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Abstract

In this paper, I examine whether the claim “the more control variables, the better” holds when matching
in a dynamic context. I exhibit two situations where it is better not to control for past outcomes because
DID matching is unbiased whereas matching on past outcomes is biased. I study the special case of
evaluating a job training program, where both estimators are biased, borrowing a credible selection rule
from/Heckman, LaLonde, and Smith|(1999) and relying on the parameters of the wage process estimated
by MaCurdy| (1982). I derive closed forms for the bias terms of the two estimators when the error terms
are normally distributed. I show that DID matching performs better when used symmetrically around
the period of enrollment, as implemented by/Heckman, Ichimura, Smith, and Todd| (1998). Matching is
less biased than DID-matching when considering to use the first pre-enrollment period, but symmetric
DID-matching is less biased than the less biased matching estimator.
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1 Introduction

When considering the practical implementation of matching methods, it is widely believed that the more
pre-treatment variables one can control for, the lower the bias of the estimated treatment effect.! Dehejia
and Wahba| (1999), in their re-anaylis of|Lal.onde| (1986)’s critique, argue that controlling for past outcomes
goes a long way in reducing the bias of propensity score matching.? [Heckman, Ichimura, Smith, and Todd
(1998) also show that when adding past wages and more importantly on past labor transitions, greatly de-
creases bias of propensity score matching estimators.

The claim that the more control variables the better has been challenged by Heckman and Navarro-
Lozano| (2004): these authors show that, in a static setting, controlling for more variables or for proxies may
on the contrary increase bias. Whether it does so depends on the correlation between the added control
variable and the remaining unobservable confounders. [Wooldridge| (2005) has also shown that controlling
for post-treatment outcomes may lead to bias.

In this paper, I examine whether the claim that the more control variables, the better, also holds in a
dynamic context. Time varying control variables combining persistent unobserved heterogeneity and true
state dependence are indeed the most common case encountered in micro-economics. Past outcomes are a
particular case of this type of control variables. Is it always better to control for past outcomes when we ob-
serve them? To answer this question is equivalent to comparing the bias of simple matching vs Difference-
In-Difference (DID) matching.3 To see why this is the case, note that matching on all pre-treatment covari-
ates, including past outcomes, implies that pre-treatment mean differences between the treated and their
matched counterparts converges to zero when the sample size gets large. When considering the use of past
outcomes as control variables, we can thus restate the previous question as: is it better to control for past
outcomes by including them in the set of control variables in a simple matching procedure, or is bias lower
when not controlling for past outcomes and applying DID instead?

In this paper, I answer this question in two steps: in section[2} I introduce the problem in a general non
structural framework. I exhibit two situations where it is better not to control for past outcomes because
DID matching is unbiased whereas matching on past outcomes is biased: first if past outcomes do not di-
rectly determine current outcomes, but determine selection into the treatment; second, if past outcomes
directly determine current outcomes, but do not directly determine selection into the treatment and out-
comes follow a linear autoregressive process starting at a random point around its long run equilibrium.
These are to my knowledge the first examples of controlling for too many variables in a dynamic context.
In section[3] I examine the case where both current outcomes and selection depend on past outcomes. In
this case, both estimators are biased. I study the special case of evaluating a job training program, borrow-
ing a credible selection rule from Heckman, LaLonde, and Smith| (1999) and relying on the parameters of
the wage process estimated by MaCurdy| (1982). I derive closed forms for the bias terms of the two estima-
tors when the error terms are normally distributed. I show that DID matching performs better when used
symmetrically around the period of enrollment, as implemented by Heckman, Ichimura, Smith, and Todd
(1998). Matching is less biased than DID-matching when considering to use the first pre-enrollment period,
but symmetric DID-matching is less biased than the less biased matching estimator. I have thus proved in
an empirically relevant example that controlling for observed covariates may indeed enhance bias.

This paper is organized as follows: section[2] presents a non structural first pass at DID-matching while
section[3]is an in-depth study of the evaluation of a job training program. Section [4|concludes.

1See for example the discussion at http://www.stat.columbia.edu/~cook/movabletype/archives/2010/02/a_
propensity_fo.html.

4Smith and Todd (2005) argue that this is the special structure of|Dehejia and Wahba|(1999)’s sample that makes the most part
in the bias reduction.

3DID matching has been introduced by Heckman, Ichimura, and Todd| (1997). An alternative estimator based on the same
identifying conditions has been proposed by/Abadie|(2005).
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2 A Non Structural First-Pass at DID-matching

I start the analysis by building on |Ashenfelter and Card| (1985)’s simple setting. By progressively extend-
ing their simple framework, the main problems appear and a series of results can be stated. As in /Ashen-
felter and Card| (1985), write the observed outcome as: Y;; = y; + d; + BD;; + €;;, where y; and d; are
unobserved respectively individual and time fixed effects, €;; is an i.i.d. shock and g is a fixed param-
eter. Participation in the program whose average effect we would like to measure is indicated by Dj;.
Suppose we only observe two periods of data, k and k —1: in period k — 1, non one receives treatment
(Djx-1 = 0). In period k, treatment is allocated among the population according to the following rule:
Djx = 1|t + ujx = 0], where u;i is an i.i.d. shock independent from all other variables in the model. In
this simple setting, the difference-in-difference (DID) estimator recovers the treatment on the treated pa-
rameter: E[Y;x — Yig_1|Djx = 11 = E[Vj - Yig_11Djr =01 = B=E [V} - Y]} |D;j = 1], where Y}, is the value of
Y if individual i receives treatment in period k and Yl(;c is the value of Yj; if individual i does not receives
the treatment in period k.

The previous setting is highly restrictive in that we need to assume unconditional linear separability
of both time and individual fixed effects from the treatment effect and that we make no use of potential
observed control variables. A non linear version of the previous argument could take the following form:
Yir = gDjr, ds, Xiy€ie) + 4y and Dy =1 [h(ui,Xi, Uix) = 0], with g and & unrestricted functions and X; ob-
served variables fixed through time and potentially correlated to u; but neither to u;; or €;;. In this much less
restrictive setting, treatment on the treated is identified by DID-matching. This is because the independent
increments condition is fulfilled:

E[Y— Y1 |Dik = d, Xi] =E[g(0,di, Xi,€i1) — 80, dy—1, Xi€ix-1)]

does not depend on d. Together with a support condition, this restriction implies that treatment on the
treated is identified:

E[E[Yik — Yik-11Dix = 1, Xi] —E[Yix — Yik—11Dix =0, X;1|Dje = 11 = E[ Y} — Yﬁchik =1].

This identification strategy is powerful: it allows for different growth rates of the outcome variables in
the treated and untreated groups, due to different observed initial conditions. It is even possible to ac-
commodate interaction between observed variables and fixed effects and to allow the treatment effects
to depend on unobservables (i.e. essential heterogeneity a la Heckman, Urzua, and Vytlacil (2006) can
be allowed for in this setting): Yi; = §*(Dis, dy, Xi €%, Dippd) + g°(Xi,€b, Djppt + (1= Di)p?) and Dy =
1 [h(u},p‘i), Xi, Ujp) = 0]. The independent increment condition is also fulfilled in this model, meaning that
selection on unobserved gains to the treatment does not jeopardize the identification strategy. We have thus
proved the following result:

Result 1 DID-matching identifies treatment on the treated if control variables are fixed through time, unob-
served fixed time and individual effects are additively separable and selection bias is only due to the unob-
served fixed effects terms.

Crucial to this result is the fact that y; and d; are linearly separable in the outcome equation. This
means that DID-matching is not stable to monotonic nonlinear transformations of the outcome variable
(Athey and Imbens, [2006). It is for example well-known that applying DID in logs and in levels may lead to
opposite signs for the estimated treatment effects Meyer, Viscusi, and Durbin| (1995). A second restriction
of the setting presented so far is that we have only considered control variables that are fixed through time.
In many applied settings, there exists potential control variables that may vary between k—1 and k. In labor
economics, age is a natural candidate as a time-varying control variable, but pre-treatment outcomes (past
wages and employment status) are also frequently considered as control variables. In the studies of firms,
past levels of capital stock and number of employees are also often included as controls. Do we really know
that DID-matching still identifies treatment effects in this case? In the remaining of this section, I carefully
examine whether the crucial independent increments conditions is fulfilled for three types of time-varying
candidate variables: fully exogenous variables, variables correlated to the fixed effects and past-outcomes.



2.1 Exogenous time-varying covariates

Let’s write outcome and selection as a function of time varying covariates: Y;; = g(Dj, dy, Xit,€i¢) + p; and
D = ﬂ[h(ui,X,-k_l, Uik) = 0]. In this example, selection into the program in period k depends on period
k — 1 control variables: this is a setting that is often found in practice. The analysis could also be done with
selection driven by period k controls without much alteration in the conclusions. In this setting, there is a
selection problem due to time-varying covariates only if there is true state dependence in the process gen-
erating these variables. [ write X;; = i(X;;—1, D;,7;): covariates in period ¢ depend on past values of the co-
variates, thereby creating a selection on observables problem, on current treatment status, allowing poten-
tial effect of the treatment, and on an i.i.d. shock independent of all other variables in the model. Note that
treatment has no effect on covariates in period k — 1: I assume no anticipation of the treatment. Before we
proceed with the analysis of DID-matching in this case, it is to be noted that the general framework adopted
here has consequences for the definition of the individual level treatment effect. We have to make a distinc-
tion between a partial treatment effect, where X;, is held constant (A*Y;; = g(1,d;, x,€;¢) — g(0,d;, x,€i1))
and a complete treatment effect where the indirect effect of treatment mediated through X;; is taken into
account (AY;; = g(1,dy, i(Xit-1,1,ni0),€ir) — 8(0,ds, i1 (Xir-1,0,Mi1),€i 7).

The most natural control variable in this setting is Xj;_;. It is easy to show in that case that the indepen-
dent increments condition is satisfied conditional on X;;_1:

E [Yl(;c - Yl‘(;c_1|Dl.k = d!Xik—l = x] =E [g(o’ dkr i(x’oynik)’el'k)m [h(ﬂi’x’ uik) = 0] = d] -E [g(o’ dk—l’ x)eik—l)]
=E[g(0,dy,i(x,0,nik),€ix)| —E[&(0, dk—1, %, €ik-1)] -

The last equality follows because u; and u;; are independent of ;. and €.

However, controlling only for X;; leads to a biased estimation for two reasons: first, Xy is partly deter-
mined by the treatment, so that there is an overcontrol bias. But even if there is no effect of treatment on
X (i.e. if the function i is everywhere constant in its second argument), this estimation strategy would be
biased because the independent increments condition would not be fulfilled:

E[Y)).— Y}, Dik = d, Xix. = x] =E[g(0, d, x, €]
—E[g(0, di—1, Xik-1,€ik-D)IT[ (Ui, Xik—1, uix) 2 0] = d, Xjp—1 = i(x,0,11)] -

These increments depend on d because the term on the second line is not equal to its unconditional version:
treated people with X;; = x have different X;;_; than untreated people with the same value for X;;. This
result applies only to variables who have a stochastic component to their relationship with past outcomes.
Variables with non-stochastic dynamic relationships (e.g. age) are not subject to bias if the observation from
the proper period is not used as a control.

Finally, we could control for all the observed variables. In that case, the independent increments condi-
tion is fulfilled. If X;; depends on treatment status, there is overcontrol bias, but the estimated parameter
can be given causal content: it is the direct treatment effect on the treated (E[A*Y;|D;r = 11). If X;; does
not depend on treatment status, treatment on the treated is identified. We thus have proved the following
result holds:

Result 2 DID-matching identifies treatment on the treated if time-varying control variables are independent
of the individual fixed effects. Controlling for the value of the covariates at the period when treatment is
decided is sufficient and necessary.

2.2 Endogenous time-varying covariates

In this section, we allow X;; to depend on u;: X;; = i(Xj;—1, i, ni¢). Contrary to the previous result, con-
trolling for X;;_; does not solve the problem of selection bias: the independent increments property is not
fulfilled in that case:

E(Y5 =Y |Dik = d, Xik—1 = x| =E[g(0, dg, i(x, i, mix), €011 [ A, X, i) = 0] = d] —E[g(0, dy_1, X, €1x-1)]

The previous equality depends on d because the first element on the right hand side is not equal to its
unconditional version. The conditioning set restricts the values of u;, and as y; is in the expectation term,



this conditional expectation depends on d. Thus result]2|breaks down when time varying control variables
are endogenous. The intuition for this result is quite subtle: when comparing treated and untreated people
with the same value for X;;_;, we do not compare the “same” average people: they differ in their mean
level of u;: those who participate do so because they have different values of the unobserved individual
fixed effects. In the exogenous case, this is not a problem as all the effect of different y; is canceled out by
first-differencing the outcome: time persistent unobservables are differenced out. But in the endogenous
controls case, different u; mean different X;: treated and untreated units have different long term values
for the control variables, and they do converge to these different values between k —1 and k. By matching
treated and untreated on Xj, we render them comparable in an observed dimension, but they still differ in
their unobserved dynamic behavior.

Surprisingly enough, controlling for time-varying covariates in both periods restores the independent
increments property and the unbiasedness of DID-matching.

E[Y) - Y5 IDik=d, Xix = X, Xix—1 = | =E[g(0, dk, x,€:1)| ~E[g(0, di_1, % €1x-1)].

If X;x is influenced by the treatment, the estimated treatment effect is the average partial effect. If X;4 is not
determined by Djy, the estimated treatment effect is the average complete effect.

Result 3 With endogenous time-varying covariates, DID-matching controlling only on covariates at the time
of selection is biased. When controlling on covariates both at the time of selection and at the time when the
outcome is measured, DID-matching is unbiased for the average partial effect on the treated. If treatment does
not affect the control variables in the period when the outcome is measured, the estimated treatment effect is
the complete effect.

2.3 Past outcomes as covariates

We can now study the case of particular covariates: past outcomes. Controlling for past outcomes in the
matching process and then using DID is unnecessary relative to the same period: matching eliminates all
differences in past outcomes between the treated and their matched counterparts. Matching and DID-
matching are equivalent when past outcomes are included as control variables.* 1 consider three distinct
cases: past outcomes determine participation or current outcomes or both.

2.3.1 Past outcomes only determine selection

Let’s write D =1 [h(Yik_l,ui, Ujk) = 0] and Y;; = g(Djy, dy,€;1) + ;. In that setting, and quite surprisingly
as it determines selection, controlling on past outcome leads to bias while not controlling leads to unbiased
estimation of the treatment on the treated parameter. To prove this result, first note that DID-matching
when controlling on Yjk_; is equivalent to simple matching. Unbiasedness in this setting thus means that
the conditional expectation of Yl(;c conditional on past outcome must not depend on treatment status:

E[YiIDik = d,Yir-1 = y] =E[g(0, dr,€i0)] +E [l 1 [h(y, pi, wis) = 0] = d].

This equality depends on d because the second term on the right hand side is not equal to its unconditional
counterpart: units selected into the treatment converge to a different long term value of the outcome than
units not selected into the treatment but with the same pre-treatment outcome. It is on the contrary obvious
that in this case simple DID without matching (or matching only on observable characteristics fixed through
time) is not biased, because the independent increments condition is verified unconditionally. This setting
is thus an occurrence of biased generated by the desire to control “too much”. We generate bias by trying
to render treated and untreated units identical along observed dimensions: by doing so, we generate time
varying bias that cannot be corrected by time-differencing. This is to my knowledge the first instance of bias
due to too many controls in the panel data setting.® This also sheds light on whether one should use proxies

4This has nevertheless been somewhat overlooked in the literature: Heckman, Ichimura, Smith, and Todd| (1998); Heckman,
Ichimura, and Todd| (1997); Heckman and Smith|(1999) use earnings in the month of enrollment as a control variable and estimate
how the bias term varies through time, including in the quarter containing the month of enrollment. |Smith and Todd| (2005) use
both income in 1974 and 1975 as control variables in some of their specifications while first-differencing across the same years.
5See[Heckman and Navarro-Lozano| (2004) and Wooldridge|(2005) for examples in the cross-section case.



as controls (variables correlated with p; but that have no direct effect on outcomes): the answer is no, as
long as the additive separability is maintained. Otherwise, both approaches are biased.

Result 4 If past outcomes do not directly determine current outcomes, but determine selection into the treat-
ment, controlling for past outcomes biases DID-matching, while not doing so preserves unbiasedness.

2.3.2 Past outcomes only determine current outcomes

Let’s write D;j = ﬂ[h(ui, Ujk) = 0] and Y;; = g(Yis—1,Djs, ds,€) + pi. In that setting, matching on Yj_; is
equivalent to DID-matching and is biased, because the fixed effect term is not differenced out. The bias
term is equal to the mean difference in the unobserved fixed effects between treated and untreated with the
same value of the past outcome, integrated over the distribution of past outcomes in the treated group. This
bias appears because identical people (in terms of past outcomes) are different in terms of fixed effects and
thus have different long run value for their outcomes. They happen to have the same outcomes when they
enter the treatment because of different histories of shocks. They start converging to their different long run
values just after receiving the treatment.

Simple DID is also biased in this case, because first-differencing does generally not eliminate all the
influence of the individual fixed effects. If there exists a long run equilibrium point or path to which the
Yi; process converges, this long run value generally depends on ;. Then, two cases can be considered in
turn. First, if Yj_; is not a random point around the long run equilibrium (i.e. the process has just started
a few periods ago: individuals have just entered the labor market without specific knowledge of y;), then
the process will start its convergence toward the long run equilibrium along different paths for treated and
untreated individuals, since they have different long run values for their equilibrium level. In this case,
the independent increments condition is violated. Second, if Y;x_; is a random point around the long run
equilibrium, individuals will start converging toward their long run equilibrium and the bias of DID depends
on the speed of this process, which in turns depend on the first derivative of the g function with respect to
its first argument. Generally, this first derivative does depend on Yj;_1, and thus on y;: mean speed of
convergence will vary between treated and untreated groups, and DID will be biased. An important special
feature of this second case appears if g is linear in its first argument: Blundell and Bond| (1998) show that
in this case the average speed of adjustment is independent from p; and thus both group follow the same
mean path toward their long run equilibrium. In the case of an additive autoregressive process that starts
around its long run equilibrium, simple DID is thus not biased whereas controlling on past outcomes would
be.

Result 5 If past outcomes directly determine current outcomes, but do not directly determine selection into
the treatment, both controlling and not controlling for past outcomes biases DID-matching. In the special case
of a linear autoregressive process starting at a random point around its long run equilibrium, not controlling
on past outcomes preserves unbiasedness.

2.3.3 Past outcomes determine both selection and current outcomes

Let’s write D =1 [h(Y,-k_l,,ui, Ujk) = 0] and Y;; = g(Yis—1,Dis, dy,€i4) + pi. In that setting, both approaches
are generally biased. Matching on past outcomes is biased because people having the same value of past
outcomes have different values of u; and thus converge toward different long run equilibria after receiving
the treatment. Not matching on past outcomes is also biased. The easiest way to see this is perhaps to show
that even in the case of an additive autoregressive process starting around its long run equilibrium, DID
would be biased. Let’s write: Yl‘}c =pYir_1+di+e€j+ i and Yip_q = l’i—"p +€;x—1. In this case, the bias of
the DID estimator (equal to the difference in mean increments between treated and untreated) is equal to:
(0—D(Elejx-11Djr = 11 —El€jx-11D;jx = 0]). This term is in general not null because D;; depends directly on
Yir—1 and thuson €;_1.

Result 6 If past outcomes directly determine both current outcomes and selection into the treatment, both
controlling and not controlling for past outcomes biases DID-matching.

Thus far, we have mainly established impossibility results: in the most general case of endogenous time-
varying covariates influenced by the treatment, DID-matching is biased. We have proved that controlling



for past outcomes can be harmful in some cases, whereas not controlling could avoid bias in some special
cases. But we have no general hint at whether one should control or not in general cases. I establish more
precise results in the case of the evaluation of a labor program in the next section.

3 The Evaluation of Job Training Programs: a Structural Model

3.1 Asimple model of the wage process and of entry in a job training program

This section heavily borrows on the setting presented in [Heckman, Lal.onde, and Smith! (1999). In their
handbook chapter, the authors show that with perfect credit markets, entry into a job market program in
period k should be governed by the following rule for individual i:

e @i . 0
D=1 =Ci+ &ik , (1
r

where a; is the individual level wage gain from the program, r is the interest rate, c; are the administrative
costs of entering the program (including transfers partially compensating the opportunity cost) and ch are
log-earnings in period k outside of the program (they measure the opportunity cost of entering the program
during one period). Earnings are not observed to the econometrician for those individuals entering the
program, but are assumed known to the individual when she decides to enter the program. I follow the
suggestion in|Heckman, LaLonde, and Smith|(1999) in specifying the wage equation:

Y} = 8°(Xi, dy) + i + Usy, With Uy = pUiyy + My Vi1 + Mavis—2 + MoVis, @)

Vit

where the exact formulation for the residual process comes from MaCurdy| (1982)’s preferred specification
for the dynamics of log-wage earnings (ARMA(1,2)). Note that I abstract from the problem of time varying
covariates other than past outcomes in this analysis. The analyst wishes to estimate the effect of entering
the program in period k on period k+7 mean outcome and that she considers controlling for past outcomes
observed in period k—1’. Direct control for the direct determinants of entry into the program (Y;;) is indeed
impossible, wage in period k being unobserved because the individual participate in the program. Only
proxies for this unobserved determinants can be used in the analysis. In the remaining of this section, I
consider in turn two possible avenues for implementing DID-matching in this setting: controlling for past
outcomes (which amounts to only using simple matching) vs not controlling for past outcomes (pure DID-
matching).

3.2 Bias from pure DID-matching (not controlling for past outcomes)

If we just control for X; and not for past outcomes and apply DID to the matched sample between periods
k+7 and k—1’, the bias term is as follows (for T > 1):5

BY = E[Ugsr — Uik—p|Xi = %, D = 11 = E[Uigyg — Uik—r/| X; = X, Dig = 0]

= (PHT’ - 1) (E[Uik—v|1X; = x,Djr = 1] —E[Uj—v'| X; = X, Dj = 0]) (3a)
4 pT (pmi +my) (E[Vik—v|Xi = X, Dix = 1] —=E[vik—|X; = X, Djr = 01) 3b)
+omp (E[Vik—r-11Xi =X, Djx = 1] =E[Vjg—r-11X; = X, D} = 0])
-1
+p 2 (0 + pru+mg) Y. p! (E[vik—j1Xi = x, Dix = 1] —E [vix— 1 X; = x, Dix = 0]). (3c)
j=0

The first part of the bias term is due to initial differences in the history of shocks up to period
k — 7’ between treated and untreated. These initial differences persist until period k, leading to different
participation decisions, but progressively fade away as long as we get away from the enrollment period.
This progressive return to the mean wage is confounded with a causal effect of the treatment by the DID
estimator because it fails to take into account that some of the initial differences in earnings are due to

61f 7 = 1, in the last term, the term (p? + pmy + my) is deleted and replaced inside the sum by (p? + pmy +1[j > 1] my).



transient shocks. This leads to an upward bias in the estimation of the treatment on the treated parameter.
The farther away the two periods, the higher the bias. The dependence of this bias term on p, the persistence
of shocks, is difficult to determine: on the one hand, the higher p, the lower the discrepancy between the
two periods, because the initial differences tend to persist. On the other hand, a higher p leads to higher
variance of the error terms, and thus may increase the size of the bias term.

The second part of the bias reflects the fact that some of the negative shocks to wages will get
corrected in the immediate aftermath of period k — 7, through the action of the MA terms. The estimated
MA terms are generally negative: the negative shocks leading people to participate do not fully persist until
period k + 7. This bias term will also be positive because it leads to an overestimate of the initial mean wage
differences between participants and non participants.

The last part of the bias term is the consequence of shocks that have happened after the pre-
treatment control period (k — 7’). This bias term will generally be negative because the AR term dominates
the MA terms (with the estimates in]MaCurdy! (1982), we have p?+pm; +m; = 0.5) and because mean shocks
are negatively correlated to participation through the participation equation (the lower the wage, the higher
the probability of participation). So this term may offset the two previous terms, all the more so if 7’ is large.
Note finally that in the case of a pure white noise process (p = m; = my = 0), the three bias terms are null
because earnings in period ¢ are not related to past shocks.

It is possible to derive closed form expressions for these bias terms if we make the assumption that the
i.i.d MA terms are normal with variance o2 (see appendix|A.1]for the derivation). From (3), we can derive
the bias terms for the DID case (for 7,7/ = 2): 8

Bdid , [ %

7 (A . ot == (e -1)p" Pzt ma(mi+p) (4a)

oz, (1—<1>(Ax) + @(Ax))
— " A (pmy + ma(p? + 1) (ma + pmy + p?) (4b)

B 1— pZT’ 1— pZT’—Z 1— pZT’—4
T-2( 2 2
- +omy+my)| —— +mp———+m 4c
p " (p" + pmy 2)(1_p2 L (40)
1 c—¢ d z a . . .

with A, = %ﬁ’fﬂx’f), 0. =00 +05+ %+ 20— Zu2) and ¢ (resp. ®) is the density (resp. cumulative

distribution function) of the standard normal.
2
These bias terms have the expected signs: the first term 1b is positive because p < 1 and Z—é’ > 1, so that

in general p(;—%z’ +my+my (m1 + p) is positive. The second term l) is positive because m; < my < 0. The
third term (4b)is negative because the AR term dominates the MA term, leading to positive terms inside the
brackets.

Figure 1| presents the values of the three components of this bias term for the value of the parameters of
the wage process estimated by MaCurdy| (1982). Three conclusions emerge from this figure:

1. The main components of bias are the terms and (4c). They have opposite signs and both increase
with 7/, i.e. with the distance between treatment and the pre-treatment control period.

2. Total bias is null when 7 = 7": symmetric DID is unbiased though non symmetric DID is biased. The
intuition for this result is the following: correlation between Yj;_;, (f = —7,7’) and Djy is due to the
correlation between Y;; and Y;;_;. When t = —7, the correlation between Y;;,.; and D;; is weakened
(compared to that between Y; and D;;) because of the occurrence of t periods of i.i.d. shocks. The
same is true for t = 7': the 1’ periods of shocks that have not yet occurred weaken the relationship
between Y;r,. and D;r. When 7 = 7/, the correlation between Y;;_,» and D;j on the one hand and
Yik+: and Dji on the other hand have been weakened by the same amount compared to the correla-
tion between Y;; and D;. This gives a rationale to the use of symmetric matching DID by|Heckman,
Ichimura, Smith, and Todd! (1998); Heckman, Ichimura, and Todd! (1997).

"When 7’ = 1, the second component of the bias is equal to —,oT’1 ((pm1 +mp)(my +p)+pmp(mp+pmy + pz)) and the
third component is equal to —p* "2 (p% + pmy +1[7 > 1] my).

8 / . . 9 1_p21’—2 _pzr’—z 1—p27'-4
If r =1and 7’ > 1, the third component (4c) is equal to p + m; + [p +pmy + mz) 0 =2 +my 157 +myp
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Figure 1 — Bias from DID-matching (not controlling on past outcomes) for r =4
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Note: a, b and ¢ stand respectively for the components {@a), and of the
bias term of DID matching. (choc) corresponds to the value of the correspond-
ing terms when v; is not observed when the individual decides to participate.
All values have been computed according to MaCurdy] (1982)’s estimates of the
parameters: p =0.99, m; = -0.4, mp = -0.01.

3. This result of minimal bias when implementing symmetric DID critically hinges on the assumption
that individuals perfectly know the wages they would have earned if they have remained on their job
at period k. If, for example, we assume that they do not know v;; when deciding whether or not they
enter the program, figure|l| (terms “shock”) show that symmetric DID is no longer the least biased
estimator.

This case study has thus proved the following result:

Result 7 When evaluating a job training program, symmetric DID is the least biased estimator among the
simple DID estimators when the agents know perfectly the wage they would have had in the period the pro-
gram takes place if they had not entered the program.

3.3 Bias from pure matching (controlling for past outcomes)

When controlling for past outcomes, a very usual relationship can be extracted from the common factor
representation of the wage process in equation , making use of the fact that U;; = Y} — g%(X;, dy) — i

T+7 |
Ve = 8 Xivdier) + 0™ Yiker —p™* 7 "Xy die—e) + i1 = p™ )+ Y 0/ Vigiroj.
=0



From this formula, we can derive the bias that arises from matching on X; and Y;;_,» (for 7 = 2):

Byy = (1 - PTH/) (E[wilXi = x, Yik—r = ¥, Dk = 1] —E [pi| X; = X, Yij—r = ¥, Dix = 0]) (5a)
L T2 ((Pml +my) (E[Vik—v|Xi = X, Yik—r = ¥, Dig = 1] =E[Vik—v| Xi = X, Yig—r' = y, Dix = 0]) (5b)
+omy (E[Vik—r-11Xi = X, Yik—r = ¥, Dix = 1] =E[Vik—r-11X; = X, Yik—r = ¥, Dix = 0])
-1 |
+p 2 (p*+ pru+mg) Y p! (E[vik—j1Xi = X, Dix = 1] —E [vix— 1 Xi = x, Dix = 0]). (5¢)
j=0

The first part of the bias term is due to differences in unobservables fixed through time between treated
and untreated. This term arises because participation into the program is partly determined by differences
in y; because of the opportunity cost of participating in the program in terms of foregone wages. The second
part of the bias term arises because of the moving average components of the wage process. In terms of
the participation equation, this term means that among people with the same pre-treatment wage, only
those with a recent positive shock to their wages have decided to enroll into the program. This shock being
transitory (40% of the shock will have disappeared after one year), these people tend to have lower wages
in period k after a wage surge in period k — 1. With lower potential wages in period k, they thus decide to
enroll into the program, whose opportunity cost has decreased. After the adjustment in period k due to the
MA(1) term, the rest of the positive wage shock tend to persist through time, due to the large AR(1) term.
Wages for participants thus persist, but at a lower level than those of untreated people who had the same
wages in period k — 1. We thus tend to underestimate the impact of the program by confouding it with the
fading out of a transient shock that lead people to participate in the first place. The last component of the
bias does not depend on Y;;_. because it is due to shocks posterior to period k — 7’. This part of the bias is
thus identical to the bias in the simple DID case when we do not control on Y;j;_,.

In order to be able to compare the two estimators, we have to derive bias terms conditional on the
same conditioning set (here X; = x). We can derive expressions for the unconditional bias term of simple
matching if we assume that the error terms are normally distributed. The bias term for the simple matching
case is derived in appendix After integrating out Y;r_/|D;r = 1, X; = x, we have:

UflaD*’Yk—T/
1- +7 | g Op*uy————= +oo —g(x, dj_y 1-®(A,)
B = — P b "U(P(Ax) + Iy f (p(M) Axy)—xyd (62)
1-®(Ay) | 0p~ o2, —00 Oy (D(Axy)
_ k1!
op-oy\/1 2,02
00 p* p
pr+r’—2 U0, TU,v, OULv,_y — Zémi
- + — bt ol AL+ +
I — oAy ((Pml my) oD pm; o )¢( )+ | (pmy + my) =
. 1-— D* Y g
HEA
mIUZUD*yY .
OV gy~ | o0 () o dp 1-®(Ay,)
+ omy : oy f ¢(M) Axy)W);ydy (6b)
op«0 1- Ué*’ykq' B *
DY 0%.0%
B l_pZT 1- 21'-2 l_pZT’—4 0.2 ( ¢(A) (p(A)
T2 (2 2 X X
- +omp+m +m + 6¢
p" (0" +pm 2)(1—/02 10 -2 20 -2 a%* I~y oAy (6¢)

The first part of each component of the bias term is identical to the DID case. The second part of each
component is an integration of the distribution of the error term among the untreated conditional on the
value of past outcomes with respect to the distribution of past outcomes in the treated population. In order
to compute this integral, I use 32 points Gauss-Hermite integration rule.

Figure[2] presents the absolute values of the bias terms of DID matching (equation[4) and simple match-
ing (equation [6) with the values of the parameters estimated by MaCurdy| (1982). Three important results
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emerge from this figure:
1. Not controlling on past outcomes has generally lower bias than controlling on past outcomes.

2. Controlling on past outcomes is the least biased when controlling for the period closest to enrollment
(i.e. 7" =1). In that case, matching controlling on past outcome is less biased than DID matching with
respect to the same period.

3. Symmetric DID matching is the least biased estimator: it is less biased than matching controlling on
the period closest to enrollment.

All these results rely on the bias reduction property of symmetric simple DID: the mean pre-treatment
difference in outcomes between treated and untreated 7’ periods before enrollment is a good estimate of the
mean post treatment difference in outcomes 7’ periods after enrollment. We thus have proved the following
result:

Result 8 When evaluating a job training program, symmetric DID is less biased than matching controlling

on past outcomes.

Figure 2 — Comparison of bias when controlling (simple matching) and not controlling (DID
matching) on past outcomes for T =4
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Note: the value of the bias for DID (resp. simple) matching are the ab-
solute values of the terms in equation (4) (resp. @ computed according
to|MaCurdy| (1982)’s estimates of the parameters: p = 0.99, m; = —0.4,
my = —0.01, o2 = 0.055, O’i = 0. The rest of the parameters takes the

following values: ¢ = -2, 02 = 0.05, oyc =0, @ =0.1, 05 = 0, Tpa =0,
r=0.05, g(x,dy) = g(x,dp_;) =0.

This result enable us to reinterpret some of the results in Heckman, Ichimura, Smith, and Todd| (1998)
and|Smith and Todd|(2005). (Heckman, Ichimura, Smith, and Todd|(1998) compares the relative ability of dif-
ferent set of control variables to reproduce the experimental results of the evaluation of Job Training Part-
nership Act (JTPA) thanks to matching and DID matching. When using a crude control set not including
wages at the date of enrollment, the average bias of the estimator is lower than that obtained thanks to the
set of variables with the higher predicting power including wages at enrollment (see their table XII p.1062).
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Smith and Todd| (2005) use two set of control variables when estimating the bias of propensity score match-
ing and DID propensity score matching in the National Support for Work experimental study: the first set
(they name it the Lalonde set) does not contain past income while the second set (the Dehejia and Wahba
(DW) set) does contain past income. When they apply DID matching with the first set of controls, the bias
is lower than when they use the second set of controls (see their table 6, p.340).

4 Conclusion

In this paper, I study whether is always better to control for more covariates in a dynamic context. I study
the relative biases case of matching on past covariates vs Difference in Difference matching. I exhibit two
special cases where controlling on past outcomes is biased whereas implemented DID matching is not. In
the general case where both estimators are biased, I study the special case of the evaluation of a job training
program. Borrowing a credible selection rule from Heckman, Lal.onde, and Smith| (1999) and relying on
the parameters of the wage process estimated by MaCurdy| (1982), I derive closed forms for the bias terms
of the two estimators when the error terms are normally distributed. I show that DID matching performs
better when used symmetrically around the period of enrollment, as implemented by Heckman, Ichimura,
Smith, and Todd| (1998). Matching is less biased than DID-matching when considering to use the first pre-
enrollment period, but symmetric DID-matching is less biased than the less biased matching estimator.
These results are to my knowledge the first one that prove in a practical application that not controlling for
past outcomes may be better than controlling for them.

This work can naturally be extended to controlling for covariates that are not past outcomes, but are
correlated to them, like quasi-fixed factors when evaluating the effect of a treatment on variable factors.
For example, in the evaluation of investment or hiring subsidies, should we control for past values of the
capital stock? A second extension to this work would include examining the relative performances of other
estimators when faced with the same problem: the Change in Change (CIC) estimator of/Athey and Imbens
(2006), the exchangeable estimator of Altonji and Matzkin| (2005).
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A Derivation of bias terms in the labor example with normal MA terms

A.1 Not controlling for past outcomes

It is possible to derive closed form expressions for the bias terms of section 3.2]if we make the assumption
that the i.i.d MA terms are normal with variance 0. I assume that the process generating the outcomes as
begun sufficiently far in the past so that I can abstract from the dependence on ¢ by considering that the
MA terms are a sum of an infinite number of shocks. I moreover pose that a; = a is a constant, and that c;
is a normal variable with variance 2, independent of u;, whose variance is ai. To obtain the biased terms,
I study the joint distribution of for normal variables conditional on X; = x, under the assumption that X; is
independent from ;. The observed variables we want to condition on are:

o

D;kk:Ci_Tl+g(X,dk)+ﬂi+Uik
Yik—v = 8(X, di—v) + pj + Uy

Yik—r—1= g(x; dk—r’—l) + Ui+ Uik—1'-1.

So we need to derive the joint distribution of the following error terms:

(Ul-k, Uii—r'» Uik—1'—1, {Uik_j}0<j<r’—1 s Vik—1's vik_,/_l). This distribution is a centered normal with covari-
ance matrix X;:

%
P’ ,IUUt,UH oy
= pT 0u,, U, 0u,U. Oy ) ,
OU,v, 0 0 o
OU,v, o’ 0 0 o2
ou,_,., OXmi+p) o> 0 0 o
4.2 2
with 0%, = o2 (1 +(my +p)*+ %), ou, U, = POy, +0°(my+my(m +p)) and O, =

pI72(1[j #0]1[j # 1] ma+1[j # 0] pm + p?)0?. The latter term comes from the fact that the shocks at ¢ and
t — 1 are not fully adjusted for at period ¢: the first shock only enters directly while the second shock enters
through the AR term and the MA term. All previous shocks enter in the same way, according to a weighted
average of the ARMA terms. To obtain 0'%,, note that U;; = (0 + pmy + my) Z‘]’.‘iz pf Vig—j+ Ui+ (my+p)vig-1.
The variance of U;; is the sum of the variances of these three terms. The variance of the first term is:

. . . . _ 2 _ N2
Var(X2, p/ vir-j) = 022?‘;2 p?/. As p?> < 1 we can write: %2, p? = X% p¥ —1-p? = %;(ZIP) —

4
157’ which gives the result. To obtain oy,,y, ,, note that Cov(U;, U;—1) = Cov(pUjs—1 + vis + mivj;—1 +
m2vi—2,Uj-1) = PU%] + m1Cov(vis-1, Uis—1) + maCov(vis—2, Uir—1). As Ujr—1 = p?Ujr—3 + Vjgm1 + My Vjg—p +
Mo Vir—3+ p(Vis—p + M Vi3 + MaVj;—4), this leads to the result.
From these expressions, we can readily obtain the bias terms for the DID case (for 7,7’ = 2): 9 10

Bgid =_( T+r’_1) | O-_%I+m “m (m + )
U_z( $A) </>(Ax)) p pr ooz tmat ma(mytp
o2, \1-0(4,) ~ ®(Ay)
— pT+2‘[’_4(pm1 + mz(pz + 1)) (mz " pm " pz)
1- 2t 1- pZT’_2 1— pZT’—4
T-2( .2 2
- +om)p+m —_— M 0— +m i
1Y (,0 pny 2)(1_p2 10 1_p2 20 —1_p2

. E—%+g(x,dy) o’ o
with Ay = —= > and 0, = 07, + 0}, + 0+ 75 +2(0pc — ).

If parts and of the bias term are quite self-explanatory, some calculation details are needed for
part (4d). This term is the sum of the expectations of shocks after the control period 7’ until k conditional on

9When 7’ = 1, the second component of the bias is equal to —,oT’1 ((pm1 +mp)(my +p)+pmp(mp+pmy + pz)) and the
third component is equal to —p* "2 (p% + pmy +1[7 > 1] my).
21'-2 21/-2 1— 21/ -4

+my 17 +mop

101f7 = 1 and 7’ > 1, the third component (4c) is equal to p + m; + (p? + pmy + my) [ p 1_1‘0

,pZ l,pZ
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participating (resp. not participating) in period k. Both conditional expectations depend on the covariance

O U, vy ;- Indeed, after factorization of o (1¢<(1> ;1) 5+ gigi;), the sum term that remains is: Z;’:‘Ol pf UU’;# =
Z]oﬁf%H1¢Mﬂb¢1hm+ﬂb¢0hmn+p%=zf*w%f+mmzf*m%f*+muﬁzf* (0%~ =

TR+ mip X2 (pHE + map? X1 -3(p?)¥. If the decision maker does not know period k informa-
t10n (i.e. shock v;x) when deciding to enter the program, the first term of the previous sum is changed

t0 X7 (02 = p? L1 (D) = pP XL 2 (00K = p2

21-p
1-p?
2
These bias terms have the expected signs: the first term 1i is positive because p < 1 and (;—‘2’ > 1, so that
2

in general p% +my + my (m1 + p) is positive. The second term (4b) is positive because m; < my < 0. The
third term (4b)is negative because the AR term dominates the MA term, leading to positive terms inside the
brackets.

A.2 Controlling for past outcomes

To derive a closed form expression for the bias term of DID-matching when controlling on past outcomes
(i.e. simple matching), we have to derive the joint distribution of y;, vjk—1,v; k_,/_l,le‘k and Y;;_,, which is
anormal with mean y; = (0,0,0,¢+ < + g(x, dy), g(x, dx_r)) and covariance Zy:

2

oy, ,

0 o
o= 0 0 o?
2
UD*,# O-Ul'ytfr’ O—Ut'vtfr/fl UD*
o? o’ myo? O D+ o?
U 1 D*,Y_u Y

. _ _ Oua 2 _ 2 2 . . .

withopy, , =0puc “andoj =0 Ltoy The distribution of
Wi Vik—1", Vi k_Tr_l,D;‘k conditional on Y;_ = y is normal, with mean ug calculated as the linear projection
of these variables onto Y;;_; and covariance matrix Zg which is the Schur complement of (afl + U%,) in Xp.

We thus have:

Oua 2 i | _ 2
- toutp O0u,U,_»ODu=0y+0pc—

(v — g0, di—r)) =
(y—g(x,dy- ,,)) oZ

Xy _
”2 - ’
(y—gx, di—
Op*y,
c+ = +g(x dy)+(y—glx, dk 7)) —=
2
2 9u
o |1-=£
2
20, 2 o?
I A
2, = 2 Yo Y
2 mo-oy, myot 9 ! meZ
B 52 o 2
2Y yz Yz 2
0,,0Dp*y, 070 p*y, my0~0p*y, D*Y,
I _ -1/ _ k=1 2 [
UD M 0'%/ O‘Ul'ytfr’ g'%/ UUIYUZ 7'-1 g'%/ D* gi

The first part of the bias term of matching on past values of the outcomes is thus:

O D= UZUD*'Y/C—I/
Bml _ _(1 _pT+T’) o U%/ (P(AXJ’) + (P(AXY)
X )
Y ) af)*‘yk ) 1-® (Axy) s (Axy)
Th =2

=8t g (o, di)+ (y—g () ket
r y ’ —T %{

2
0%
o2, — D*Yyp_y
D* g%

where Ay, =
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The second part of the bias term is:

2
O~0 p*
D¥Y_yr

O-Ul,l}t,Tr - O-Ut,l/t,rr,l -

¢ (Axy) +¢’(Axy)
1-0(Ayy)  ©(Ayy)

2 +7'-2
Byy =-p" " [ (pmy + my) +pm;
2
O'D*'kar’

2
g
D*‘kar’ 2 _
7 O+

2 _
oy

In order to obtain bias terms that are comparable to those calculated for DID matching, we have to in-

tegrate BJ'C’;,I and B,’C’}Z with respect to the distribution Fy,, ,|p,.=1,x,=x(). This distribution has the following

density (Arnold, Beaver, Groeneveld, and Meeker, 1993):

1 (y -glx, dkT:)) 1-®(Ayxy)

ink—r’|Dik:1yXi:x(y) = ;(P 1-®(A,)

Oy

We can derive expressions for the two unconditional bias terms after integrating out Y;;_/|D;r =1, X; = x:

olopry
p i = i
1-0"*" | op, OD*,u 2 +00 —g(x,dp_p 1-®(Ayy)
o0 L pan + D [ IER A g,y |
1-®(Ay) | op+ X U%*,Yk ; -0 Oy (I)(Axy)
Op*0Oy - (T%*Gé
T+7'-2 ou,v ., OU,v.
X * *
. ) mlazaz*' ,
O-Utnvt—r’ - % UUf’Vt—T’—l - UI%; e oo y_g(x’ dk—T’) 1 _q)(AXy)
(Pm1+m2) 2 +Pm2 2 f d)( o )¢(Axy) ‘D(A )
[ Ve O« Yy —00 Y Xy
Op*0Oy 1- = U%/ Op*0Oy 1- = U%/
D* D*
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