman outlines two theories regarding problems of 

income distribution. These theories can be understood in turn as addressing social mobility since 

social mobility is a critical component of income distribution. The two theories can be identified 

as “rule of markets” and “political process”.  

Under the “rule of markets” theory, the distribution of income depends on government protection 

of property rights and the equal treatment of individuals under the laws. Equality of opportunity 

is ensured and there is freedom from artificial obstacles in one’s economic pursuits. Differences 

in income are the result of differences in ability, resources, uncertainty preferences, work-leisure 

decisions and other personal preferences of individuals. Essentially, inequality in income is 

attributable to differences in production (Friedman 171).   

An important feature of markets is the allocation of resources as a consequence of payment in 

accordance with product. In a free market system income is distributed in accordance with 

product and there is “cooperation and coordination without coercion (168).” 

Furthermore, it is important to distinguish between two types of inequality in the distribution of 

income, namely long term and short term. Long term inequality is characterized by permanent 

inequality, exemplified in status societies. Short term inequality is characterized by dynamic 

inequality, where there is social mobility and changes in income. In an economically free society 

where there exists equality of opportunity, social position is determined by individual’s 

production - a measure of merit - rather than status or in the words of Milton Friedman, 

“capitalism undermines the status and introduces social mobility”(172). 

Under the “political process” theory, the response to supposed problems of income distribution is 

a call for government intervention of which there are two aims: 1) reduction of poverty and 

promotion of welfare of the poor and 2) pure income redistribution (173).  

With respect to the first aim, the typical proposed measures include graduated income and 

inheritance taxes, programs such as public housing, social security, minimum wage laws and 

medical care. With respect to the latter, wealth is taken from some (the wealthy) and given to 

others (the less wealthy). 

However, both political aims suffer from a similar problem. Those individuals that are in the 

lower end of the economic spectrum are likely to be relatively ineffective in the political sphere 

for the same reasons they are ineffective in the economic sphere. Thus, when a program is 

proposed in which the higher income classes are taxed in order to benefit the lower income 

classes, the economically and consequently politically advantaged high income group will likely 

benefit rather than the economically/politically disadvantaged lower income group. The benefits 

are then received by the upper classes rather than the lower classes (174).  



 

The analysis in this paper aims to shed new light on the issue of which better serves problems of 

social mobility and in turn income distribution: economic freedom and protection of property 

rights or government intervention. 

Mobility from the bottom-most income classes 

This paper analyzes the empirical relationship between economic freedom and social mobility. 

The analysis focuses on the social mobility of those in the bottom-most income classes because 

the main concern of social mobility is not that the poorest have an opportunity to become better 

off. 

Review of Existing literature 

Economic Freedom as measured by the EFW index has been linked with numerous measures of 

economic and social performance. Regarding measure of economic performance, economic 

freedom has been shown to lead to higher per capita incomes, higher growth rates, more 

investment, less poverty and higher standards of living. Regarding measures of social 

performance, economic freedom has been shown to promote cooperation, tolerance, peaceful 

relations, honest governments, and entrepreneurship (Gwartney et al. 1). 

In the social mobility literature, it is one of the prominent views that social mobility is dependent 

upon levels of educational attainment. What follows this supposition is a call for increased 

accessibility to education, particularly higher education.  

In “Inequality of Opportunity in Comparative Perspective: Recent Research on Educational 

Attainment and Social Mobility”, Breen and Jonsson present the findings from several analyses 

which shed light on the importance of education as the primary cause of social mobility. 

Education significantly mediates the relation between an individual’s income class of origin and 

his final class. However, there are two different ways in which education can affect social 

mobility. One such way is compositional, where social mobility depends on the share of the 

population’s levels of education, particularly higher education. For example, if the share of the 

population with higher levels of education increases then there will be a decrease in the overall 

relation between original and final income levels for the whole population. The other way in 

which education affects social mobility is by the degree of educational equality where social 

mobility depends on the degree of educational equality (Breen and Jonsson 6).  

It is worth noting that the findings from these analyses were based upon social mobility as 

measured by intergenerational elasticity rather than income transition matrix data which is 

problematic in itself (see the following section on methodology). Also the results in Breen and 

Jonson are weakened by problems of incomparability between countries.  

Methodology and Data 



 

Within the literature on social mobility there are basically two methods of measuring social 

mobility, intergenerational elasticity and income transition matrices. Both use longitudinal data 

but the intergenerational elasticity method is only a measure of mobility as a correlation between 

two generations.  The income transition method, however, is a measure of mobility that shows 

the movement of individuals among income categories over time and thus, provides a better 

illustration of mobility. In the social mobility literature intergenerational elasticity is most 

frequently used. This paper, however, utilizes income transition matrices because they are better 

served for the primary concern of social mobility, i.e., upward mobility from the bottom income 

classes. 

The intergenerational elasticity model, although widely used and convenient because it yields a 

single elasticity coefficient, does not adequately capture directional mobility. Because it is 

simply a correlation (log-log regression) of a parent’s income to his child’s income the model 

problematically measures mobility irrespective of original income level. There is a significant 

difference between two father-son pairs where one pair is poor-poor and the other is rich-rich. 

Clearly, the latter case is more desirable and should not be viewed as bad thing, unlike the 

former. However such crucial differences are not captured in the model. 

Because the primary concern of social mobility is that of upward mobility from the bottom 

classes the intergenerational elasticity model is an unsatisfactory measure because it does not 

allow for measurements of mobility from particular income classes. 

Income transition matrices measure the movement of individuals from several income categories 

over time. This allows for the measurement of upward mobility from the bottom classes. 

Consequently, income transition matrices are utilized in this paper. To better illustrate, below is 

the income transition matrix for the tax filing population of the U.S. for the period of 1996-2005 

as compiled by the U.S. Department of Treasury (“Income Mobility in the U.S. from 1996-2005“ 

7). Focusing on the top-left entry, the matrix indicates that 42.4% of the people in the lowest 

income quintile in 1996 were also in the lowest quintile in 2005.  Similarly, it shows that 57.6% 

(100% - 42.4%) of the people in the lowest income quintile in 1996 moved to a higher quintile 

by 2005. 

 

       

1996  

Income 

Quintile 

2005 

Income 

Quintile 

Lowest 

2005 

 

 

Second 

2005 

 

 

Third 

2005 

 

 

Fourth 

2005 

 

 

Highest 

 

 

 

Total 

Lowest 42.4 28.6 13.9 9.9 5.3 100 

Second 17.0 33.3 26.7 15.1 7.9 100 

Third 7.1 17.5 33.3 29.6 12.5 100 



 

Fourth 4.1 7.3 18.3 40.2 30.2 100 

Highest 2.6 3.2 7.1 17.2 69.4 100 

 

  

(The number of individuals in each income category is equal.  The income thresholds are based 

on the actual or in some cases predicted incomes of the two periods.) 

The initial starting period is indicated on the far left and the terminal period is indicated across 

the top.  The rows sum up to 100% as the percentages in each box per row represent the ending 

period distribution of the income group. In the case of perfect mobility, each box would read 

20%. Similarly, under perfect immobility each box along the diagonal would read 100% while 

all other boxes read 0%. 

To calculate the mobility out of the bottom-most income category I subtracted the percentage 

that remained in the same category from 100% (because the rows add up to 100 %). Similarly, to 

calculate the mobility out of the second bottom-most category I subtracted the percentage that 

remained in the same class and the percentage that fell to the bottom-most class from 100%.  

It is important to emphasize the difference between the two measures of social mobility not only 

because intergenerational elasticity model does not directly measure upward mobility from the 

bottom income classes, but because the two often yield very different measure of social mobility.  

For example, according to the intergenerational elasticity model, the U.S. has an elasticity of 

0.41, which when compared internationally is relatively high (relatively immobile). But 

according to the corresponding income transition matrix the U.S. ranks among the highest 

(relatively mobile) internationally.  Upon considering the superior measurement capacities of the 

income transition matrices and the inadequacies of the intergenerational elasticity model, it is 

evident that the focus should be on the results from the income transition matrices. 

Results 

Before presenting the results of the regression analysis, it is important to note some data 

limitations. First, the availability of income transition matrix data is limited both in the number 

of countries and in time. There are twenty-five observations from twenty-three different 

countries. While many industrialized and Western countries are included, there is a significant 

lacking in representation from African, South and Central American, and Asian countries. The 

social mobility data is limited in time; most of the measurements are over a span of five years. 

Ideally, wider measurements of say, fifteen years would allow for more robust analyses as the 

question at stake, i.e., movement among income classes, might be a long-term matter. The same 

problem applies to the effects of the laws, regulations, policies, and institutions which reflect 

changes in economic freedom that affect social mobility. It is not easy to determine the temporal 

effect of such changes in the factors used in the calculation of the EFW index. Due to the data 



 

limitations in the length of time and in number of observations it is not entirely clear how 

immediate the changes in the EFW summary score affect social mobility. Accordingly, I used 

three different calculations of the EFW summary scores for the regressions on social mobility. 

First, I calculated the average EFW score during the period for the respective transition matrix. 

Second, I used the EFW score from the beginning of the period. Third, I used the EFW score 

from the end of the period. 

Also, there are concerns about comparability between countries. Most income transition matrices 

measure the movement of individuals between income classes over a span of five years. 

However, several of the income transition matrices measure the movement over less than five 

years and a few measure the movement over more than five years. It is reasonable to assume that 

the longer the time span, the more upward mobility because there is a greater opportunity for the 

change in incomes. Consequently, the measurements from these income transition matrices may 

be biased.  

Most of the income transition matrices are based upon income tax records. Others, as indicated, 

are based upon estimates of income and in some cases comparisons of parent income to child 

income, using parent income as the starting position corresponding to the child’s later period 

income. 

Below is a table showing the data used in the regression analyses. 

 

 

 

Data Table: 

Country Years 

yyy     

Mob 1 

**SocMob 

2 

EFW 

Sum 

avg 

EFW 

Sum 

beg 

EFW 

Sum 

end 

EFW Bus 

Reg 

United States 1 1985-1995 61.1 52 8.31 8.18 8.32 8.21 

United States 2 1995-2005 57.6 49.7 8.28 8.32 8.07 7.89 

United 

Kingdom* 1990-2000 69.7 53.2 8.143 8.14 8.25 8.26 

China  1990-1995 56.1 46.3 5.13 4.96 5.3 4.42 

Peru 1 1985-1990 51.7 46.5 3.62 3.11 4.13                 - 

Peru 2 1990-1995 56.5 61.9 7.285 4.13 6.31 6.11 

Russia 1995 31 31 4.49 4.49 4.49 3.68 

Germany* 1980-2005 77 54 7.522 7.37 7.64 7.387 

Austrailia 2000-2005 43.25 31.21 7.865 7.88 7.85 7.23 

Brazil 1980-2000 54 32 4.658 4.45 5.85 5.96 



 

Denmark* 2000 74.7 52.7 7.65 7.65 7.65 7.6 

Norway* 1990-2000 71.6 55.4 7.213 7.26 7.04 7.75 

Sweden* 1995-2000 73.3 56.2 7.29 7.14 7.44 7.985 

Finland* 1995-2000 71.9 57 7.415 7.32 7.51 8.83 

Poland 1985 36 38 4.07 4.07 4.07                 - 

Spain 1995 34.6 24 7.04 7.04 7.04 5.69 

South Africa 1995-2000 61.8 43.8 6.7 6.44 6.96 6.235 

Indonesia 1995 58.8 43.5 6.57 6.57 6.57 4.36 

Venezuela 1995-2000 50.5 45 4.975 4.34 5.61 4.22 

New Zealand 1995-2000 69.4 55.1 8.495 8.64 8.35 8.955 

Austria* 2005 72 56 7.7 7.7 7.7 7.3 

Chile 2000-2005 63 48 7.68 7.28 7.95 7.6 

India* 2005 48 45 5.56 5.56 5.56 5.5 

Argentina 1995 46.49 40.59 6.77 6.77 6.77 6.02 

Singapore* 1995-2008 67 54 8.793 8.81 8.75 8.493 

 

(* indicates data based upon father-son income comparisons) 

(** Soc Mob 1 = mobility out of bottom-most class, Soc Mob 2 = upward mobility out of second 

bottom-most class) 

 

The countries with the greatest amount of upward social mobility from the bottom-most income 

class are Germany, Denmark, and Sweden with average EFW summary scores of 7.522, 7.65 and 

7.29, respectively with the combined average of 7.49. 

The countries with the least amount of upward social mobility from the bottom-most income 

class are Russia, Poland and Spain with the average EFW summary scores of 4.49, 4.07 and 7.07 

respectively with the combined average of 5.21. 

Among the most notable are the results of the U.S. The perception of the U.S. - historically 

viewed as “the land of opportunity”- has recently been put into question by both the popular and 

scientific socio-economic literature. By these results, however, it seems that the U.S. still 

exhibits a great deal of social mobility as a result of its high levels of economic freedom. But this 

result is based upon EFW data as of 2005. Since then the U.S. has been one of those countries 

that has shown the greatest decline in the EFW summary score (Gwartney 19). Thus, the 

relatively high degree of upward social mobility might decline in the near future. 

Results: Regression Graph and Table (continued on next page) 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 1. 



 

 

 

 

(Y1 indicates the upward social mobility from the bottom-most class and Y2 indicates the 

upward social mobility from the second bottom-most class.) 

Table 1. 

Ind variable 

(x) used 

Regression 

equations 

Number of 

observations 

R-squared Adjusted R-

squared 

Lowest level 

of statistical 

significance 

Avg EFW 

Sum 

Y1=22.517+5.283x 

Y2=25.413+3.172x 

25 

25 

.357 

.240 

.329 

.207 

1% 

5% 

Beg EFW 

Sum 

Y1=29.535+4.392x 

Y2=34.550+1.885x 

25 

25 

.305 

.105 

.275 

.066 

1% 

*11.5% 

(pvalue) 

End EFW 

Sum 

Y1=15.673+6.223x 

Y2=25.906+3.064x 

25 

25 

.410 

.185 

.385 

.150 

1% 

5% 

Avg Bus. 

Reg.  

Y1=21.318+5.646x 

Y2=22.682+3.635x 

23 

23 

.482 

.333 

.457 

.301 

1% 

1% 
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The second row (Y1) of the table shows that for every unit increase in the EFW summary score, 

upward social mobility out of the bottom-most income class increases by 5.283 percentage 

points. This result is practically significant. Considering the fact that a 1.5 unit swing was shown 

by the ten countries with the greatest changes in EFW summary scores (from 2000- 2009), a 1.5 

unit increase in EFW summary score corresponds to a 7.89 percentage point increase in upward 

mobility from the bottom-most income class. (Gwartney et al 19).This result is compelling 

because of an R-squared (.357) and the fact that it is statistically significant at the 1% level. 

Similarly, the second row (Y2) indicates that for every unit increase in the EFW summary score, 

upward mobility is predicted to increase by 3.172 percentage points. The regressions with the 

other calculations of the EFW summary score exhibit similar statistical significance. The 

corresponding graph is shown in Figure 1. 

Beyond the general effect of the EFW summary score I analyzed the effects of the following 

component scores: Protection of Property Rights, Labor Market Regulations, Top Marginal Tax 

Rate, Private Sector Credit, Business Regulations, Sound Money, Government Consumption, 

Transfers and Subsidies and Government Enterprises. Interestingly, Business Regulation was the 

only component score that was statistically significant at the 10% level in the simple linear 

regressions on social mobility. This could mean that business regulations are particularly 

important. But it could also be the result of a statistical anomaly given the small sample size. 

Moreover, the accompanying theoretical framework of economic freedom holds that economic 

freedom should be viewed as an interdependent structure where the component and sub-

component scores are not analyzed in isolation. Hence, though interesting, the regression on 

Business Regulation should be interpreted skeptically. For example, it is hard to imagine a high 

degree of upward social mobility in a society with few business regulations but no protection of 

property rights or severe limitations to sound money. Consequently, more emphasis should be 

placed on the results from the regressions with the EFW summary score. 

Conclusion 

Although data limitations restrict the robustness of these results, the preliminary conclusion 

drawn is that increases in economic freedom result in a higher degree of upward social mobility 

from the bottom-most income classes. Hopefully, the data issues raised in this paper will 

encourage more research into social mobility, both relative and absolute mobility. The results in 

this paper are especially relevant for policy-makers. They suggest that if more social mobility is 

the goal then government policies should be focused on promoting economic freedom. On the 

global scale, the international community appears to be at a turning point as the average EFW 

summary score fell from 6.88 in 2007 to 6.79 in 2009 - in response to the economic crises – then 

rose to 6.83 in 2010 according to the most recent Economic Freedom of the World report.  

Hopefully, this rising trend continues so that upward social mobility from the bottom most 

income classes increases (Gwartney 2012) 
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