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Iceland’s Natural Experiment in Supply-Side Economics*

The move to a pay-as-you-earn income tax system in Iceland in 1987-8 made
income earned in 1987 tax-free. Using a sample of 9,274 individuals for the
years 1986, 1987 and 1988, we calculate the labour-supply response of this
change and find that total labour supply rose by 6.7% in 1987 over the
average of 1986 and 1988 when we correct for entry in 1988. This consists of
an 8.6% increase in weeks supplied by those already in the labour market in
1986 and a 1.9% decline due to entry/exit. The elasticity of weeks worked to
the rise in after-tax wages was 0.41 for men and 0.11 for women. While the
participation rate of women increased somewhat in our sample, participation
by men fell.
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NON-TECHNICAL SUMMARY

A natural experiment in supply-side economics took place in Iceland in 1987.
In 1987-8, Iceland moved from a system under which taxes were paid on
previous year's income to a pay-as-you-earn system. The transition to the new
system created a gap in the tax base and a tax-free year emerged. Once the
new system was in place in 1988, the tax base had also shifted over to that
year but the tax base in 1987 was income earned in 1986: income earned in
1987 was never taxed.

This experiment creates a unique opportunity to study the labour supply
response of individuals who were temporarily faced with a zero marginal and
average income tax rate. Moreover, the income effect was reduced because
workers were still paying taxes, although not of income earned in 1987. For
this reason, we are able to find an upper limit on the effect of tax cuts on
labour supply. The employment rate defined as the ratio of the total number of
weeks worked in a given year, on the one hand, and the potential supply by all
working-age individuals, on the other hand, jumped by around 3% from 1986
to 1987 and then dropped from 1987 to 1988 down to its earlier level. The
response by women was slightly larger; an increase of 4.16% while that for
men rose by 2.36%. There were also significant output effects. The rise in
labour supply coincided with an 8.5% increase in real GDP in 1987. When
compared to the average of 1986 and 1988, real GDP was 4.16% higher. We
note that the rise in GDP can also be traced to a favourable terms-of-trade
development and an increase in domestic demand.

We study a cross-section of individuals in the period surrounding the tax
reforms to learn about the responsiveness of labour supply to the tax cuts.
This enables us to determine the effect on labour-force participation, the effect
on the number of weeks supplied by each worker, the distribution of labour
supply across our sample, the income distribution and an assessment of the
determinants of the labour-supply response: in particular, we can estimate
how the change in the supply of labour depends on observable characteristics
such as age, gender, previous income and the number of children. By looking
at the response of labour supply during the tax-free year in Iceland in 1987,
using a sample of 9,274 workers out of a total of 180,577 in that year, we
come to the following conclusions:

e There is a large variation across individuals in their labour-supply
response. Some workers (2,455) decided to work less in 1987 while others
(3,860) decided to work more.

e When averaging across the whole sample, the elasticities of labour supply
fall close to those reported by Killingsworth (1983) for American workers.



The elasticity of weeks worked to the rise in after-tax wages was 0.26 for
all workers, 0.41 for men, and 0.11 for women when looking at all workers:
both those who were employed in 1986 and those who decided to join in
1987. The elasticity of earnings was 0.61 for men and 0.72 for women with
an average of 0.67. The higher elasticity using earnings is partly explained
by an increase in real wages.

Looking only at workers who were employed in 1986, men responded more
than women. Men who received some income from self-employment in
1986 had a considerably higher elasticity of labour and increased their
labour supply by 24.1%, compared to the 14.3% increase by all men.
Single men also had a slightly higher elasticity. Similarly, single women
were the group of women that showed the largest positive supply
response.

The increase in labour supply during the tax-free year - measured either by
the number of weeks worked or earnings - is a positive function of the tax
rate in previous year for tax rates between 20% and 40% but independent
of the tax rate outside of this range.

The participation rate for men in our sample fell in all cases while that for
women tended to increase. The increase was most significant for young
workers and married women.

The density of (gross) earnings has one mode (if we omit workers not in
employment) while the density of weeks worked has two: corresponding to
part-time and full-time work. In 1987, the frequency of higher earnings and
weeks worked increased significantly and, most importantly, the variance
of the earnings distribution increased significantly.



|celand’s Natural Experiment in Supply-side Economics

Marco Bianchi
SSB Citi
Asset Management Group
Cottons Centre
Hays Lane
London SE1 2QT

Bjorn R Gudmundsson
National Economic Institute
150 Reykjavik
Iceland

and

Gylfi Zoega
Department of Economics
Birkbeck College
7-15 Gresse Street
London W1P 2L L

April 1999

The move to a pay-as-you-earn income tax system in Iceland in 1987-1988 made
income earned in 1987 tax free. Using a sample of 9,274 individuals for the years
1986, 1987 and 1988, we calculate the labour-supply response of this change and find
that total labour supply rose by 6.7% in 1987 over the average of 1986 and 1988 when
we correct for entry in 1988. This consists of an 8.6% increase in weeks supplied by
those already in the market in 1986 and a 1.9% decline due to entry/exit. The
elasticity of weeks worked to therise in after-tax wages was 0.41 for men and 0.11 for
women. The elasticity of earnings was 0.61 for men and 0.72 for women. While the
participation rate of women increased somewhat in our sample, participation for men
fell.

Keywords: Supply-side economics, labour supply.
JEL Classification: E65, J22.

* We thank Hugh Davies, Thorvaldur Gylfason, Tryggvi Herbertsson, J.M. Orszag, Edmund Phelps,
Ron Smith, Marta G. Skuladottir and anonomous referees for comments on an earlier draft. Many
thanks go to Stefan Por Jansen for help with data. The usual disclaimer applies. The views expressed in
this paper are those of the authors and do not necessarily reflect those of SSB Citi.

The supply-side experiment in the United States under President Reagan received
world-wide attention. The massive tax cuts agreed in 1981, and implemented in 1982,
preceded a period of spectacular growth starting in the fall of 1983 and lasting until



the beginning of the 1990s. While the proponents of supply-side economics have
taken this epoch as a proof of the soundness of their policy recommendations, the
verdict among academic economists is more mixed. While a majority appears to
accept significant effects of taxes on incentives—to work, save and invest—they do
not think that these effects are empirically very strong (see e.g. Feldstein, 1986). The
emerging consensus has been supported by a vast literature on the microeconomic
evidence for the effect of tax cuts on labour supply.*

A much less noticed experiment took place in Iceland, a country with a
population of only 1/1000 that of the US. This experiment is in many ways better
suited to judge the empirical significance of the supply-side effects of income tax
cuts. In 1987-1988, Iceland moved from a system under which taxes were paid on
previous year's income to a pay-as-you-earn system. The transition to the new system
created a gap in the tax base and a tax-free year emerged. Once the new system was in
place in 1988, the tax base had also shifted over to that year but the tax base in 1987
was income earned in 1986: income earned in 1987 was never taxed.?

This experiment creates a unique opportunity to study the labour supply
response of individuals who were temporarily faced with a zero margina—and
average—income tax rate. Moreover, the income effect was reduced because workers
were till paying taxes, although not of income earned in 1987. For this reason, we are
able to find an upper limit on the effect of tax cuts on labour supply. The notable
effect on labour supply can be seen in the figure below which has the employment
rate defined as the ratio of the total number of weeks worked in a given year, on the
one hand, and the potential supply by al working-age individuals, * on the other hand,
for the period 1960-1996. The rate jJumps by around 3% from 1986 to 1987 and then

! The positive response of labour supply to a cut in income taxes has been documented in a number of
studies (see e.g. Hausman, 1981a, 1981b; Fullerton, 1982). Hausman finds that replacing the
progressive system of income taxation with a linear income tax would raise hours of work. However,
cutting taxes does not lead to a sufficient rise in labour supply to increase tax revenue. Fullerton aso
findsthe U.S. to the left of the peak of its Laffer curve.

2 The collection of income tax in the former system involved two steps. In the first half of the year,
each individual’s tax payment was based on his previous year's taxable income—which was earned
two years before. In the second half of the year, when taxable income—earned in the previous
year—became known, he paid the difference between this forward payment and the actual amount due
in income tax.

® The employment rate is calculated from individual registration in a database for entitlements related
to work accidents. The database has the number of working weeks of al Icelandic workers.



drops from 1987 to 1988 down to its earlier level.* The response by women was
dightly larger; an increase of 4.16% while that for men rose by 2.36%. There were
also significant output effects. The rise in labour supply coincided with a 8.5%
increase in real GDP in 1987. When compared to the average of 1986 and 1988, real
GDP was 4.16% higher. We should note that the rise in GDP can aso be traced to a

favourabl e terms-of-trade devel opment and an increase in domestic demand.

Figure 1 Figure 2 Rate of Growth of Real Output
The employment rate in lceland, 1960-1996. 016
100 -
. Tax
% T men // \\
o R NN oot 012 4 cut
0.08 -
0.04 -
0.00 -
20 — 004 I \ T \ \
60 65 70 75 80 85 90 95 70 75 80 85 0 95

In this paper we study a cross-section of individuals in the period surrounding
the tax reforms to learn about the responsiveness of |abour supply to the tax cuts. This
enables us to determine the effect on labour-force participation, the effect on the
number of weeks supplied by each worker, the distribution of labour supply across
our sample, the income distribution, and an assessment of the determinants of the
labour-supply response: in particular, we can estimate how the change in the supply of
labour depends on observable characteristics such as age, gender, previous income
and the number of children. Our analysis is a statistical description of the data rather
than an estimation of any particular model of labour supply. We relegate a formal
intertempora model of labour supply to an appendix.

* The fall in the employment rate after 1988 was to some extent caused by a rise in unemployment.
Unemployment averaged 0.7% in 1980-1986 and 3.0% in 1988-1996. The annual unemployment rates
were as follows:

% % % % %
19864 13 1987 05 1990 1.8 1993 44 1996 4.3
1985 09 1988 06 1991 15 1994 48 1997 3.9
19866 0.7 1989 1.7 1992 3.0 1995 50 1998 3.0




l. A Note on the Theory of Labour Supply
While our emphasis will be on describing the data without resorting to any formal
modelling, we would like to start out by stating, for the record, some economic
intuition.

Assume that utility depends positively on consumption C and negatively on

labour supply L: u(C, L), uc>0, U < 0,u, <0,u, <0. A (continuous-time)

model of consumption- and leisure choice (see appendix) gives the following first-
order condition for a representative individua where w denotes wages and 7 is a
(proportional) tax on wage income.”

u =- ch(l_ T) @
The left-hand side has the marginal cost of increasing labour supply while the right-
hand side has the marginal benefit. The marginal cost is the disutility of increased
work while the marginal benefit is the utility of the increased consumption thus made
possible: by working more we gain w(1-17) which gives consumption valued at uc.

A temporary (marginal) tax cut—that leaves the tax burden unaffected as it is
replaced by an identica lump-sum tax (based on past income)—affects 7 in the
equation and only consumption and uc as a result of an induced labour-supply
response: the substitution effect dominates the income effect. Because of the fal in 7
labour supply rises instantly, raising the marginal disutility of labour. However,
labour supply will have fallen below its initial level when taxes are eventually raised
again because wealth accumulates during the period of higher-than-normal labour
supply which reduces the marginal utility of consumption and hence also the marginal
benefit of working. This is an income effect. Following the tax-free period we then
have high, but falling, consumption and low, but rising, labour supply as we gradually
converge back to the original steady state.

It should be clear from this discussion that the labour-supply response may
differ across individuals since the elasticity of intertemporal substitution depends on
the form of the utility function. Thus, to name one example, workers with dependent
children who cannot easily lengthen their working hours due to domestic

responsibilities may have alow elasticity of substitution.

> The equation is derived from two first-order conditions describing optimal consumption and labour
supply (see appendix).



II. A Chronicle of Events

A. Thetax reforms

The Icelandic government decided in the fall of 1986 to simplify the personal income
tax system. There appears to have been a broad consensus that such reforms were
justified although previous attempts at introducing a pay-as-you-earn system in 1977
and 1981 had been unsuccessful. Following a request from labour unions and
industry, which formed a part of a wage settlement in December 1986, tax reforms
were put on a fast track with the introduction of a pay-as-you-earn income tax to be
effective at the beginning of 1988. At the same time there was political willingness to
increase the redistribution of income through the personal-income-tax system.

In spite of a low average tax-burden of the personal-income tax in comparison
with the other Nordic countries (14.5% of average blue collar income in 1985,°
relative to an average of 32% in the other Nordic countries), the marginal rate could
go as high as 56.3%. So in order to shift the tax burden from the lowest income
earners, and at the same time reduce the marginal rates at the high end of the income

distribution, the following changes were made.

e Four distinct tax brackets were consolidated—both state and local—into a single
bracket of 35.2%.

e A single persona tax-allowance was introduced to replace various deductions
dependent on family status and income.

e A special scheme for interest deductions and tax credits for owner-occupied
houses was introduced.

e Benefits (such as child-benefits) were to be paid out directly instead of being part
of the tax system.

The table below summarises some of the key changes in the tax system in 1987.

® This applied to asingle individual, married people enjoyed lower rates.



Table 1 Average- and marginal tax rates (single individuals)
(in thousands of Icelandic kronas)

1986 1988 Change

Threshold of taxable income, (current prices) 197 530 170%
Lowest marginal rate (%) 283 352 6.9
Highest marginal rate (%) 56.3 35.2 -21.1
Average wages, thousand IKr (current prices) 390 686 76%
Threshold of taxable income as per cent of

average wages (%) 505 77.3 26.8
Averagetax (%) 145" 8.0° -6.5

Source: Minigtry of Finance (1997).

The announcement about the impending change in the tax system was made
only a couple of months before the legidative procedure was finalised. As a resullt,
households and the corporate sector did not have much room to respond to the news
prior to the changes becoming effective. Because the announcement was made in late
1986, we can eliminate the possibility that changes in labour supply occurring in 1986
had anything to do with the tax free year.’

B. Economic conditions around the time of the tax reforms

Being prone to fluctuations arising from the importance of natural resources (fishing
and fish processing), the Icelandic economy was in a strong upswing at the time of the
tax reforms. Prior to the announcement, employment had been rising and the labour-
force participation rate was at an al time high at 80% in 1986. With unemployment at
only 0.7%, and the labour market in a state of excess demand, inflation was running at
20-30 % annually.

" Figure taken from OECD (1998) and applies to 1985.

8 Calculated from lines 1-5 in table.

*However, it is possible—and in fact quite likely—that self-employed workers moved some income
from 1986 to 1987. Thus income earned in 1986 may have been reported in 1987 to avoid taxation.



On the externa side, the current account moved temporarily into a surplus in
1986 following continuous deficits since the late 1970s. This favourable outcome in
1986 was mostly due to a positive terms-of-trade shock. In 1986 and 1987 real GDP
rose by 6% and 81/2% respectively. Initially driven by increased exports and an
improved terms of trade, the upswing turned from an export-led to a domestic-
demand led boom in mid- to late 1987. This followed a 3.3% growth rate in 1985. A
collective wage agreement in late 1986 resulted in a 20% increase in hominal wages.
However, as it turned out, wages rose by a staggering 40%, and per-capita real
disposable income rose by 25%.

It can be argued that the tax reform came at precisely the right time to offset
some of the labour market pressures which had build up during 1986 and 1987. In the
absence of this “extra’ labour supply, the inflation outcome might have been much
worse. Price inflation—measured by the GDP price deflator—was 17.8% in 1987,
lower than in both 1986 (22.7%) and 1988 (20.6%).

Obvioudly, the economic situation in 1986-87 was unsustainable with a
widening current-account deficit and mounting inflationary pressures. As aresult, the
government tried to stabilise the economy by tightening fiscal policy, and devaluing
the domestic currency. In 1988 and in the following years, the economy cooled down
as GDP was stagnant well into the mid 1990s.

I[I1. TheDataat First Glance

We now turn to the analysis of the labour supply response of the individuals in our
sample. The data set is drawn from two databases. One is individual tax returns
(SOURCEL1), and the other has the number of working weeks for each individual
taken from a database compiled by the authorities (in connection with a special
employers’ insurance charge based on the number of weeks worked) (SOURCE2). By
merging these two it is possible to establish a one-to-one relationship between
individual income and the number of weeks worked.'® Both have the same system of
identification numbers, allowing us to link the number of weeks worked for a given
individual from SOURCE?2 to hisincome and other attributes taken from SOURCEL.

YBoth files are kept at the National Economic Institute, which ensures anonymity of personal
information. A major drawback of the data set on working weeks is that each individual can as a
maximum work 52 weeks for the same employer. So, someone previously working 52 weeks, but
increasing his overtime the following year, is still only counted as working 52 weeks. Only if he takes a
second job with another employer will the increase be counted.



We use arandom sample of 9,274 individuals, who filed income tax returnsin
1986, 1987 and 1988."* This gives atotal of 27,822 observations, three for each of the
9,274 individuals in our sample. These individuals are randomly chosen and include
both workers who are employed, unemployed and out of the labour force. We have
data on total direct tax payments, wages earned from salaried employment, wages
earned through self-employment, age, gender, marital status, and the number of
children.”

The sample has 4,668 men and 4,606 women. This includes 2,782 couples.
There are 1,236 individuals who have at least some income from self-employment,
the rest being employees only. Figure 3 shows average labour supplied in 1986 and
1988, and the supply of labour in 1987 for al 9,274 workers in the sample. We use
the average of 1986 and 1988 as a baseline to account for any linear trend in labour
supply, earnings or wage rates. Note that the number of weeks worked can exceed 52
when individuals hold more than one job at atime. There is a large variation in the
change in labour supply between the two years. Thus some workers (2,762) decided
to work less in 1987 while others (4,171) decided to work more. This leaves a large
number (2,341) with an unchanged labour supply. The figure shows that workers who
raised their labour supply in 1987 did so on average by more than those who reduced
it.

Foure3 Figure4
Average labour supply in 1986 and 1988 and the Average labour supply in 1986 and 1988
upply of labour in 1987 and the supply response in 1987
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weeksworked changein wesks
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) o S
150 | g v
o o o ° o
.

-100 4

-200

1t should be noted here that although 1987 was a tax-free year with respect to personal income taxed,
individuals had to file a normal tax return. Since all working-age individuals had to file a tax return, no
sample-selection bias is created by only sampling among those who filed atax returnin al three years.
12 All variables are taken from SOURCE1 apart from the number of weeks worked which is taken from
SOURCE2.



The 9,274 individuals supplied on average 308,913 weeks of labour in 1986 and 1988,
of which the 4,606 women accounted for 122,435 weeks. In 1987, the 9,274 workers
in the sample increased their supply of labour from 308,913 to 326,554 weeks, that is
by 5.7%. When we correct for entry in 1988—which reduces the measured supply
response in 1987—we get a 6.7% rise in weeks supplied. The increase in labour
supply by men was dlightly higher than the average: they worked 202,252 weeks in
1987 instead of an average of 186,477 weeks for 1986 and 1988, which is an 8.46%
increase over 1986—38.8% when we have corrected for entry in 1988. Women in the
sample worked 124,302 weeks, an increase of only 1.5%—3.5% when we have
corrected for entry in 1988.

Before proceeding any further, it is interesting to look at the relationship
between the change in labour supply in 1987 from the average level for 1986 and
1988, on the one hand, and the average level of labour supply in 1986 and 1988, on
the other hand, to see if workers who increased their supply of labour worked part-
time, full-time, or not at al in 1987. This is Figure 4. We notice clusters at full
employment in that year. Besides this, no relationship is apparent. Thus part-time
workers do not seem to respond more than others to the tax change. Note that the
straight line arises because the number of weeks worked is bounded from below by
the zero-weeks constraint.

The problem with the number of weeks worked as a measure of labour supply
is that it does not capture changes in hours per week. With a constant hourly wage,
changes in earnings measure both changes in the number of weeks and in hours per
week. For this reason we do the same calculations using the change in earning as a
measure of the labour-supply response. Earnings are measured as the sum of wage
income and income from self-employment, both measured in real terms (1986
kronur). However, this may overestimate the labour-supply response because real
wages did increase from 1986 to 1987 as shown in Table 2.

Table 2 Growth of hourly (real) wages for blue-collar workers
(including overtime)

% % %
1984 -1.3 1986 53 1988 34



1985 3.7 1987 182 1989 -55

Figures 5 and 6 correspond to Figures 3 and 4 but use earnings instead of weeks
worked. The pattern of observations is similar although the supply response may be

easier to detect in Figure 5 than in Figure 3.

Figure5 Figure 6
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The question arises whether the changes in labour supply are primarily caused
by entry into the labour force or by employed workers changing their supply of
weeks. Given the very low unemployment rate in 1986 (0.7%), we define anyone who
works at least one week as part of the labour force and those who supply zero weeks
as out of the labour force. The following table has the change in the (total) number of
weeks and earnings due to entry and exit from employment in 1987, on the one hand,
and due to existing workers changing their supply of weeks in 1987, on the other
hand. The baseline is the average of weeks supplied in 1986 and 1988. For this reason

we add athird line which has the change in this difference due to entry in 1988.

Table 3 Changesin labour supply relative to the average of 1986 and 1988

weeks earnings
men women men women
% % % %
entry and exit 1987 -1.4 -0.6 -0.0 0.2
Aweeks/Aearnings 6.6 2.0 8.9 2.9
entry in 1988 -0.2 -0.8 -0.0 0.0
sum 5.0 + 06=57 89 + 31=120



We see that both men and women reduced their supply of weeks due to exit/entry in
1987 while employed men increased their supply significantly. Despite the fact that
more women are employed in 1987 than in 1986 (more on this later), their supply of
weeks falls from the benchmark case due to entry and exit: the once who quit
employment worked more on average than those who joined. When we look at
earnings—the sum of wage income and income from self-employment in current
prices—a similar pattern is revealed. The key difference lies in the increase in
earnings for women due to entry and exit.

Table 4 reports elasticities of supply—for both those workers already in the
labour market in 1986 and those who decided to join in 1987—where the elasticities
arecalculated as:

Sl -LIL, . Y(E.-EIE,
- ZT% /Egs - ZTBG /Ege

L is the number of weeks supplied in a given year, E is earnings (the sum of wage

income W and income from self-employment P), and T is the level of income taxes.
Ea (La) denotes average earnings (weeks) in 1986 and 1988. As before, we use this
average to account for any linear trend in labour supply, earnings or wage rates. We
note that we use an average tax rate while the marginal one would be preferred. The

difference between the two was pointed out in Table 1 above.

Table4
Elasticity of labour supply — calculated from sample averages

L

#obs. AL La T E n
men 4,668 3.379 39.948 123,377.0 592,001.0 0.41
(0.27) (0.285) (2,397.2) (6,513.36)
women 4,606 0.405 26.582 36,586.68 260,959.7 0.11
(0.213) (0.285) (819.974) (3,265.504)
#obs. AE Ea n E
men 4,668 83,936.76 654,046.10 0.61

(3015.61)  (6,761.41)

women 4606 2909917  289,930.70 0.72
(1,492.90)  (3,443.19)

10



Standard errors in parentheses.

The average e asticity for both sexes combined is 0.26 when weeks worked are used
and 0.67 when earnings are used. The elasticities fall close to those reported by
Killingsworth (1983) for American workers. Looking only at the substitution
effect—which makes the estimates most comparable with our experiment—the
Killingsworth estimates range from —0.05 to 0.50 for men and from 0.50 to 1.65 for
women. While our estimate for men falls within this range, this is not so for women
when weeks-worked are used. However, when using the earnings measure, the
elasticity for women does fall within the range.

We will now look separately at the response by those workers supplying at
least one week of labour in 1986 and those who did not work at all in that year. Given
the low rate of unemployment in 1986 (0.7%) we can look at the latter as a labour-
force participation decision. In this section we will first describe the data informally
along these lines while in Section IV we use regression analysis to further disentangle
the different relationships.

A. Changesin the number of weeks (hours) worked by those working in 1986
In Tables 5a and 5b we only look at workers who worked at |east one week in 1986
and then turn later to those who were inactive in that year. As in Tables 3-4 we use

both weeks worked and earnings as a measure of labour supply.

Table 5a
Elasticity of labour supply for workers employed in 1986— calculated from sample

averages
AL T
#obs. — — nE
male femade mae femae male femde mae femae
All workers 4180 3346 0.143 0.103 0.157 0.099 0.91 1.04
(0.016) (0.019) (0.002) (0.002)
Self-employed 812 264 0.241 -0.070 0.182 0.122 1.32 -0.57
(0.051) (0.043) (0.006) (0.007)
Employed 3368 3082 0.119 0.118 0.151 0.097 0.79 1.22
(0.015) (0.021) (0.002) (0.002)
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Married 2535 194 0108  0.092 0.194 0.104 0.56 0.88

(0.015) (0.025) (0.002) (0.002)

Single 1645 1382 0.197 0.119 0.099 0.092 1.99 1.29
(0.033) (0.030) (0.003) (0.003)

With Children 1701 1321 0.104  0.107 0.194 0.106 0.54 1.01
(0.013) (0.031) (0.003) (0.003)

Without Child. 2479 2025 0.169 0.101 0.135 0.093 125 1.09
(0.025) (0.025) (0.003) (0.003)

Self-employed

and married 613 215 0.237 -0.126 0195 0120 122 -1.05
(0.021) (0.049) (0.006) (0.007)

Self-employed

and single 199 49 0.253 0.174 0.143 0129 177 1.35
(0.199) (0.082) (0.014) (0.023)

Standard errorsin parentheses.

It appears that, anong workers who were already in the labour force in 1986, men
increased their labour supply by more on average. However, the elasticity for women
is higher because of their lower average tax rate.

Working men who received some income from self-employment in 1986 have
a considerably higher elasticity of labour supply or 1.32 while the elasticity now
becomes negative for women. Thus male workers with some income from self-
employment responded more to tax cuts than did employees. They increased their
labour supply by 24.1%, compared to the just over 14.3% increase by all men. The
comparable figure for men who did not receive any income from self-employment is
11.9%. The higher elasticity for men with some income from self-employment can be
caused by either a greater ability to substitute labour between years, and/or an ability
to report income, earned in 1986 or 1988, in 1987 and hence evade taxes.*®

Single men have a dightly higher elasticity of and, similarly, single women
are the group of women which shows the largest positive supply response. Men
without children appear to have a much stronger response than those who have
children.

The main surprise here is the negative response by self-employed women.

This effect turns out to be especially strong among self-employed women who are

13 |Looking at sectoral output data and the share of self-employment in employment does not revea a
relationship between the two variables. We cannot demonstrate that those sectors that rely more on
self-employment have higher output growth than others. However, this may only indicate that other
variables than self-employment explain most of the cross-sectoral variation in the output response.
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also married as shown at the bottom of the table. While married and self-employed
women reduce their supply of weeks, their single counterparts increase it.
With our earlier caveat regarding the use of earnings as a measure of labour

supply in mind, we report the corresponding elasticities.

Table 5b Elagticity of total earnings for workers employed in 1986— cal culated from

sample averages

AE
#obs. —_ n
E
Ea
mae femae mde femae mae femae
All workers 4178 3346 0.207 0.145 1.32 1.46

(0.043) (0.015)

Self-employed 812 264 0182 0.223 1.00 1.83
(0.017) (0.067)

Employed 3367 3082 0213 0.138 141 142
(0.053) (0.016)

Married 2535 1964 0230 0.161 119 155
(0.070) (0.021)

Single 1644 1382 0171 0.122 173 133
(0.015) (0.023)

With Children 1578 1321 0.146 0.187 075 176
(0.009) (0.030)

Without Child. 2600 1889  0.244 0.112 181 1.6
(0.069) (0.015)

Self-employed

and married 613 215 0.205 0.167 1.05 1.39
(0.020) (0.046)

Self-employed 199 49 0.112 0.468 0.78 3.63

and single (0.035) (0.302)

Standard errors in parentheses.

Asin Table 5a, both single men and those without children responded more to the tax
cut than did their married and employed counterparts. Comparing Tables 5a and 5b,
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we see that married, self-employed women experience higher earnings but supply
fewer weeks. Similarly, self-employed men now show a smaller response than

employed men.

B. Changes in labour-force participation

We now turn to the group of workers who were inactive in 1986—that is did not work
a single week in that year. In 1987, 448 workers who did not work in 1986 entered
employment. At the same time, 494 workers left employment. As a result, there were
46 fewer workers employed in our sample in 1987 than in 1986. However, there were
55 more women employed in 1987 while the number of employed men in the sample
fell by 101. Table 6 has the proportion of workers supplying at least one week in each

of the three years—which we define as the condition for labour-force participation.

Table 6 The proportion of workers supplying at least one week of labour—sample
averages

1986 1987 1988
male female male female mae femae
All workers 0.895 0.726 0.874 0.738 0.848 0.713
Self-employed 0.979 0.649 0.960 0.818 0.942 0.855
Employed 0.877 0.734 0.855 0.745 0.828 0.699
Married 0.911 0.706 0.893 0.750 0.885 0.731
Single 0.872 0.758 0.845 0.721 0.794 0.685
With Children 0.965 0.766 0.957 0.830 0.967 0.799
Without Children 0.858 0.699 0.829 0.674 0.784 0.652

The participation rate of men fell in all cases while that for women tended to increase.
The increase was most significant for married women and those with children.
However, single women and those without children had lower rates in 1987 than in
1986. In both cases, this appears as a trend which continues in 1988. The same applies

to all categories of men—their employment rate was falling throughout.
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V. Worker Characteristics and the Responsivenessto Tax cuts

Table 7 analyses the supply response for individuals in three (average) tax brackets:
those paying less than 20% of their earnings in taxes, those paying between 20% and

40% in taxes and those paying more than 40%.

Table 7 Taxes and the elasticity of labour supply— cal culated from sample averages

AL T AL/L,
#obs. L — g = ——
A E T/E
male female male female male female mae femae
< 20% 2807 3163 0.166 0. 145 0.091 0.075 1.82 193
(0.021) (0.021) (0.001) (0.001)
<40% 1353 422 0.107 -0.042 0.258 0.249 041 -0.17
(0.012) (0.025) (0.001) (0.002)
>40% 104 46 0.474 -0.149 0.600 0.637 0.79 -0.23
(0.275) (0.124) (0.022) (0.031)
AE
ac B AE/E 5
#aobs. E g = —/—
A T/E
male female mae female male female
< 20% 2834 3282 0.181 0.272 1.99 3.63
(0.032) (0.103)
<40% 1355 430 0.148 0.100 0.57 0.40
(0.009) (0.017)
>40% 108 52 0.776 -0.085 1.29 -0.13

(0502)  (0.097)

Standard errorsin parentheses.

Looking first a men, it is clear that the largest response came from those in the
highest tax group. This is the case when using both the weeks-worked and the
earnings measure of labour supply. However, the elasticity is highest for the lowest
tax group. The relatively large response for the lowest group can be explained by a
low initial labour supply (40 weeks as opposed to 49 weeks for the group above). The

converse holds for women: those women in the lowest tax group respond most, both
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when measured by weeks worked and earnings. Note, in this case, the fall in weeks

worked for the top two groups and also the fall in earnings for the top group.

A. Regression analysis for the number of weeks worked (earnings)

We have looked at both tax rates and worker characteristics and calculated simple
correlation coefficients. The next step is to use regression analysis to disentangle the
different determinants of the change in the supply of labour. We first look at those
already supplying at least one week in 1986 and then look separately at the decision
whether to supply at least one week—what we can call the labour-force participation
decision.

We estimate the following equation which explains the increase in labour
supply as a function of wage income (W) and income from self-employment (P), both
measured in 1986 kronur:

Ly, —La=0, + W+ ,P+ 0,7 + AX (2
We do not have data on the distribution of weeks worked between employment and
self-employment and for this reason cannot calculate wage rates for the two different
income variables. The variable P then measures the importance of income from self-
employment and 7 is the (average) tax rate. The second group of variables, contained
in vector X, has the persona characteristics of workers. age (a), gender (s) (indexed
by 1 for women), marital status (m) (indexed by 1 for married people) and the number
of children (c).
The results follow first for weeks worked and then for earnings as measures of

labour supply.

Table 8a Determinants of the responsiveness to tax cuts—weeks worked

Number of observations: 8,062
Method of estimation: Least-squares.
Dependent variable: Lg; — La

variable coefficient estimate t-ratio
constant 8.34 5.84
Income:

Wage income (W) 0.04 0.51
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Income from self-empl. (P) 0.97 6.40

Characteristics:

Gender (s) -2.57 -5.73
age (a) -0.30 -3.60
age-squared (a°) 0.003 3.04
family status (m) 184 3.39
children (c) -0.17 -0.68
tax rate (7) 0.69 0.33

As before, self-employment appears to be the most important determinant of the
labour-supply response. We aso find that women and older workers respond by less.
Single individuals now increase their labour supply by less which conflicts with Table
5a. The explanation can be found in the inclusion of the age variables which were
excluded before: single individuals have a lower average age than married ones. Most
importantly, and disappointingly, the (average) tax rate in 1986 is not a statistically
significant determinant.

When we calculate wage rates as the ratio of total income—from both types of
employment—and weeks worked and also include the ratio of wage income to income
from self-employment, the results are very similar to Table 8a in that the wage-rate
variable is insignificant while the variable measuring the ratio of the two kinds of
income comes out positive and very significant. However, there exists a possible
division bias in this case. The variable measuring the number of weeks worked in
1986 is used on both sides of the equation—on the left-hand side in the change of
weeks worked and on the right-hand side in calculating the wage rate. To deal with
this, we used the analogous wage rate in 1988 as instruments for the wage rate in
1986. This made the variable positive and significant while not affecting the other
coefficients too much. Most importantly, the tax-rate variable did not become more
significant.

When we omit all income variables from the regression, the coefficient of the
tax rate becomes larger and dightly more significant (t-ratio of 1.57). Other
coefficients do not change significantly. This regression compares the differential
impact of the tax cut for different individuals depending on the extent of this tax cut.

We now measure the labour supply by total earnings, E.
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Table 8b Determinants of the responsiveness to tax cuts—earnings

Number of observations: 8,062
Method of estimation: Least-squares.
Dependent variable: Eg; — Ea

variable coefficient estimate t-ratio
constant 19.75 145
Income:

wage income (W) 0.05 7.77
income from self-empl. (P) 0.20 13.77
Characteristics:

Gender (s) -27.39 -6.39
age (a) 0.99 1.22
age-squared (a°) -0.02 -2.07
family status (m) 10.25 1.98
children (c) 0.03 0.01
tax rate (7) 105.2 5.24

The key difference lies in the significance of the tax-rate variable and a different
dependance on age. While the youngest workers are likely to respond most in terms of
weeks, they are not likely to experience the largest absolute increase in earnings.
Also, for obvious reasons, high-wage workers experience larger absolute increases in
earnings.

In light of Table 7, the absence of a strong relationship between weeks worked
and the (average) tax rate in Table 8a comes as a surprise. We now look further at the
effect of taxes. The absence of any obvious relationship between the tax rate and our

two measures of labour supply is demonstrated in Figures 7 and 8 below.**

4 We note that tax rates could exceed unity since taxes in 1986 were paid on income earned in 1985.
So if income in 1986 was much lower than in 1985, the calculated tax rates can be very high.
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Figure 7 Figure 8
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We next estimate the relationships allowing for nonlinearities. This will reveal
whether the relationship between taxes and the increase in labour supply is confined
to a certain range of tax rates—being absent for others. To test for nonlinearitites in
equation (2), we maintain the assumption of additivity among the regressors and use a
scatterplot smoother (see Hastie and Tibshirani, 1990) to estimate explicitly any
nonlinearities in the relationship between the changes in labour supply and its
determinants (general-additive model or GAM). There is no reason, a priori, to expect
the relationships to be perfectly linear. The general form of the equation to be
estimated is

AL = fl(Wi)+f2(7fi)+ f3(si)+f4(ai) +f5(mi)+f6(ci)+f7(ti)+gi (3
where the functions f can take any form and ¢ is a zero-mean error term.™ The

statistical results are in Figures 9 and 10 and in the appendix. Figure 9 has the results
for weeks worked and Figure 10 for earnings.

!> We describe this method in an appendix.
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Figure 9 Results of GAM estimation for weeks worked
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We now detect a relationship between the supply of weeks and the tax rate. Thereisa
positive relationship with tax rates when these range from 20% to 40% but no
relationship at lower and higher rates. This differs from Table 8a. In addition, we find
that, again, the supply response is rising in income from self employment. Moreover,
the response is highest for those workers under the age of 20. Looking at our results
for the binary variables (not reported here), men respond by more than women and
married people by more than single ones.

The important difference here lies in the tax rates where, alowing for
nonlinearities, a positive relationship is apparent. Figure 10 has results when the

changein earningsis used as a dependent variable.
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Figure 10 Results of GAM estimation for earnings
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These results are consistent with what we got before in Table 8b. Moreover, as in
Figure 9 we have learned that the positive relationship between the tax rate and the
supply response occurs in the tax range from 20% to 40%.

B. Regression analysis for the participation decision
Turning to the labour force participation decision, we have found that women were
more likely to join the labour force than men. Below are the results of a probit
regression of the following equation:

p=AX+Bd¥X (4)
where p is a binary variable which takes the value one when a worker is employed for
at least one week during the year and zero otherwise, and X has the same variables as

before: gender (s), family status (m), number of children (c) and age (a).® A and B are

16 The logit estimates were qualitatively identical.
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vectors of coefficients and d®’ is a matrix of dummy variables which take the value
one for the year 1987.

Table 9 Determinants of the labour-force-participation decision

Number of observations: 27,822

Estimation method: probit

Dependent variable: p (1 if in labour force and O otherwise)
Obswith p=0: 5,575

Obswith p =1: 22,247

A~

O

Variable a t-ratio ) t-ratio
Constant -0.430 -5.38 0943 6.78
gender (s) -0.142 -3.66 -0.068 -1.01
age (a) 0.118 28.07 -0.049 -6.88
age-squared (&) -0.002 —35.38 0.001 675
family status (m) 0.391 8.31 0.034 042
children (c) -0.061 -2.19 -0.011  -0.25
gender*family -0.753 -13.08 0.134 1.36
gender*children -0.134 -4.35 0121 234

standard-error = 0.33
M cFadden R-squared = 0.26
Log-likelihood = -10,257.66

We find that women were less likely to work than men, and this probability is
decreasing in the number of children they have and lower for married women than
single ones. Independent of gender, married people are more likely to be employed
than singles and, finally, parents are less likely to be employed. When we look at the
coefficient estimates in matrix B, we find that all workers were more likely to
participate in 1987, independent of attribute. Also, that younger workers are more
likely to participate in 1987 than in the other two years in the sample and finally that

married women with children were more likely to work in 1987.

V. Effect on the Density of Labour Supply and Wages

The question remains what was the effect of the tax-free year on the distribution of
labour supply and—more importantly—income. We estimate the density function for
labour using kernel-density estimation (see Silverman, 1986; Héardle, 1990). The
estimated densities are shown in Figures 11-14. Figures 11 and 12 show the densities
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for average weeks and earnings in 1986 and 1988—our baseline—while Figures 13
and 14 show the densities for labour supplied in 1987.

In Figures 11 and 13 we find the density to have three modes in the baseline:
one mode at zero weeks, another around 25 weeks, and the third at 52 weeks. The last
one dominates the first two. The three models correspond to respectively
nonparticipation, part-time work and full-time work. But we aso note that some
workers work in excess of 52 weeks a year. Thisis due to multiple jobs, or part-time
self-employment by employed workers.

In 1987, the centre of the distribution falls down—this applies to both the part-
time mode and the full-time mode—while the right-hand tail becomes fatter. It is of
interest to note that a significant proportion of the increase in labour supply takes the
form of previoudy full-time workers taking on additional work, instead of only part-
time workers going full time.

Figures 12 and 14 show the analogous densities when labour supply is
measured by earnings—the sum of wage income and income from self employment.
In Figure 12 we show the density for average earningsin 1986 and 1988. This has two
models, one of which corresponds to nonparticipation. The density of earnings for
those employed is hence unimodal. In Figure 14 we then show the density for
earnings in 1987. The mode shifts to the right and higher levels of earning are now

more frequently observed.

Figure 11 o Figure 12
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Figure
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We note that the standard deviation of labour supply in our sample has increased in
both cases. It goes up by around 18% in the case of earnings (from 409,436.4 to
481,715.8) and by around 26% in the case of weeks worked (from 20.5 to 25.9). In
light of the unimodal earnings distribution, the variance is a good measure of the
dispersion of earnings. Its increase suggests that the tax cut widened the earnings
distribution.

VI. Conclusons

We have looked at the response of |abour supply during the tax-free year in Iceland in
1987 using a sample of 9,274 workers out of a total of 180,577 in that year. We take
the observed increase in labour supply to be an upper bound on the effect of tax cuts
for three reasons. First, tax rates were brought down to zero. Second, (marginal) tax
rates were reduced for only one year and during this one year taxes were still paid
(that is on income earned in 1986). For both reasons, the income effect of the tax cut
was reduced while the substitution effect remained intact. Third, the economy was
booming because of other factors which could be expected to raise labour supply

through higher wages. Our observations can be summarised as follows:
e Thereisalarge variation across individuals in their labour-supply response. Some

workers (2,455) decided to work less in 1987 while others (3,860) decided to

work more.
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When averaging across the whole sample, the elasticities of labour supply fall
close to those reported by Killingsworth (1983) for American workers. The
elasticity of weeks worked to the rise in after-tax wages was 0.26 for all workers,
0.41 for men, and 0.11 for women when looking at al workers—both those who
were employed in 1986 and those who decided to join in 1987. The elasticity of
earnings was 0.61 for men and 0.72 for women with an average of 0.67. The

higher elasticity using earningsis partly explained by an increase in real wages.

Looking only at workers who were employed in 1986, men responded more than
women. Men who received some income from self-employment in 1986 had a
considerably higher elasticity of labour and increased their labour supply by
24.1%, compared to the 14.3% increase by al men. Single men also had a dlightly
higher elasticity. Similarly, single women were the group of women that showed
the largest positive supply response.

The increase in labour supply during the tax-free year—measured either by the
number of weeks worked or earnings—is a positive function of the tax rate in
previous year for tax rates between 20% and 40% but independent of the tax rate

outside of thisrange.

The participation rate for men in our sample fell in all cases while that for women
tended to increase. The increase was most significant for young workers and

married women.

The density of (gross) earnings has one mode (if we omit workers not in
employment) while the density of weeks worked has two—corresponding to part-
time and full-time work. In 1987, the frequency of higher earnings and weeks
worked increased significantly and, most importantly, the variance of the earnings

distribution increased significantly.
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Appendix
A1l Generalised additive models

In the classical linear-regression model, a dependent variable y (response) is linearly
related to a set of p independent variables Xy, Xz, ... X, (predictors) according to the
eguation

y=o+X. 8 + X B, +..+ X B, + error

wherey, Xi, Xy, ..., X, are column vectors of length n—the number of observationsin
the sample. Generalized additive models (GAM) generalise the classical linear-
regression by replacing the linear functions in the equation with generic functions
fi(X), fori =1,..., p, according to the model

y = o+ f,(X,) + f,(X,) +.t £ (X, ) + error.

Such functions are not restricted a-priori to be linear, quadratic, etc. but are rather
nonparametrically estimated from the data using the so called back-fitting algorithm
of Hastie and Tibshirani (1990).

The fit of a GAM model is based on the idea of scatterplot smoothing, using
nonparametric smoothers such as smoothing splines or locally weighted scatterplot
smoothers. Hastie and Tibshirani (1990) describe these smoothers in detail, showing
how the degree of smoothing in the fitting of a GAM model is governed by a
smoothing parameter called “ degrees of freedom” (df); thisis defined as the trace of a
smoothing matrix of weights which is applied to the response y to obtain a
nonparametric estimate of the i-th function f;(X;).

In the classical linear regression model, the smoothing matrix is given by Sys-
(X' X)X’ (producing ¥=Sy) and the degrees of freedom is simply the number of

predictors, i.e. dfys = p. There is therefore a clear analogy with the classical linear
regression model, which gives the degrees of freedom of a GAM model an appealing
intuitive interpretation as the number of parameters used to fit the data (the larger this
number the less smooth the corresponding estimated function). Exploiting this
analogy, Hastie and Tibshirani (1990) also show how nonparametric test statistics can
be developed to evaluate the significance of various predictors, as well as the
statistical significance of nonlinearities in the f(X) functions, which parallel standard
F-tests (likelihood ratio tests) of the classical linear regression model.

Turning to our equation (3), the results presented in the tables below show the
importance of the nonlinear component for various predictors in our first regression
by means of nonparametric F-test statistics (Npar-F) and associated p-values, Pr(F). It
appears from the table that all functions f, to fs are significantly different from the
linear functions at the 10% level. Function f; is not significant at 10% level though its
p-valueis closeto 0.10.
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Results for regression using weeks supplied.

df Npar-F Pr(F)
Intercept 10
f1(W) 3.0 2113225 0.1208671
f2(P) 3.0 2720495 0.0658588
f3(a) 3.0 5.240321 0.0053108
fa(c) 3.0 2593140 0.0748218
fs5(t) 4.7 3.311247 0.0122905
fe(m) 1.0
f2(9) 1.0
Results for regression using earnings.

af Npar-F Pr(F)
I ntercept 1.0
f1(W) 20 3.466978 0.03121841
f2(P) 20  8.154256 0.00028870
f3(a) 20 8.154256 0.00028870
fa(c) 20 4.343230 0.01301281
fs(t) 3.7 6.927142 0.00002722
fe(m) 1.0
f7(9) 1.0

A2 An Intertemporal Model of Labour Supply

A closed-economy version of the Ramsey model can be used to show the effect of a
tax cut similar to that implemented in Iceland. The choice of a closed-economy model
isjustified in light of the severe restrictions on capital movements that were in place
in Iceland at the end of the 1980s.

The representative agent chooses his consumption C (saving) and labour
supply L to maximise the present discounted value of future utility:

oo

-0t
Max ! u(C,)e (A1)
subject to;

K=rK +bf@.—C+Z—éK (A2)
K denotes the stock of capital, r isthe rate of interest and the rental on capital, risthe
tax rate, and Z denotes transfers from the government—uwhich can be negative in case

of non-income related taxation.
This gives the following (current-value) Hamiltonian function:

H=u(C,L)e®+ A[rK+(@-7wL + Z-6K, -C,] (A3)
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where A is the current-value costate variable. The first-order conditions follow:
e =4, (A4)

u == A4Wl-7) (A5)
Combining equations (A4) and (A5) gives,
—u, = u.w(1-7) (A6)

Thisis equation (1) in the text. The left-hand side has the marginal cost of increasing
labour supply while the right-hand side has the marginal benefit. The marginal cost is
the disutility of increased work while the marginal benefit is the utility of the
increased consumption thus made possible. From equation (A6) we can see that when
the capital stock rises, raising wages and the marginal product of labour, this should
increase the supply of labour. This is the substitution effect. But the shadow price of
capital is decreased as the marginal product of capital falls and this reduces the supply
of labour. Thisisthe income effect. The net effect is ambiguous.

The following condition has the shadow price of wealth (capital) which is the
(current-value) costate variable A.

%:9—&—5] (A7)

The shadow price depends on the rate of pure time preference 0, the real rate of
interest and the rate of depreciation . Combining equations (A4) and (A7) gives,

-t _r_s (A8)
uC
which determines optimal consumption and saving at each point in time. The |eft-
hand side is the marginal cost of saving and the right-hand side the marginal benefit.
The marginal benefit is equal to the net marginal product of capital while the marginal
cost is the sum of the rate of pure time preference and the negative of the rate of
change of marginal utility of consumption.
Factor-market equilibrium is characterised by the following equations:

F (K, L)=w, Fo(K,L)=r (A9)
We now assume the following form for the utility and production functions:
1-y
ulC,L,) = ¢’ lLﬂ, F(K,,L )= AK“L” (A10)
1-y B
Equations (A7), (A8), (A9) and (A10) give;

cC 1

c- ;[FK (K. L) - 6] (A1)

and from equations (A5), (A7), (A9) and (A10) we get;

L o F (1-1) o
L [1+8FL‘L F (1-7)o, ][FK(K' L)-o-6] (AL2)
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where o isthe pure easticity of intertemporal substitution u, /(u,, L), and £ s
the elasticity of the marginal product of labour F, with respect to employment. From

. . KY“
equation (A10) we find that O'L:},/B_l, gL =a-1 and FL:(XA{T) . The

solution is described in the following phase diagram.

L L=0

K
The tax on wage income zis now cut to zero for amoment, but lump-sum taxes raised
leaving total taxation unchanged; (d7)L = dZ. This leaves the K =0locus unaffected.
Labour supply increases transitorily and we move down to the old saddle path with
falling labour supply, rising capital and falling interest rates. We then move up the
saddle path to the unchanged steady state with rising labour supply and a faling
capital stock. The path of labour supply is shown in the figure below.

tax cut

time
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