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Labour supply in the Icelandic labour market 

Eyjólfur Sigurðsson 

As to what extent taxation changes will affect labour markets is beforehand unclear, 

but with detailed micro-data and proper models it is possible to estimate some 

probable outcomes. The aim of this paper is to assess the behaviour of the supply side 

of the Icelandic labour market. 

It has been popular to estimate labour supply with the Maximum Likelihood 

approach of Burtless and Hausman (1978). The model utilized is then often the 

standard textbook model of the utility-maximizing consumer, first formalized in 

Hausman (1980). This method is based on researcher-selected functional form for 

preferences, which the researcher must select. Imposing full economic rationality and 

a functional form for preferences imposes restrictions on the estimate (see MaCurdy, 

Green, & Parasch, 1990). 

Methods that have been developed or suggested to overcome the known 

shortcomings of the traditional ones are related to the discreteness of the labour 

market participation decisions, the dynamism of labour market participation choice as 

participation in one period can be a substitute for participation in another period, or 

that experience gained early on can affect the probability of finding gainful employ-

ment later on (see Blundell & MaCurdy (1999) for a review of alternative approaches 

to estimating labour supply). 

In this paper, labour supply is treated as a discrete choice problem, following van 

Soest (1995). This solves the problem with the traditional model when budget sets are 

not piece-wise linear or convex. In addition, it does not assume quasi-concavity of 

preferences a priori. 

Economic Model and Empirical Specifications 

The utility maximising individual draws pleasure from consumption and leisure. The 

trade-off is thus between working more in order to consume more or working less in 

order to gain more leisure. His set of options is confined by his wage rate, his non-

labour income and taxation. One inherent problem with this type of models is that the 

wage rate is not observed for every individual. Notably, when individuals are not 

working there are no wages to be observed. 

The wage model is used to predict the wage rate for individuals who are not 

working. The alternative (ad hoc) approach is to use wage rate predictions in the 

labour supply model for the entire population. Though this would yield consistent 

estimates, it is based on the econometrician’s predictions instead of observed wage 

rates. 

Standard empirical wage specification is used. The wage equation is of the 

following general form 

           
           (1) 

where     is the real hourly wage rate of individual   at time  ,     is a vector of 

measurable individual characteristics, and    is unobserved individual characteristics. 
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Observations are divided into four groups and the wage equation is estimated 

separately for each group. The groups are single males, single females, males in a two-

adult household, and females in a two-adult household. 

The direct utility function quadratic in logarithms, follows van Soest (1995), is 

presented as 

                                           
   (2) 

where   is a 3x3 matrix of unknowns,   is a vector of parameters (  ,    and   ), 

  is consumption (disposable income),   is time endowment,    is hours of work by 

the husband and    is hours of work by the wife. This utility function is locally 

second order flexible without any restriction on the parameters. Utility is assumed to 

be increasing with consumption and leisure (decreasing with hours of work). Quasi-

concavity of preferences is not imposed beforehand, as is subject of critique in 

MaCurdy et al. (1990). 

For a single headed household, the utility function would only consist of 

consumption and leisure by that individual. In the two-adult household it is assumed 

that consumption is shared within the household while the leisure is separate. It is 

feasible to construct some sort of game theory setting between the two individuals, 

but not practical for the purpose of this analysis. 

Individual total time endowment ( ) is set to 4,000 hours per year. In the model, 

each household member is faced with having to choose between seven different 

working hour options, ranging from 0 to 3,000 hours per year in 500 hour intervals. If 

we put this into context of a regular 40 hour workweek (i.e. the typical 8.00 to 16.00 

day job), disregarding vacations within the work, that makes about 2,086 hours per 

year (or 2,091 hours if it is a leap year). 

In the case of single headed households, the model is thus comprised of the seven 

discrete choices of hours to work. But in the case of two-adult households we have 

the seven discrete choices of each in combination with the other one, which makes a 

total of 49 discrete choices of hours to work for the two-adult households. 

A fixed cost of working is introduced into the model as an entry cost to the labour 

market. The base line model is known to under predict the number of part time 

workers and a number of methods have been developed in order to adjust this. 

Including a fixed cost is one way to repair it. In van Soest and Das (2001); van Soest, 

Das and Gong (2002); Flood, Pylkkänen and Wahlberg (2003); and Flood, Hansen 

and Wahlberg (2004) it is introduced log-linearly depending on geographic location, 

but as a dummy variable in Pylkkänen (2001). In this paper it is introduced as a 

dummy variable, but separately for husband and wife in the two-adult households. 

If we drop the matrix notation of Equation 1 and write the full functional form 

used in the estimation, then for any given household the trans-log specification of the 

direct utility function is 

 

                                           
                                      
                                  

 

               
                

         
          

(3) 

where    is the indicator variable for husband working and    is the indicator 

variable for wife working. 
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Each household chooses the combination of leisure (                ) and 

consumption (or net income) by maximizing household utility subject to the budget 

constraint: 

               
    

        (4) 

where   is household consumption (net income),    is the wage rate and   
  is non 

labour income. The function      determines taxation, it is a function of income, 

capital, spouse and other individual characteristics that determine taxation. 

Heterogeneity in individual preferences for leisure is introduced as 

             

 

   

        (5) 

where   is observed individual characteristics, such as age, education, number of 

children and nationality. 

It is assumed that the utility carries a random disturbance that follows a type I 

extreme value distribution, more specifically the standard Gumble distribution. Then 

the probability that an individual chooses alternative  , conditional of wage rate, 

potential benefits, exogenous variables, and partner’s number of hours worked, is 

given by 

    
       

          
  (6) 

The main disadvantage of using discrete choice to model hours of work is the 

introduction of classification error. Following MaCurdy (1990), Flood et al. (2003), 

Flood et al. (2004) and Pylkkänen (2001), the measurement error specification is 

assumed a multiplicative classification error, given as 

       
                         

    
                  (7) 

where    is the observed hours of work and    the optimal discrete hours. This 

implies that zero hours are observed with certainty, but when optimal hours are 

positive they differ by a factor of proportionality. This can be interpreted as a “within 

group” error which weights up the observations where the classification error is small. 

The classification error in Equation 7 has a density function of the form 

 
   

 
 
 

 
                  

 

  
  

            
 
 
  
 

  
      

   

             

(8) 

In presence of the classification error, the contribution of a household to the 

likelihood function is 

             

 

   

  (8) 
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where   is the number of choices of hours to work,    is an indicator variable for 

whether the individual chooses alternative  ,    is given in Equation 6 and    in 

Equation 8. 

Data 

The data used in the analysis is taken from the Icelandic Longitudinal Income 

Database (ICELID). This is a registry-based database developed and maintained by 

Statistics Iceland (Hagstofa Íslands). One of the main advantages with ICELID is that 

given the detail and length of the data, it still has the rare feature that it is not a sample, 

but covers the entire population. The small size of the nation is an appealing aspect 

when it comes to population wide estimations. At the time of writing there exist no 

public documentation of ICELID, but for a discussion of longitudinal models and 

data with an introduction of the development of ICELID and an overview of its core 

variables (see Eyjólfur Sigurðsson & Helgi Tómasson, 2008). 

The data consists of every individual eligible for taxation in Iceland during the 

years 2003 to 2008. Included are individual aged between 18 and 67 years old, that are 

not living abroad during the year or in a retirement home, and are not receiving 

student loans or assessed disabled. Furthermore, observations are excluded if the tax 

authorities estimate income and/or other relevant figures (these observations are 

flagged in the data), individuals are self-employed or have income from own business, 

or the tax assessment is made by hand or is abnormal (given by code in the data). And 

lastly, since various parts in the taxation framework are calculated jointly for married 

or cohabiting couples, those that have spouse that falls within an exclusion criterion 

or are otherwise missing are also excluded. 

If individuals do not report on their tax declaration (either by not declaring or 

neglecting) the figures are estimated by the tax authorities. Estimated figures are in 

general excluded from statistics and analysis that is based on this data, since it is 

deemed unreliable. In estimation the incentive is to come up with a high enough 

figure in order to coerce the individual to either comply to an (estimated to be) overly 

high figure or report their true figures in an appeal posterior to tax assessment. 

When individuals are self employed or/and have their own business they are to 

report a certain sum as their income. This is in most cases a regulated figure by the tax 

authorities and cannot be assumed to reflect the true opportunity cost of the indi-

viduals. 

When tax declarations are made by hand the figures do in some cases not match 

up. This is due to the fact that some calculations are not put into the database. In 

some cases these figures do not comply with law (a simple example, a lump-sum tax 

figure appears to be in accordance to the previous years), be that due to some abstruse 

regulations or human err. In either case, it is impossible to account for such discrep-

ancies. 

The wage rate is normally not available in register data, since for administrative 

reasons the focus is on total wages during a period (i.e. week, month or year). Wage 

rates are commonly derived by dividing annual wages by annual hours. The relation-

ship between hours of work and the wage rate causes a spurious negative correlation 

between them when hours of work are measured with error (Borjas, 1980). Although 

observations in ICELID are on an annual basis it contains information based on 

monthly observations for every individual that received income that is due for taxation 

(this is through the pay-as-you-earn system). Hourly wage rates are calculated by 

dividing monthly wages with full time (cohort mean) hours of work adjusting for 

hours of duty (when it applies). Annual hours of work are then calculated by dividing 

annual labour income with the wage rate. By doing so we avoid the division bias, 
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hours of work used in the estimation is paid hours of work rather than actual hours of 

work, albeit a sufficient measure of output. 

For the wage model there are a total of 757,479 observations, or on average 

126,247 observations each year from 2003 to 2008. Number of observations by year 

in each of the four groups – single males, single females, males in a two-adult house-

hold and females in a two-adult household – is presented in Table 1. 

Table 1. Number of observations by year for the wage model 

 

    Single   Two-adults     

Year   Male Female   Male Female   Total 

2003   27.333 26.840   31.867 31.924   117.964 

2004   27.227 26.466   31.872 31.953   117.518 

2005   28.857 27.224   33.361 33.627   123.069 

2006   31.487 28.130   34.302 34.578   128.497 

2007   33.010 29.103   35.287 35.532   132.932 

2008   34.146 30.675   36.200 36.478   137.499 

Total   182.060 168.438   202.889 204.092   757.479 

 

Observations of individuals in the first two groups, single males and single females, 

are on average ten years younger than the individuals in the second two groups, males 

in two-adult households and females in two-adult households. 34.6 percent of the 

single male observations have a secondary school degree as their highest earned 

degree, and 8.6 percent have a university degree. That means that the remaining 56.8 

percent have less than a secondary school degree (typically having only the com-

pulsory education). A similar fraction of the single female observations have a 

secondary school as their highest earned degree, but more observations have a 

university degree, or 14.3 percent. For both male and females in the two-adult house-

hold have a higher percentage of observations with secondary and university as their 

highest earned degree than their single counterparts, which comes as no surprise since 

they are on average older. Although there is a higher percent of observations with a 

university degree for the females in a two-adult household than there is for males, 52.0 

percent of the female observations have less than a secondary school degree 

compared to 38.3 percent of the males in a two-adult household. Of the two single 

groups, female observations have on average more children. For the individuals in 

two-adult households the number of children is roughly equal for males and females. 

Of the four groups, the single males have the highest percent of observations where 

the individuals do not have an Icelandic nationality, and comparing singles with two-

adult households the former is higher. Note also the relatively high within variation 

for both males and females in two-adult households, which means that a large number 

of those individuals changed their nationality to or from being Icelandic during the 

observation period. Around 64.4 percent of all observations are of individuals living in 

and around the capital area, with the single highest within group percentage being that 

of single females. Real hourly wage rate (in 2008 ISK) is on average 1,658 ISK for the 

observations of single males, while it is 1,553 ISK for single females. Of the 

observations of males in a two-adult household the average real hourly wage rate is 

2.578 ISK and 1.748 ISK for females. Note that the number of observations where 

the wage rate is missing is due to the individual not receiving labour income, 

proportionately less observations among individuals in a two-adult household than 

among singles. Summary statistics for each group is presented in Tables 2 to 5. 
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Table 2. Summary statistics of single males, for the wage model 

 

        Standar deviation 

Variable Median Mean   Overall Between Within 

Age 27,000 31,890   12,647 10,271 0,889 

Secondary school 0,000 0,346   0,476 0,382 0,112 

University 0,000 0,086   0,281 0,233 0,063 

Children (< 7 years) 0,000 0,004   0,066 0,053 0,025 

Children (> 7 years) 0,000 0,017   0,155 0,120 0,042 

Foreign nationality 0,000 0,110   0,313 0,305 0,029 

Capital area 1,000 0,624   0,484 0,400 0,087 
              

Hourly wage rate 1.451 1.658   1.050 823 306 

Number of observations 182.060           

Missing wage rate 84.267           

 

Table 3. Summary statistics of single females, for the wage model 

 

        Standar deviation 

Variable Median Mean   Overall Between Within 

Age 28,000 33,448   13,834 11,514 0,953 

Secondary school 0,000 0,328   0,469 0,381 0,136 

University 0,000 0,143   0,350 0,289 0,083 

Children (< 7 years) 0,000 0,153   0,419 0,340 0,115 

Children (> 7 years) 0,000 0,222   0,553 0,453 0,117 

Foreign nationality 0,000 0,076   0,265 0,240 0,038 

Capital area 1,000 0,686   0,464 0,391 0,092 
              

Hourly wage rate 1.382 1.553   821 629 255 

Number of observations 168.438           

Missing wage rate 74.559           
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Table 4. Summary statistics of males in a two-adult household, for the wage model 

 

        Standar deviation 

Variable Median Mean   Overall Between Within 

Age 44,000 44,247   11,273 10,262 1,078 

Secondary school 0,000 0,429   0,495 0,428 0,049 

University 0,000 0,188   0,391 0,354 0,044 

Children (< 7 years) 0,000 0,456   0,701 0,591 0,217 

Children (> 7 years) 0,000 0,644   0,847 0,710 0,215 

Foreign nationality 0,000 0,039   0,194 0,196 0,033 

Capital area 1,000 0,632   0,482 0,416 0,064 
              

Hourly wage rate 2.195 2.578   1.840 1.477 645 

Number of observations 202.889           

Missing wage rate 79.781           

 

Table 5. Summary statistics of females in a two-adult household, for the wage model 

 

        Standar deviation 

Variable Median Mean   Overall Between Within 

Age 42,000 42,183   11,299 10,010 0,966 

Secondary school 0,000 0,233   0,423 0,354 0,071 

University 0,000 0,247   0,431 0,365 0,064 

Children (< 7 years) 0,000 0,458   0,701 0,564 0,188 

Children (> 7 years) 0,000 0,645   0,847 0,682 0,185 

Foreign nationality 0,000 0,048   0,215 0,207 0,039 

Capital area 1,000 0,633   0,482 0,406 0,057 
              

Hourly wage rate 1.542 1.748   990 747 270 

Number of observations 204.092           

Missing wage rate 99.575           

 

The labour supply estimation is for the year 2008. The reason for the reduction in 

the number of observations is in either due to some observations deemed unusable 

due to unsound calculated hours of work or due to observations being excluded for 

individuals missing their spouse afterwards or being in a same sex household (given 

that labour supply of individuals in a same sex household is no different than of any 

other, the rather few observations did not justify the added complication to the data 

manipulation process this would have entailed). 

The summary statistics of the individual characteristics variables used in the labour 

supply estimation differ not much that for the wage model. An exception is that the 

number of children is now ungrouped. The hourly wage rate is slightly higher now 

that we are using only the year 2008, which might reflect normal wage increases 

during the years. The figures for the wage rate and hours worked conform to official 

national statistics. Disposable income appears to be rather varied amongst the 

individuals. Summary statistics for each group is presented in Tables 6 to 9. 
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Table 6. Summary statistics of single males, for the labour supply model 

 

Variable Median Mean St.dev 

Age 28,000 32,260 12,799 

Secondary school 0,000 0,355 0,479 

University 0,000 0,097 0,296 

Capital area 1,000 0,641 0,480 

Foreign nationality 0,000 0,151 0,358 

Number of children 0,000 0,021 0,178 

Not working 0,000 0,067 0,251 
        

Hourly wage rate 1.414 1.659 1.036 

Hours worked 2.219 1.904 936 

Disposable income 2.476.239 2.910.602 2.987.710 
        

Number of observations 33.363     

 

Table 7. Summary statistics of single females, for the labour supply model 

 

Variable Median Mean St.dev 

Age 29,000 33,578 14,019 

Secondary school 0,000 0,339 0,473 

University 0,000 0,163 0,369 

Capital area 1,000 0,683 0,465 

Foreign nationality 0,000 0,102 0,303 

Number of children 0,000 0,366 0,726 

Not working 0,000 0,056 0,230 
        

Hourly wage rate 1.353 1.592 914 

Hours worked 1.878 1.675 841 

Disposable income 2.382.897 2.747.841 2.409.232 
        

Number of observations 30.399     
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Table 8. Summary statistics of males in a two-adult household, for the labour supply model 

 

Variable Median Mean St.dev 

Age 46,000 45,611 11,043 

Secondary school 0,000 0,430 0,495 

University 0,000 0,201 0,401 

Capital area 1,000 0,632 0,482 

Foreign nationality 0,000 0,053 0,224 

Number of children 1,000 1,144 1,093 

Not working 0,000 0,021 0,143 
        

Hourly wage rate 2.329 2.593 1.685 

Hours worked 2.494 2.306 741 

Disposable income 4.363.677 5.502.868 5.088.178 
        

Number of observations 32.557     

 

Table 9. Summary statistics of females in a two-adult household, for the labour supply model 

 

Variable Median Mean St.dev 

Age 44,000 43,535 11,140 

Secondary school 0,000 0,240 0,427 

University 0,000 0,286 0,452 

Capital area 1,000 0,632 0,482 

Foreign nationality 0,000 0,063 0,243 

Number of children 1,000 1,144 1,093 

Not working 0,000 0,053 0,225 
        

Hourly wage rate 1.689 1.815 890 

Hours worked 2.040 1.777 814 

Disposable income 2.905.590 3.630.599 4.071.879 
        

Number of observations 32.557     

 

The Icelandic Tax Benefit Micro Simulation Model (ICETAXSIM) is used in order 

to generate net income for the various combinations of hours of work. Access to a 

simulation-model is essential for calculating taxation and benefits, especially when 

taxation and benefits are dependent on spouse income and/or capital and tax credits 

are transferable between couples. As of writing ICETAXSIM is a work in progress, 

but the set of rules and algorithms that have been developed so far are fully suited for 

this task. The goal is for a tax and benefit microsimulation model comparable with 

TAXBEN in the UK or FASIT in Sweden. 
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Results 

The estimation results from the four wage models seem to be consistent with earlier 

studies. The logarithm of wages seems to follow a parabolic shape, central in the 

Mincer (1974) type regressions. Higher education degrees are typically associated with 

an increased wage rate (note that since these are indicator variables the parameter 

estimates are not a direct percentage). Interestingly a having secondary school as the 

highest earned degree seems to have no association with wages for individuals in a 

two-adult household. Each child is associated with a reduction in the wage rate for 

females, and greater for the younger age group, while it seems to have a marked less 

or no association for males. This implies a gender based difference in preferences. 

Having a nationality other than Icelandic does not seem to have any link with the 

wage rate for females, while nationality is associated with a higher wage rates for 

Icelandic males. Living in or around the capital area is associated with a higher wage 

rate for all the groups. Parameter estimates for the single males and single females is 

presented in Table 10, and parameter estimates for males in a two-adult household 

and females in a two-adult household is presented in Table 11. 

 

Table 10. Parameter estimates from the wage model for single individual households 

 

  Male   Female 

Variable Estimate 
Std. 

Error   Estimate 
Std. 

Error 

Constant 5,022     5,054   

Age 0,096 0,002   0,085 0,002 

Age^2/100 -0,079 0,003   -0,059 0,002 

Secondary school 0,038 0,007   0,013 0,006 

University 0,299 0,012   0,263 0,010 

Children (< 7 years) -0,064 0,024   -0,095 0,006 

Children (> 7 years) -0,005 0,015   -0,038 0,006 

Foreign nationality 0,022 0,021   0,016 0,016 

Capital area 0,078 0,007   0,066 0,007 
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Table 11. Parameter estimates for the wage model for two-adult households 

 

  Male   Female 

Variable Estimate 
Std. 

Error   Estimate 
Std. 

Error 

Constant 4,549     4,796   

Age 0,114 0,002   0,090 0,002 

Age^2/100 -0,095 0,002   -0,067 0,003 

Secondary school -0,005 0,011   -0,001 0,008 

University 0,218 0,013   0,256 0,009 

Children (< 7 years) -0,007 0,002   -0,096 0,003 

Children (> 7 years) 0,001 0,002   -0,045 0,003 

Foreign nationality 0,047 0,013   0,006 0,012 

Capital area 0,103 0,006   0,076 0,008 

 

The estimated parameters of the labour supply models for households with a single 

male are presented in Table 12, for single female households in Table 13, and the 

model for households with two-adults in Table 14. The first eight variables, co-

efficients named     to     for the single male and female households and       to 

      for the male and       to       for the female in the two-adult households, are 

associated with observed heterogeneity in preferences for leisure. We can see that 

heterogeneity in preferences for leisure is convexly associated with age for all the 

different types of households. Individuals with higher educational degrees tend to 

have less preference for leisure, while individuals living in or around the capital area 

have more. Foreign nationality does not seem to have any association to preference 

for leisure for single male households, while it has a positive association for all 

individuals in the other household types. Number of children does not seem to have 

any significant link with preferences for leisure for single female households, while it 

has a positive association for females in a two-adult household. Male individuals, both 

singles and in a two-adult household, seem to have a negative association in 

preferences to leisure with the number of children. 

Since the parameter for leisure is not constant, but varies with the introduction of 

heterogeneity for leisure, it is commonly not presented with results. For sake of 

completion the average of it is presented lastly for all the models. The estimated 

parameters for the quadratic form – consumption, consumption squared, hours, hours 

squared and consumptions times hours – indicate a concave form of the utility 

function. 
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Table 12. Estimated parameters of the labour supply model for single male households 

 

Variable Coeff. Estimate Std..Error 

Constant βx1 7,242 0,148 

Age βx2 -0,243 0,007 

Age^2/100 βx3 0,296 0,009 

Secondary school βx4 -0,016 0,030 

University βx5 -0,320 0,049 

Capital area βx6 0,666 0,030 

Foreing nationality βx7 -0,012 0,042 

Number of children βx8 -0,198 0,075 
        

Consumption βc 1,263 0,039 

Consumption squared βcc -0,409 0,014 

Hours squared βhh -2,740 0,055 

Hours * consumption βch -0,348 0,016 
        

Fixed cost of working βfc -1,952 0,037 
        

Classification error σε 0,116 0,000 
        

Hours (at the average) mean βh 3,365   

 

Table 13. Estimated parameters of the labour supply model for single female households 

 

Variable Coeff. Estimate Std..Error 

Constant βx1 8,527 0,186 

Age βx2 -0,297 0,009 

Age^2/100 βx3 0,341 0,012 

Secondary school βx4 0,032 0,038 

University βx5 -0,621 0,049 

Capital area βx6 0,682 0,036 

Foreing nationality βx7 0,271 0,060 

Number of children βx8 0,000 0,025 
        

Consumption βc 0,755 0,052 

Consumption squared βcc -0,301 0,017 

Hours squared βww -2,268 0,063 

Hours * consumption βcw 0,056 0,019 
        

Fixed cost of working βfc -1,263 0,035 
        

Classification error σε 0,130 0,001 
        

Hours (at the average) mean βw 3,465   
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Table 14. Estimated parameters of the labour supply model for two-adult households 

 

Variable Coeff. Estimate Std..Error 

Husband:       

Constant βx1,h 1,886 0,293 

Age βx2,h -0,083 0,013 

Age^2/100 βx3,h 0,138 0,015 

Secondary school βx4,h -0,303 0,039 

University βx5,h -1,211 0,051 

Capital area βx6,h 0,753 0,037 

Foreing nationality βx7,h 0,726 0,079 

Number of children βx8,h -0,154 0,020 
        

Wife:       

Constant βx1,w 8,005 0,261 

Age βx2,w -0,266 0,012 

Age^2/100 βx3,w 0,348 0,015 

Secondary school βx4,w 0,026 0,042 

University βx5,w -0,768 0,041 

Capital area βx6,w 0,413 0,035 

Foreing nationality βx7,w 0,200 0,069 

Number of children βx8,w 0,202 0,019 
        

Consumption βc -1,583 0,071 

Consumption squared βcc -0,223 0,016 

Husband's hours squared βhh -5,148 0,056 

Husband's hours * consumption βch 0,355 0,019 

Wife's hours squared βww -4,100 0,047 

Wife's hours * consumption βcw 0,292 0,014 

Husband's hours * Wife's hours βhw 0,538 0,026 
        

Husband's fixed cost of working βfch -2,176 0,060 

Wife's fixed cost of working βfcw -0,841 0,032 
        

Classification error, husband σεh 0,110 0,000 

Classification error, wife σεw 0,162 0,001 
        

Husband's hours (at the average) mean βh 1,128   

Wife's hours (at the average) mean βw 3,747   

 

The affect of a wage change can be predicted by the model. Wage elasticity of 

labour supply is found by increasing the wage rate for each individual by one percent 

and calculating their optimal number of hours of work. Everything else constant, for a 

1 percent increase in the wage rate, single male individuals would on average increase 

their hours with 2.52 percent and single females with 1.12 percent. In the case of two-

adult household we have the added cross effect of wage increases. The interpretation 

is as such, for a 1 percent increase in the wage rate of males in a two-adult household 

they would increase their hours of work by 0.16 percent, while females would similarly 
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increase their hours of work by 0.782 percent. In the case where all wages were to 

increase by 1 percent the cross effect of the increase for the spouse is added to this 

effect. That is, when the wage rate of both the husband and the wife increase by 1 

percent, the husband would increase his hours of work by 0.12 percent and the wife 

by 0.71 percent. These results for two-adult households are much akin to the results in 

van Soest & Das (2001). Wage elasticity of labour supply is presented in Table 15. 

Table 15. Wage elasticity of labour supply 

 

  Male Female 

Single 2,519 1,116 

Couples 0,157 0,782 

Cross -0,036 -0,070 

 

It is possible to conduct wage elasticity estimation for the various sub-groups. The 

results of Table 15 subdivided by the different educational levels are presented in 

Table 16. The wage elasticity for single male individuals is the highest for those with a 

university degree, while it is the lowest for those with a secondary school degree. But 

it is reversed for males in a two-adult household. Single females appear to have less 

wage elasticity the higher their educational degree is, while females in a two-adult 

household are that reversed. 

Table 16. Wage elasticity of labour supply by education levels 

 

  Male Female 

Primary school:     

Single 2,782 1,921 

Couples 0,150 0,667 

Cross -0,025 -0,070 
      

Secondary school:     

Single 1,914 0,601 

Couples 0,183 0,844 

Cross -0,039 -0,059 
      

University:     

Single 3,228 0,019 

Couples 0,113 0,864 

Cross -0,048 -0,095 

 

Conclusions 

This paper presents an estimation of labour supply in Iceland with a discrete choice 

model. The main advantage with such models is that they allow for all kinds of non-

linear and non-convex budget sets. In so doing we are able to take full account to the 

intricate nature of Icelandic taxation. 

Although general equilibrium effects are ignored, the model provides a valuable 

insight into how the supply side might react to an external influence to the wage rate. 

If we, for the sake of illustration, assume a hypothetically tax-revenue maximizing 
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government agent for instance, then his most profiting strategy would be to raise taxes 

on individuals in a two-adult household, while his least promising target are single 

males. Any proposed change to the tax system could of course readily be put through 

the model in order to estimate what particular effect the change might have. 
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