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Abstract

The primary aim of this paper is to show that standard estimators that have been used to
compare outcomes across countries are inadequate. As a leading example, I estimate the return
on education in the EU countries. The OLS recovers the return on education for the population
on average, but is not robust to possible endogeneity of schooling achievement. The IV is robust
to endogeneity, but recovers the return on education only for compliers, that are different across
countries and cannot be identified from observable data. Bounds are robust to endogeneity of
schooling (unlike the OLS) and is valid for the population as identified by the data (unlike the
IV). Return on education are quite different across countries. A useful interpretation of results
is in terms of demand/supply schedule. A closer inspection of bounds allows to go a step further

in explaining the differences in results.
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1 Introduction

The primary aim of this paper is to show that classical estimators that have been used to com-
pare outcomes in different countries are not adequate, because in general they do not identify the
parameter of interest. As a leading example to show the relevance of this paper, I estimate the
return on education across countries belonging to the European Union (EU). It should be clear
at the outset that the technical issues arisen in this paper are of general interest for the empirical
research.

Wage return on education is a key policy indicator within a single country and across different
countries. The investment in schooling is (economically) more convenient if returns are higher.
To the extent that education increases individual and aggregate productivity, it fosters economic
growth of the countries (Sianesi and Van Reenen (2003)). In this respect, return on education tells
much of the economic strengths and weaknesses of a country.

Although the wage return on education has been largely investigated for several countries, there
is little consensus not only about its size, but also about its statistical significance, i.e. its existence.
For Germany, Trostel et al.| (2002) estimate a positive return of 4-7% per year of education, whereas
Pischke and von Wachter| (2008)) and Kamhofer and Schmitz| (2015) further qualify that the return
is non significant for compulsory education. For higher education versus anything less in UK, the
estimated wage return each additional educational year is 11-15% in Trostel et al.| (2002) compared
to 27% in Blundell et al.|(2005). Not only do these differences reflect different reference populations
and /or reference periods, but also different identification assumptions. Whilst the former differences
can be easily explained, the latter is more tricky.

This paper critically reviews the role of maintained assumptions that are necessary to point
identify the parameters of interest. Even though estimators are increasingly more refined to account
for more realistic aspects of the wage determination, ultimately the estimated parameters depend
on imposed hypotheses, that often are untestable (Card| (1999)), Blundell et al.| (2005), [Harmon
et al. (2003) for an extensive discussions). Then the credibility of estimated parameters becomes

an issue when confronted to the ‘law of decreasing credibility’ (Manski (2011)) that the credibility



of inference decreases with the strength of the assumptions maintained.

If the schooling attainment is as good as randomly assigned, the OLS recovers the parameters
of interest for the whole population. If schooling achievement depends on unobservable ability
or heterogeneous private return, the OLS is inconsistent and other estimators must be employed.
Typical solutions involve an IV estimator, imposing exogenous variation of the instrument. Under
suitable conditions, IV identifies the treatment effect only for the subpopulation of compliers, i.e.
a Local Average Treatment Effect (LATE). The compliers cannot be identified from observed data
and their treatment effect can not be generalized to the entire population, unless under special
circumstances. Therefore, using IV does not provide a meaningful parameter for a comparison
across countries, because it targets different populations.

To solve these drawbacks, in this paper I take a different perspective with respect to the standard
literature, by exploiting only the assumptions that may be tested and that are indeed verified in
the data. Almost always, this implies abandoning point identification in favour of set identification
(or bounds; Manski (1990) and the following literature). For an international comparison, set
identification brings about two notable advantages over the classical approach: differently from
the OLS, it is robust to possible non-random schooling attainment; differently from IV, it is valid
for the entire population identified by the observational data rather than for a specific, unknown,
subpopulation.

Return on education are quite different across EU countries. A useful interpretation of results
is in terms of demand/supply schedule. The small middle-low return is consistent with the in-
termediate educational level being the highest share of the working age population, and thus the
least remunerated. The larger high-middle return reflects the relative scarcity of highly educated
individuals. The only exception to this argument is Italy where both the share of highly educated
individual and return on highest education are among the lowest across countries analyzed in this
paper (Visco (2014, 2015) has defined this as a ‘paradox’). I leave for further research a better
understanding of this paradox.

This paper is organized as follows. In Section I describe the empirical strategy that is

adopted to EU-SILC data (Section [3). The returns on education are discussed in Section [4] and



some robustness checks in Section [f] Section [7] offers some concluding remarks.

2 Empirical strategy

The aim of this section is to make clear that standard estimators are not adequate when the interest
is in comparisons across countries. Using set identification jointly solves the open issues.

As a leading example, I focus on the identification and estimation of the return to education
in countries belonging to the EU. The exercise is difficult, because not all necessary information is
available to the researcher. Various approaches have been proposed in the literature to solve the
problem. In this section, I consider only key aspects that are relevant for an international compar-
ison. The reader interested in further technical details should refer to |Card| (1999)); Blundell et al.
(2005); [Blundell and Dias| (2009) and the references therein. To make the exposition simpler, but
without loss of generality, in this section I do not explicitly condition on observable characteristics.
However, the analysis that follows should be understood as conditional on them.

Following|Card| (1999), assume that individuals maximize the utility function U (S, y) = log(y) —
h(S), where y is the individual earning, S the educational level, and h(-) an increasing convex
function. This economic background is coherent with the [Mincer| (1974) equation y; = 5S; + u;,
where i = 1, ..., N represents the individuals, 5 is the return on education and u is the error term.
In general, the optimal level of schooling is heterogeneous across individuals due to heterogeneity in
benefits —represented by the marginal return on education— and costs. For this reason, the Mincer
equation should be augmented to account for individual specific intercepts of the earning equation
and/or heterogeneous slope of the earning-schooling relation. More formally, as in Blundell et al.
(2005), define u; = a; + (8 — b;) S; + €;, where «; captures unobservable individual characteristics,
like ability, (8 — b;) is the individual-specific slope of the extra-return on education and € is a

random error term. The complete reference model thus may be written as

yi =BSi + o+ (B—0;)S;i +e. (1)

Different assumptions on components of equation (1| drive the choice of the appropriate estimator.



The simplest possible approach imposes the orthogonality condition that S} a; = S/(8—1b;) S; =
0, so that the average return for the population who reached a certain level of education can
be recovered by comparing the average earning of individuals who reached that level to those
individuals who didn’t reach it, as the OLS does. To better reflect that this is the effect for the
population on average, from now on I label the estimator ‘OLS-ATE’.

The utility maximization and eq. [l suggest that the optimal educational level may be related
to unobservable (to the researcher) characteristics, in which case the individuals reaching the edu-
cational level S will not be a random sample (i.e., the selection will no longer be ignorable; Little
(1995)); Little and Rubin (1986)) and the OLS-ATE will be biased. In particular, by inspection of
the orthogonality conditions, the OLS-ATE may be biased due to: 1) non-zero correlation between
«; and schooling, e.g. if higher ability workers reach higher educational level, which induces an up-
ward bias; 2) non-zero correlation between the private return (8 — b;) and schooling, which implies
a bias in an unpredictable direction.

Solving these drawbacks has been central in the literature (Card| (1999)). The classical solution
is based on instrumental variable (IV) techniques. The identification of 5 with IV hinges on
a suitable instrument (Z) that must be correlated with education, i.e. relevant, but not with
ability, i.e. exogenous (o/ Z = 0)E| For the moment, suppose there exists a Z that satisfies these
conditions. Even in this case, IV will not recover the effect for the entire population, because
Elyi|Z;, Xi] = B E[Si|Zi, Xi] + E[(B — b;) Si|Zi, Xi]. The last term is different from zero, unless
either return is homogeneous or, focusing on treated individuals, the instrument is uncorrelated
also with the individual extra-return on education (i.e., the schooling decisions is unrelated to
the individuals-specific return). Whether one of the two assumptions can be invoked should be
evaluated case-by-case. However, it is worth emphasizing that both are particular cases, that may
be unrealistic in the real world (Heckman| (1997)).

A solution to treat the heterogeneous return is to augment the standard exclusion restriction

'n this section I do not consider the control function (CF) approach (see [Wooldridge| (2015))). Both IV and CF
are asymptotically consistent if all hypotheses are met, in which case CF has better properties than IV (e.g., in terms
of efficiency). However, IV is consistent under weaker conditions, thus is preferred here instead of CF. The weaker
requirement for consistency of IV is also related to the different identification power of the two estimators, an issue
that is tackled below. |Blundell and Dias| (2009) provide an extensive discussion of other difficulties with CF.



and relevance assumptions with monotonicity. Monotonicity implies that there is no one who does
the opposite of his/her assignment of instrument. Under these hypotheses, IV identifies a Local
Average Treatment Effect. To better reflect the local identification power, from now on I label
the estimator ‘IV-LATE’. It is the effect for the sub-population of compliers, individuals who are
induced to invest in education by a change in the instrument (Imbens and Angrist| (1994)): different
instruments affect different subpopulations of compliers each -in general- with different returns. The
understanding of which sub-population of compliers is induced to take more schooling should be
driven by an economic framework. To check the framework, one would like to individually flag the
compliers. This is not possible because they are not identified from observed data (Angrist et al.
(1996))), although the distribution of their characteristics can be described (or ‘characterization of
compliers’; |Angrist| (2004) and Angrist and Pischke| (2008))).

The identification of a local effect rather than for the population at large and the impossibility to
flag the compliers is a major limit of IV-LATE when the interest is in comparisons across countries.
Dif ferent instruments target different populations, both within and between countries, therefore
being inappropriate for the scope. More subtle -and never noticed in the existing literature- is
that in general even the same instrument identifies sub-populations of compliers that are different
from country to country. The reasons may be due, for example, to different cultural background
or institutions. To be more concrete, consider using the adverse financial shock experienced by
the family when the child was 11 or 16 years old, used by Blundell et al. (2005) to estimate the
return on education in UK. If the (perceived) quality of the public versus private school is different
across countries, this instrument will target a different population of compliers: in countries where
the quality of public school is higher than the quality of private school and where the age limit
for compulsory school is 16 or above, the instrument will be less relevant than in countries where
the quality of private school is higher than the quality of public school or where the age limit is
lower. With these differences, finding an instrument that accommodates all the countries is hard if

ever possz’bleﬂ This property implies that, while being robust to possible endogeneity of schooling

2By the same token, the strategy proposed by [Ichino and Winter-Ebmer| (1999)) to bracket the return on education
in the population of Germany, using two different instruments that target the highest return on education (i.e., the
most able workers with binding balance constraints) and the lowest return on education (i.e., the least able with the
weakest balance constraints) does not work for an international comparison.



attainment, a fair comparison across countries based on IV-LATE is no longer correct, unless when
the parameter is identified for the entire population. This happens in very special cases when the
return is homogeneous or when self-selection does not depend on expected heterogeneous return,
as pointed out in Blundell et al.| (2005) for the return on education and in [Heckman| (1997) for a
more general case.

With IV-LATE there is one more difficulty. So far I have assumed I have a valid instrument.
However, while standard instruments to estimate the return on education involve family background
(usually parental education), there is no guarantee that it satisfies all necessary conditions for
consistent estimates. To the extent that family background is related to wage, maybe only indirectly
through ability, the IV-LATE estimate will be upward biased, more biased than the OLS-ATE.|Card
(1999) shows that in this case 8 < Bors < Prv, where (3 is the true parameter and the subscript is
for the estimator.

To circumvent critical issues of classical estimators, related to i) the role of assumptions and
i1) the characterization of the population, it may be useful to investigate other approaches. In
this paper, I exploit bounds (Manski (1990)). They identify a set (and not a single point) of
admissible marginal effects that depend on the underlying assumptions. Therefore, rather than
imposing untestable assumptions, I retain only those that are verifiable and that are met by the
data. Related to the present analysis, [Manski and Pepper| (2000, 2009) emphasize that instruments’
validity is often a matter of disagreement, therefore it is worth considering weaker, but more
credible, assumptions.

The rationale beyond bounds is that each member of the population with observable charac-
teristics x; € X is exposed to a mutually exclusive and exhaustive treatment s € S such that
yi(s) € Y. The outcome under realized treatment is observable. The latent outcome is not observ-
able. Combining the empirical evidence with assumptions, one may learn about the distribution
of the response function. For example, consider the wage level after s; year of education. Then
Ely(s)] = Ely|t = s] P(t = s) + E[y|t # s] P(t # s). The quantity E[y|t # s] is not observed, but
if I know that E[y] € [Ko, K1] then Efy|t = s] P(t = s) + Ko (1 — P(t = s)) < Ely(s)] < E[y|t =

s]P(t=s)+ K; (1 —P(t =s)). The larger the set of assumptions on the unobserved components,



the narrower the bounds.

Continue with the estimation of return on education. If individuals of higher ability enjoy
a higher mean wage function than those with lower ability, the so called Monotone Treatment
Selection (MTS) is a promising alternative to the standard IV-LATE assumptions. More for-
mally, whilst the IV-LATE requires that E[y(s)|Z = ug] = E[y(s)|Z = u1]Vs € S, MTS implies
Ely(s)|Z = uz] > Ely(s)|Z = u1]. The human capital theory, suggests also that wage is a weakly
increasing function of the years of schooling, or Monotone Treatment Response (MTR). Formally,
MTR assumes that for {s1,s2} € S, so9 > s1 = yi(s2) > yi(s1). MTR and MTS are not mutually

exclusive, and can be exploited together as I do in Section in which case

S Blylz = u] P(z = u)+Elyl = ] P(z = 5) < Bly(s)] < 3 Blylz = u] P( = u)+Ely|z = 5] P(z < 5).

u<s u>s

Having defined bounds for Ey(s)], also the education return A(sy, s2) can be bounded: its upper
bound is the difference between the upper bound of s5 and lower bound of s;. In contrast, lower
bound is set to zero (i.e., more schooling is not harmful on individuals’ earning). A great advantage
of this estimation is in terms of the law of decreasing credibility, because the two hypotheses can
be jointly tested. Namely, the hypotheses should be rejected if E[y|t = s] is not weakly increasing
in s (Note 9 in Manski and Pepper| (2000)).

Having described all the estimators, it is possible to compare them with respect to a comparison
across countries. Provided the working hypotheses are verified, bounds are robust to possible
endogeneity (e.g., non random schooling achievement), unlike the OLS-ATE. Also, with respect to
characterization of the population, bounds apply to the population as defined by the conditioning
set (Manski and Pepper| (2000)) and not to subpopulations of unknown composition, as defined by
local estimators like IV-LATE. In all the economic problems where the interest is in comparison
across countries, using bounds guarantees the comparison of consistent parameters of interest along
the very same populations, across different countries. This implies that any difference is due only
to the national economic system and not to other confounding effects. Table [I| summarizes the

properties of all these estimators.



The literature on return on education is huge. Among the first international comparison is
Psacharopoulos (1985). |Card, (1999); Harmon et al.| (2003)) are very useful surveys for methods and
results on return on education around the world. The technical points of this paper go well beyond
retunr on education. Still on human capital, recent international investigations involving schooling
and ability are in Hanushek and Woessmann| (2011)); Hanushek et al.| (2015).

A review of bounds is in [Ho and Rosen| (2015]). related to endogeneity and schooling, Manski
and Pepper| (2000, 2009) to estimate the return on education in the USA. Bounds closely related
to return on education are Ginther, (2000) and Mariotti and Meinecke| (2015) that focus on a
single country. To the best of my knowledge, this is the first paper that exploits the precise

characterization of the population for cross-countries comparison of the return of education.

3 Data and descriptive statistics

The practical relevance of Section [2] is shown by estimating return on education in 25 European
Union countries during the period 2004—2012E| Data are taken from the survey ‘European Union
Statistics on Income and Living Conditions’ (EU-SILC), which collects timely and comparable
data on a large array of socio-economic indicators. The sample is nationally representative of the
population residing in private households aged 16 and over, irrespective of language, nationality
or legal residence status. I exclude self-employed and women to limit possible bias arising from
self-selection in the labour market participation. The reference population is made of men in the
age range 25—65, which I conventionally define as the working age populationﬁ

There are three relevant issues to be considered: 1) the schooling attainment, 2) the outcome
of interest and 3) the possible instrument(s).

The educational level is based on the the ISCED level attained, which distinguish among pre-
primary education, primary education, lower secondary education, (upper) secondary education,

post-secondary non tertiary education and tertiary educationﬁ In this analysis, the educational

3 The countries are: Austria, Belgium, Cyprus, Czech Republic, Germany, Denmark, Estonia, Spain, France,
Greece, Hungary, Ireland, Island, Italy, Lithuania, Luxembourg, Latvia, The Netherlands, Norway, Poland, Portugal,
Sweden, Slovenia, Slovak republic and United Kingdom.

4 Women are included in a robustness check in Section

®Official documentation on the International Standard Classification of Education (ISCED) is available on the EU



attainment of a person is the highest level of an educational program the person has successfully
completed; persons who have not completed their studies are coded according to the highest level
they have completed. The expression ‘level successfully completed’ must be associated with obtain-
ing a certificate. Therefore, results are valid only for official education. Having a reference in terms
of grades rather than in terms of age or years of schooling provides several advances in this exercise.
Enrollment ages and minimum durations are different from country to country (European Commis-
sion| (2015))), thus with the alternative definitions would be difficult to disentangle the ‘contribution
of legal rules’ from the true return on education. Also, return on education based on grades rather
than on years of education is not affected by the so called ‘sheepskin effect’ (that instead should
be modeled with the latter indicator) and might be more robust to measurement errors based on
recallﬁ The middle educational attainment is the highest share in almost all the countries: excep-
tions are Spain and Portugal (where the lowest educational attainment has a larger share; in Spain
the share of middle highest educational level is the smallest) and Belgium and Ireland (where the
highest educational attainment has a larger share). Apart from Italy, Luxembourg and Portugal,
the second highest share is for the highest educational level. Finally, it is worth emphasizing that
the share of the highest educational attainment is usually higher than 20%: the only expcetions
are Hungary, Italy, Poland, Slovenia and Portugal.

The outcome of interest is the (natural logarithm of) the hourly wage. I consider “gross monthly
earnings for employees”, which refers to the monthly amount of money received by the employee
in his main job. For Germany, France and Slovenia, for which this variable is not available, I use
employee “cash or near cash income”: in this case, the variable is the sum of earnings from all
jobs in the reference period, thus I restrict the analysis to individuals who have only one job, in
order to avoid spurious relations. The hourly wage is calculated by dividing the employees’ gross
monthly earnings by the hours they usually work each week (multiplied by 4). The hourly wage for
“employee cash or near cash income” is calculated accordingly. For each country, Table [2| reports

the average hourly wage levels, by educational level, along with the proportion of sample found in

website.
® Of course, if one is specifically interested in the sheepskin effect, then this indicator is not appropriate. As for
measurement error, it will be further considered in Section 4.2.
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that level. The wage is increasing in education in all the countries, although with huge cross-country
heterogeneity: the difference between wage at middle educational level and at low educational level
(for short ‘the middle-low wage difference’) goes from 8% in Belgium to 35% in Luxembourg, with
an average of 18% pooling all the countries; the high-middle wage difference ranges from 15% in
Sweden to 65% in Hungary. Also the variance of the latter difference is higher than that of the
former. Pooling all the countries, the coefficient of variation, i.e. the ratio between the average
and the Standard Deviation, is higher for the high-middle than for the middle-low wage difference.
This suggests that most of the difference in the return on education across countries happens at
high educational attainment.

The final issue regards the variables that affect education but not wages. Usually, in the
literature candidate instruments are related to family background characteristics (Table 5 in |Card
(1999)). Ideally, I would like to have parents’ characteristics. EU-SILC contains information
only about parents who are interviewed in the survey, which basically means parents and children
living together. There are two issues with this indicator: one is the reduced sample size (the
match would be valid for less than 15% of the sample, higher for the mothers than for the father,
reflecting families’ separations) and one is the potential bias in the estimation induced by sample
selection, if the least successful children (parents) live with their parents (children). For these
reasons the instrument considered in Section [4is the educational attainment of the partner. For the
present paper, it is reassuring that Trostel et al.| (2002)) use both parents’ and partner’s educational
attainment and find either remarkably similar results or smaller returns with the latter than with
the former instrument. All the following analysis is based on partner’s education, whose return may
be understood as slightly conservative than those from parents’ education. Notwithstanding the
cross country heterogeneity, the relevance of this instrument is unquestionable as the correspondence
between couples with the same educational attainment is high (slightly less than 40% of the working
age population). However, for later reference recall that the information about education of the

partner is missing for about 35% of the observations.
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4 Results

Table |3| shows the return on education using the methods presented in Section [2l The reference
population is made of: working age population, conventionally defined as 25-65 years, so to exclude
individuals enrolled in universities or retired; years 2004-2012; men, to avoid a sample selection
bias due to labour market participation or preferences for part-time jobsm I estimated several
model specifications: the benchmark specification presented in the table always conditions on
educational achievement, labour market experience and year dummies. Other specifications are
declared throughout the section.

To gain flexibility, rather than estimating a single return for schooling, coefficients are specific to
educational achievement. This choice is supported by a large literature, documenting nonlinearities
in the return to education (for example, Trostel (2005) rejects the null hypothesis of linearity for
almost all the countries, including many analyzed in this paper; below I explicitly address this

issue).

4.1 OLS-ATE

With the OLS-ATE, the return for the population at average on middle education with respect
to low education (for short, ‘the middle-low education’) is rather small, usually smaller than 25%:
larger returns are estimated only in Luxembourg (37.6%) and Portugal (41.6%). The return on
high education with respect to middle education (for short, ‘the high-middle education’) in Sweden
is about 15%, in Norway, Denmark and Belgium is smaller than 25%, whereas in all the other
countries is above 25%. These results are consistent with evidence from previous section that
most of the heterogenity in return is at the high educational attainment. They also confirm the
importance of the non-linearities in returns. More formally, I tested the null hypothesis of equality
of the returns between the ‘middle-low education’ and the ‘high-middle education’: with the only
exception of Norway, the null hypothesis is always rejected, at standard confidence levels.

These returns are fairly similar to those estimated in the existing literature. For Austria,

" Excluding students, retired and disabled, more than 90% of men work, whereas the share is only 75% for women.
Among workers, 95% of men work full time, opposed to less than 70% for women. Nevertheless, in a robustness check
presented later I also include women.
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Germany, Ireland, Netherlands and Norway, [Trostel (2005) estimates a remarkably similar return
exploiting a quadratic function in years of education (which however is more restrictive than the
model estimated in this paper). In a study on the college wage gap, |Brunello et al.| (2000a) estimate
similar returns in Austria, France and Netherlands, but slightly smaller for Denmark. For Italy,
Brunello et al.| (2000b) find similar results using a similar specification. For UK, the estimates are
remarkably close to appropriate counterparts in [Blundell et al.| (2005). When a constant return
to schooling across educational attainment is imposed, estimated returns are slightly higher but
comparable to those estimated in this paper. This is the restriction in |[Ichino and Winter-Ebmer
(1999) for Germany and in Trostel et al.| (2002) for some countries reported in Higher gross wage
returns are also estimated in Boarini and Strauss (2010)), although only for the year 2001.

With the benchmark specification, the OLS-ATE may be biased due to omitted variables that
are unobservable to the researcher. To avoid this risk, for UK |Blundell et al. (2005) enrich their
basic specification (which is similar to that in Table|3) with controls for family background, namely
parents’ characteristics. EU-SILC does not provide information about parents’ characteristics: this
is a major limit, because these variables are among the most important to reduce the OLS-ATE bias
in|Blundell et al.| (2005). Family background with the data at hand is the educational level achieved
by the partnerﬁ However, it is worth emphasizing that Trostel et al| (2002) find similar results
using either parents’ or partners’ educational level. This greatly mitigates the concern of having
only one of the two indicators. The returns with these additional controls are lower than those of
the benchmark specification, on average by about 4 percentage points for both educational levels.
The content of this robustness check is huge in its own and in relation to the existing literature.
Family background has a direct explanation power for the wage process (as found in Blundell et al.
(2005)). As a direct consequence, it supports the argument in |Card| (1999)), that the OLS-ATE of
earning on schooling and family background may have a smaller bias than the OLS-ATE of earning

on schooling onlyﬂ

8 A priori it is impossible to say which of the two characteristics related to family background is more important.
For concreteness, define the omitted variable x;, where j = 1 for father’s education and j = 2 for partner’s education.
Then -if ziz2 = 0- in eq. biasg = (5'S)"'S (y1x1 + v2x2). It may be possible that S'z; > S’z > 0 but
v2 > 71 > 0, so that the marginal contribution of 1 and z2 to the bias of 8 is economically (almost) identical.
Whether this is the case or not is only an empirical issue that cannot be addressed a priori.

9 As an additional robustness check, I also control for a larger set of characteristics. In particular, in addition to
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4.2 IV-LATE

As argued in the literature (Harmon et al. (2003)), the OLS-ATE may be biased because schooling
may be correlated with components that are unobservable to the researcher, like individual ability
(Slay # 0), or because workers achieve higher education induced by heterogeneous private return
(SI(B —b;) # 0). To cure for these biases, following Trostel et al.| (2002) I instrument the schooling
achievement with the highest educational attainment reached by the partner.

The sub-section is organized as follows. I first show the results, then I critically review drawbacks
with this instrument and propose easy to implement solutions. At the outset, it shall be clear that
the limitations of IV-LATE jeopardize a fair cross country comparison and therefore a different
approach is needed.

Returns from IV-LATE are substantially higher than those from OLS-ATE. A formal [Hausman
(1978) test rejects most of the time the null hypothesis that the difference between the two estimates
is not systematic. This results follows from a larger difference in the middle-low education return
than in the high-middle education: on average, IV-LATE is higher than OLS-ATE by more than
30 percentage points for middle education and about 15 percentage points for high educationm
It follows that, in contrast to the OLS-ATE, using IV-LATE in 2/3 of the countries the retun on
education is linear in educational level (formally: the null hypothesis of equal return between the
two educational levels is not rejected).

That returns with OLS-ATE are smaller than with IV-LATE is a fairly standard result in the
literature. This is the most compelling puzzle in the field as opposed to the expectation that the
most able workers achieve higher education, in which case the OLS-ATE return would be higher

than that from IV-LATE. |Card| (1999) offers different explanations to solve the puzzle, including

Blundell et al.| (2005), I enriched the set of controls with dummies for: marital status, managerial position, public
sector employment. With respect to [Blundell et al.| (2005]), T have no information regarding test undertaken by
workers and the type of school they attended. However, for an international comparison, this is not an issue because
it is unclear to what extent this information would be comparable across countries (Peracchi| (2006)). The returns
with these additional controls are lower than those of the benchmark specification, on average by about 5 percentage
points for the middle-low return and 10 for the high-middle education.

The return on middle-low education decreases by 3 percentage points in Netherlands, but increases in all the
other countries by more than 10 percentage points, reaching a peak of 50 percentage points or more in Czech Republic
and Cyprus. The return on high-middle education decreased by 15 percentage points in Luxembourg and Cyprus,
between 5 and 10 in Germany, Ireland and Norway and remained more or less constant in Sweden, Denmark, Island
and Italy; in the other countries, IV returns are larger than from OLS-ATE.
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1) measurement error (Kane et al. (1999))), 2) legitimacy of instruments (Conley et al. (2012))
and 3) identified quantities (Imbens and Angrist (1994)). In this section, for the sake of brevity I
focus only on the last issue (additional material is in Appendix . However, before proceeding it
is interesting to notice that measurement error in schooling achievement does not seem the best
candidate to reconcile the difference between Sy and Bors (see Appendix . As for legitimacy
of instrument, the joint null hypotheses of exogeneity and monotonicity based on test proposed by
Mourifie and Wan/ (2016)) is rejected. For this reason, I exploit an approach based on ‘approximate
exogeneity’, that allows the instrument not being perfectly exogenous (Conley et al.[ (2012)). With
this correction (Table , returns based on OLS-ATE are above those from IV-LATE , thus solving
one of the most concerning issue in this field (Appendix .

Closely related to this paper, from Section [2| even with an appropriate instrument, IV-LATE
could be higher than OLS-ATE because the two estimators identify different quantities. In this
application, IV-LATE is the causal effect for workers who proceed with education because their
partners proceed. This may be described as the population who can afford to study (i.e., low
liquidity constrained), who continue with education because are pushed to do so by their eager
partners, who attach high value to education. If these individuals were high ability students they
would have gone on studying anyway (i.e., always takers in the terminology of Imbens and Angrist
(1994)); Angrist et al.| (1996)); therefore, compliers are likely to be of low ability. In terms of cost-
benefit analysis, the return of these individuals is in the ‘middle range’ (in case of low ability)
with respect to cases of low liquidity constrained/high ability individuals -who enjoy the highest
return- and with respect to high liquidity constrained /low ability individuals -who enjoy the lowest
return. The argument is adapted from Blundell et al.| (2005). Most important for an international
comparison, this implies that, no matter what instrument is used, IV-LATE does not readily extend
to the whole population, unless are verified special circumstances when LATE and ATE coincide.
This identification issue makes a comparison across countries based on IV-LATE useless (even if one
is willing to focus on a specific subpopulation), because countries in general differ by sociological
background or institutions. As a consequence, the same instrument in two different countries affects

two different populations of compliers. For example, if in Italy the role of parents or partner is more
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relevant to shape the educational choice of the individuals than in UK, the family background as
instrument will target two different subpopulations, thus the empirical content of the results would
be different between the two countries. This well known property has never been noticed in the
existing literature concerning different countries. Yet, it is key to interpret the results.

This problem would be inessential if I could flag the population of compliers. This is not
possible, although I can describe the distribution of their characteristics (Angrist| (2004)). If the
characteristics of compliers are distributed similarly across countries, one may hope that the same
instrument targets the same compliers in different countries (though notice that this needs not
necessarily be true). Certainly, if the distribution change the same instrument targets different
compliers in different countries. Not shown (available on the website), I characterized the distribu-
tion of compliers, using the approximate exogenous IV-LATE. This exercise empirically supports
that the education of the spouse does not identify the same populations of compliers across coun-
tries, because the odds ratio for each covariate is larger than 1 in some countries and smaller in
others. Therefore, the more general claim is that when the interest is in a cross-country comparison,
IV-LATE is not a good solution. In the large literature interested in international comparisons, 1
am not aware of any such statement. This conclusion holds even if other widely used instruments
are employed (Table , like policy interventions or quarter of birth (Angrist and Krueger| (1991))).

In Appendix [[II} I provide a more thorough discussion of these instruments.

4.3 Bounds

Even though IV-LATE is the most used estimator of the return on education, above results confirm
that ‘finding a suitable instrument is not an easy task’ (Blundell et al.| (2005)), and when it is found,
the ‘credibility of underlying assumptions is always a matter of disagreement’ (Manski and Pepper
(2000))). When these issues are addressed, the quantities that are identified are inappropriate for
an international comparison. Therefore, finding an approach that is robust to all these critiques is
necessary to compare estimates across countries, like the return on education around the EU.

To this aim, I estimate the bounds proposed by Manski and Pepper (2000, 2009). I exploit

directly the MTR-MTS assumption that is suited even for cases where there is no bounded support
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of the dependent variable of interest and is consistent with the standard Mincer (1974)) equation.
A first improvement of bounds over other approaches is that the working hypothesis of MTR-MTS
are jointly testable. If they hold, the wage is weakly increasing in the schooling achievement.
From Table [2| T check whether the monotonicity assumption holds. The (log) wage from middle
education (col.(3)) is always higher than (log) wage of low education (col.(1)) and the (log) wage
from high education (col.(5)) is always higher than (log) wage of middle education (col.(3)). The
wage process is (strictly) increasing in the educational level, thus supporting the hypothesis. This
property makes the international comparison discussed below more credible than those available in
the literature.

The average return for middle-low education is up to 25-30%, from a minimum of 14% in
Sweden to a maximum of 46% in Luxembourg. The average return for the high-middle education
is slightly less than 40%, from 16.7% in Sweden to 75% in Portugal. For both educational level,
upper bounds are usually closer to OLS-ATE than to IV-LATE. In particular, although usually
higher, upper bounds are economically indistinguishable from OLS-ATE. The average difference
between the two estimates is about 5 percentage points for middle-low education, up to 17 (=
0.402 — 0.231) in Germany and between 3 and 10 in most of the other countries; for the high-
middle education, the average difference between the two estimators is 2 percentage points even if
in Greece (0.436—0.335 = 10 percentage points) and Portugal (20 percentage points), the difference
is remarkably larger than in other countries.

Bounds suggest that selection on unobservables is relevant in some countries, but not all, as
instead one would conclude using IV-LATE. Whether this happens or not must be judged country-
by-country. However, the OLS-ATE alone would not suffice to draw correct conclusions because
in some countries the selection on unobservables is indeed a feature of the data. Since I do not
use instrument, the result does not rely on exclusion restriction and is not limited to the specific
population of compliers: both properties explain why the bounds are closer to OLS-ATE than to
IV-LATE.

What is the policy content of these results? The small middle-low return is consistent with the

intermediate educational level being the highest share of the working age population, and thus the
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least remunerated, as found in [Pischke and von Wachter (2008). The larger high-middle return
reflects the relative scarcity of highly educated individuals: accordingly, in countries like Belgium,
Ireland or Spain, where the share of highly educated individuals is higher than that of middle
educated, the return is smaller. A remarkable exception to this reasoning is Italy where the share
of highly educated individual is one of the lowest among countries analyzed in this paper (slightly
larger than 10 percent), yet its return is among the lowest (Visco (2014, 2015) has defined this as a
‘paradox’). As a benchmark, in Poland, Hungary, Slovenia and Portugal, other countries where the
share of this educational share is smaller than 20 percent, the returns are the highest at 45-55%,

no matter the strategy.

5 Some robustness checks

Section [4] offers an updated picture of return on education around Europe. It is broadly consistent
with the existing literature but a distinctive feature is that these new results refer to the entire
population. It is interesting to see whether results hold across different subsamples of interest,
tightly defined. Neither the OLS-ATE nor the IV-LATE are very helpful to this aim: the former is
biased, the latter targets a population that is unknown. In the spirit of a robustness check, I discuss
only the methodology in Manski and Pepper| (2000) which is the preferred approach. Differences in
the return on education may arise by age classes, pre- and post- the last economic crisis, excluding
public sector workers, excluding immigrants and including women.

It shall be clear that results are broadly robust to these checks. Since the impact on return
is heterogeneous across countries, the exercise is also revealing of strength and weaknesses of each

country with respect to particular aspects of the national labour markets.

By age

The return on education by age class is probably the most interesting from a policy perspective
(Figure . The parameter should be equal across different generations, unless there is (a form of)

labour market segmentation, different knowledge acquired per year of education, different quality
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of the teaching, etc. The bounds in this case are modified as in [Mariotti and Meinecke, (2015), to
account for differences in schooling attainment across generations.

There are important differences across countries: in some cases the return on education is
broadly similar along the wage distribution, in other cases no. For the oldest and the youngest
age classes, results tend to be different from the rest of the population. The smaller return for the
youngest age cohorts deserves further investigation of the first job (which I could not identify using
EU-SILC).

Only in Hungary and (for a large part of the age range) Netherlands, the returns for both
educational levels are constant. In some countries, the return is constant in age for only one
educational level: for example, in Germany and Denmark the return on high-middle education is
broadly constant, apart at the lowest age ranges, whereas the middle-low return decreases from the
age range around 30-40 onwards; in France, the the middle-low return is constant over a wide range
of the age distribution, but the high-middle return increases with age. In Cyprus, Czech Republic,
Island and Slovak Republic it’s hard to identify a clear path of the gap for both educational
attainments. Clear evidence of segmentation in both educational attainments are estimated in
Spain, Greece, Italy and Portugal, where the return on education is decreasing for both educational
levels as going from older to younger generations. Weaker evidence of segmentation is estimated
in Austria and Slovenia. In UK, there is a reverse-U shape in returns: both the youngest and the
oldest generations are at disadvantage with respect to those in the middle range.

The high-middle return is almost always higher than the middle-low return. Some exceptions
are found in the youngest generations, where the higher labour market experience compensate the
lower educational attainment at early stage of the career.

With respect to the benchmark case, these results imply that 1) in some countries the inter-
generational inequality is relevant, 2) no matter what happens to different generations, there in
general exists an educational premium across different educational level, but 3) when this rule is

broken, younger generations are more at risk.
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Pre- vs Post-crisis

To understand the consequences of the economic crisis on the return on education, I split the
sample before and after 2008 (Figure [2). For middle-low education, the number of cases where the
pre-crisis return is higher than the post-crisis and vice-versa are broadly balanced. The average
difference between the two periods is negligible.

For high-middle education, the post-crisis return is lower than pre-crisis by about 2 percentage
points, on average. However, there is a huge heterogeneity. Where the return increased during the
crisis, the difference between the two periods is generally small (on average 3 percentage points).
In contrast, in several countries where the return decreased after the crisis, the difference between
the two periods is higher than 5 percentage points, with a large drop in Cyprus and Portugal (15
percentage points).

In an attempt to shed light on this result, I run two separate regressions (not shown) where
the pre-/post-crisis hypothesis is tested within each single age cohort: for high-middle education,

younger workers suffer more from the crisis than older workers.

Public sector workers

When I exclude public sector workers, the return on education decreases more in the case of middle-
low education than in the high-middle education, reflecting that the largest share of public sector
workers hold an intermediate educational level and that public sector workers usually enjoy a wage
premium, larger at intermediate level (Depalo et al.| (2015)). When the focus is on middle-low
education, the return excluding public sector workers is lower in all the countries: only in Greece (7
percentage points), Germany (6 percentage points), Spain (5.5 percentage points) and Hungary the
difference is sizeable, but otherwise is smaller than 3 percentage points. For high-middle education
the average difference with respect to the benchmark is small and not always negative (although
in these cases the difference is economically negligible); larger drops when excluding public sector
employees are estimated in Greece (about 8 percentage points) and in Spain, Italy and Portugal
(about 7 percentage points).

There are three important results to emphasize with this subsample: first, the return on educa-
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tion is still increasing in the educational attainment; second, the non linearity (i.e., the difference
between the high-middle and middle-low return) is larger than in the benchmark case (larger than
3.5 percentage points), apart from few exceptions where the opposite happens; third, among these
exceptions are Spain, Greece, Italy, Portugal, where public sector workers enjoy a higher premium

than in other countries (Depalo et al.| (2015)).

Excluding immigrants

When I exclude immigrant workers, the correction with respect to the benchmark specification
is generally negligible for the high-middle education and larger for the middle-low education. In
Luxembourg the non-linearity decreases by 6 percentage points with respect to the benchmark, as
a consequence of the high share of immigrants with high education who also enjoy high earnings
in this country; in Austria and Latvia, it decreases by more than 2-3 percentage points. At the
opposite side, in Spain and Greece the non-linearity increases by more than 2 percentage points.

At high education, the difference between this sample and the benchmark is almost always
negligible in economic terms, apart from Luxembourg, where the high-middle education return
decreases by 13 percentage points if I exclude immigrants, therefore for these immigrants return on
education is higher than for natives. An interesting finding is the correspondence between return on
high-middle education and distribution of education across different sub-populations: on average,
the higher the share of immigrants with high education with respect to natives, the smaller the
drop in return of this educational level. Highly educated immigrants are not at disadvantages with
respect to natives.

Focusing on middle-low education, the difference in return with respect to the benchmark
specification is largerﬂ In this case, the return on middle-low education increases if the share of

immigrants with middle education excluding immigrant is larger than that of natives with middle

111 Luxembourg, the middle-low return decreases by 20 percentage points; it also decreases in Austria (4 percentage
points), Belgium (2 percentage points), Norway, France and UK (1-1.5 percentage points). In contrast, when the
return increases the difference is smaller: in Portugal and Spain it is 2 percentage points, in Ireland, Slovenia, Greece
is about 1, in Italy and Germany is between .5-1 percentage points. In Luxembourg middle educated immigrants are
30 percentage points less than in the native population, in UK 17, in France 16, Norway and Austria 14, Belgium 6;
coherently, in Portugal middle educate immigrants are more than in the native population by 16 percentage points,
Spain 10, Greece 2.5.
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education. Put otherwise, non high-skilled immigrants are at disadvantage with respect to natives

with similar characteristics.

Including women

For women, the decision about labour market participation might be more complex than purely
economic considerations, as shown by the lower participation rates with respect to men. To limit the
risk of discrimination linked to part-time versus full-time employees, I discuss the results excluding
part time workers (Moffitt| (1984)). This decision should prevent from the estimation of spurious
relations.

In about half of the countries, the middle-low return increases with respect to the benchmark
and in about half decreases. Instead, the difference in return of high-middle education is large with
respect to the benchmark (with remarkable cross countries distinctions), almost always in favour
of men: in most countries, the difference in return is about 5 percentage points, whereas in Greece
(about 10 percentage points), Hungary, Island and Italy (8 percentage points) is higher. Only in
Portugal, Czech Republic and Spain I do not estimate a significant gender wage gap, thus women
are not at disadvantage with respect to men.

To check the source of this wage gap, I investigated the sector of employment of women with
high education: women are the majority of workers in low paid sectors, in particular hotel, retail
and education. A possible explanation is the degree of substitutability between male and female
workers (De Giorgi et al. (2013)). The investigation of the sorting mechanism is an intriguing

question that is beyond the scope of this paper and the I leave for future research.

6 Going beyond bounds

Once it is clarified that bounds can solve the issues that jeopardize a comparison across coun-
tries with standard estimators, it is interestring to go a step further beyond the simple return
on education (Section [6.1)). There are two important issues that are worth exploring: one is the

information contained in bounds beyond the simple return on education (Section [6.1)); one is the
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relation between bounds and other estimators (Section [6.2)).

6.1 Going beyond bounds

To go beyond the plain return on education, it is interesting to look at the marginal contribution
of each component to the identification of bounds. The representation proposed in this section
provides further information regarding the differences in returns across countries. To shorten the
notation, ‘L’ is used for ‘Low’; ‘M’ is used for ‘Medium’; ‘H’ is used for ‘High’ educational level.

For the middle-low bounds, the contributions to identification are equal to

Brrs = {Elyle = M|~ Elyl== LI} + Plz=H] {Elyz=H]~Elylz= M)
— {Pl=L+Plz=M)} {Elylz=M-Elylz=L]} + Plz=H] {Elylz=H - Ely>= L]

Pop.Effect Ass.Effect Pop.Effect Ass.Effect
(2)

whereas for the high-middle bounds, the contributions are

Baum = Plze=L] {Elylz=M]-Ely|lz=L]} + {Elylz = H] - E[y|z= = M
= Ple=1L] {Elylz=H]-FElylz=L]} + {Plz=M]+Plz=H]} {Elylz=H]-Ely[z=M
~——

Pop.Effect Ass.Effect Pop.Effect Ass.Effect
3)

where the ‘Assumption effect’ is the gain associated to the imposed hypothesis and the ‘population

effect’ is the population to which it applies. The first line of equations [2] is very useful to clarify
that in By I observe Efy|z = M] and E[y|z = L], but I can only conjecture that the wage for
the population of high education is on average no smaller than E[y|z = M]; this restriction applies
only to unobserved outcomes, i.e. for individuals with highest educational level (P[z = H]). The
same reasoning applies to Sgas.

A related exercise derives the difference between the two educational levels as

A=pBuyv—Pur = {Plz=L]+2P[z= M|+ Plz=H]|}{E[y|z = L] — Ely|z = M|}
Pop.Effect Ass.Eﬁect
+ {Plz= L]+ Plz = M]} {Ely|z = H] — Ely|z = L}
Pop.Effect Ass.Effect
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= {Plz= L+ Plz= M]} {Ely|z = H] - E[y|z = M]}

Pop.Effect Ass.Effect
+ {Plz= M]+ Plz = H]} {Ely|z = L] - Ely|z = M]},
Pop.Effect Ass.Effect

(4)

where E[y|z = L]—E[y|z = M] < 0and E[y|z = H|—EJy|z = L] > 0or E[y|z = L]—EJy|z = M] <
0 and Ely|z = H| — E[y|z = M] > 0 for the technique to be employed (coherent with the economic
model in Mincer| (1974)) and the working hypothesis in Manski and Pepper| (2000)). Therefore, A
increases with [Ely|z = H] — E[y|z = M]], but decreases as the return on middle education with
respect to low education becomes higher ([E[y|z = L] — E[y|z = M]] < 0). The population effect
amplifies the role of assumptions.

This representation gives the opportunity to inspect closer the information provided by bounds.
If one estimates that A < 0, or concavity in return on education, it may simply signal a limit in
the data availability. Consider the following extreme example, where Ey|z = L] < E[y|z = M] <
Ely|z = H] with populations P[z = M] =P

—

z=L]=0and Plz = H| = 1. Then

Plz=H]~1 = A~—([Elylz=M]-E[ylz=1L]) <0, (5)

because Sy = {Ey|z = H| — Ely|z = L|} and By = {Ely|z = H] — Ely|z = M]}. This would
only reflect that the assumption regarding high-middle return is imposed to those who did not
reach the highest education. For some researchers, this might seem an unpalatable property of
bounds. In fact, this is only a fair representation of what the data tell: if not much information is
in the data, not much results can be derived - unless one is willing to impose not always credible
assumptions. Whilst bounds make explicit what is observed and what not and what are the
assumptions, standard approaches would simply be silent on this issue, that would be artificially
overcome thank to untestable hypotheses. Looking closer at each component reveals much of the
reasons why the return on education is so different across countries.

The high-medium return is usually larger than the medium-low return, on average by 10 per-
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centage points (up to 37 in Portugal). Within the assumption effect, the component Ely|z =
H] — E[y|z = M] is larger than E[y|z = M| — E[y|z = L] and with a larger variability, thus
confirming that much of the cross countries heterogeneity is in the highest educational level. Only
in Germany, Norway and Austria the high-medium bound is smaller than the medium-low gain,
although by a very small amount. Employing equation |4] this result is due to the uncertainty
about the high-middle return (i.e., Efy|z = H] — E[y|z = M]), because the population effect
Plz = L] + P[z = M] < P[z = M] + P[z = HJ. In these countries, (1 — P[z = LJ) is among the
largest (more than 95% in Germany, 90% in Austria and 88% in Norway) and with respect to others
countries (1 — Pz = H]) is lower (for example, in Germany and Czech Republic, (1 — P[z = L]) is
similar, but (1 — P[z = H]) in Germany is only 54%, compared to about 85% in Czech Republic;
in norway is 62%; only in Austria is larger at 78%). This shows the data limitation argument at
work.

A distinct important question is whether more assumptions could be imposed. For example,
Okumura and Usui (2014) impose log concavity in the return on education -which narrows the
Manski and Pepper| (2000) bounds without using instrument. Results from Table |3| suggest that

this hypothesis would not be appropriate with these data.

6.2 On the relation between various estimators

The difference in magnitude across estimators suggests to take a step further, to explain where and
why they differ - so as to extract as much information as possible. One possible representation is
AyppPER-1v = AupPPER-0LS +Aors—1v, where A;_; is the difference between the estimator 7 and
j. The OLS-ATE estimates return on education for the population on average, but is not robust
against possible endogeneity of education. The IV-LATE is robust to endogeneity of schooling, but
estimates the return to schooling only for compliers. Bounds of |Manski and Pepper| (2000) apply
to the whole population, as defined by conditioning covariates and is robust to endogeneity. In
this respect, Aypprr—_rv may be interpreted as the effect of compliers as opposed to the rest of
the population, Aypprr_ors as the effect of endogeneity in the population and Aprg_ry as the

‘identification difference’ between ATE and LATE. These quantities may be useful to test various
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hypotheses, throug null hypotheses involving A;_; = 0. For example, using the correction in
Conley et al.| (2012]) (see Appendix for further details), none of the quantities involved is equal
to zero, for both educational level. Further, for middle-low return Aypprr_ors > Aorns—iv, thus
suggesting that endogeneity is an issue for the whole population. Only exceptions are Austria,
Spain, Greece, Italy, Latvia, Portugal and Slovak Republic, where Aprs_ v is slightly larger than
AyppPER-0OLS, thus not only is endogeneity relevant, but also heterogeneity is far more critical than
in other countries. In contrast, for high-middle return Aypprr—_1v > Aors—1v > AuppERrR—0LS in
15 countries, thus suggesting that endogeneity matters but also that heterogeneity of the population
is substantial. The large heterogeneity in Ajy_ypprr strongly supports that the subpopulation
of compliers is much different from country to country. Therefore, having a clear insight about
the population of compliers is a necessary step toward a better understanding of the population to

which the estimated parameter applies, overall at the highest educational level.

7 Concluding remarks

Wage return on education is a key policy indicator within and between countries. Not surprisingly,
the estimate of this parameter received much attention in the literature. Two competing estimators
are invariably used: the OLS or the IV. The main point of this paper is that none of the two is
appropriate for an international comparison, even though no other solution has been proposed
before.

The OLS-ATE recovers the return on education for the population on average, but is not
robust to possible endogeneity of schooling achievement: as a consequence it is inconsistent. The
IV-LATE is robust to endogeneity, but recovers the return on education only for compliers, that
cannot be identified from observable data: as a consequence it is consistent, but compares different
populations. To avoid both limits, I use set identification, that is robust to possible endogeneity of
schooling and is valid for the population as identified by the data.

The technical points of this paper are far more general than it may appear at first glance,

because cast doubt on previous cross-country estimates based on IV-LATE in any field. As a
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distinct contribution to the existing literature on bounds, I also derived the contribution of each
single component to identification, which is informative about i) the specific differences across
countries and 7i) the main sources of uncertainty in the estimated returns. I also derived a statistic
regarding why estimators differ (e.g., endogeneity versus heterogeneity).

Taking advantage of these features, in this paper I update the figures concerning the return
on education across countries belonging to the European Union. Return on education are quite
different across countries. A useful interpretation of results is in terms of demand/supply schedule.
The small middle-low return is consistent with the intermediate educational level being the highest
share of the working age population, and thus the least remunerated. The larger high-middle return
reflects the relative scarcity of highly educated individuals. The only exception to this argument
is Italy where both the share of highly educated individual and return on highest education are
among the lowest across countries analyzed in this paper (Visco| (2014}, 2015)) has defined this as a

‘paradox’). I leave for further research a better understanding of this paradox.
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Table 1: A comparison across different estimators

Method | Robust to  Refers to  Type of Credibility
« whole Pop.  Ident.

OLS X A% Point ?

v A% X Point ?

Bounds A\ A\ Set Yes

Note: X=No; Y=Yes; 7=Maybe.

Table 2: Descriptive statistics

Country Low Middle High
log(Wage) Share | log(Wage) Share | log(Wage) Share
OB B 4 ®) ()
AT 2.18676 9.3 2.42483 69.1 2.66886 21.6
BE 2.34406 20.5 2.42489 39.3 2.62894 40.1
CY 2.27954 19.9 2.43283 40.6 2.80356 39.5
CZ 0.99438 4.1 1.23918 79.3 1.62290 16.6
DE 2.46426 4.1 2.70336 50.3 3.05993 45.6
DK 3.06203 16.1 3.17259 50.4 3.41150 33.5
EE 0.95435 10.7 1.08831 66.3 1.38891 23.0
ES 1.92701 43.0 2.11897 23.5 2.35337 33.5
FR 2.27729 18.7 2.36861 50.0 2.67343 31.3
GR 1.77604 28.0 1.93150 43.2 2.32401 28.8
HU 0.79295 10.8 1.05570 69.6 1.70398 19.6
IE 2.55691 30.1 2.67873 29.1 2.93160 40.8
IN 2.67858 23.6 2.87576 48.8 3.16394 27.7
1T 2.10139 40.3 2.28824 47.0 2.56337 12.6
LT 0.70461 6.6 0.81858 64.2 1.25481 29.2
LU 2.53931 32.3 2.88949 36.0 3.24226 31.7
LV 0.80202 14.6 0.94964 62.9 1.37723 22.5
NL 2.88901 19.2 3.04427 41.9 3.38436 38.9
NO 3.02624 12.1 3.21919 50.2 3.44941 37.7
PL 0.70944 6.7 0.90566 73.3 1.37014 20.0
PT 1.47261 2.7 1.79034 16.2 2.30333 11.1
SE 2.43150 12.4 2.52752 56.9 2.68301 30.6
SI 1.47458 14.7 1.67586 65.8 2.17674 19.5
SK 0.96607 2.5 1.15606 76.1 1.52151 21.5
UK 2.51086 12.2 2.74354 48.0 3.06811 39.8
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Table 3: Estimation by educational level

OLS LATE Bounds
Middle- High- Middle- High- Middle- High-

Low Middle Low Middle Low Middle
AT | 0.237*%%  0.268 *** | 0.718 ¥** (.490 *** | 0.291 *** (0.266 ***
BE | 0.134**%* (0.238 *** | 0.259*** (.274*** | 0.163 *** (.221 ***
CY | 0.185**  0.415%** | 0.746**  0.255 0.300 *** 0.401 ***
CZ | 0.215%** 0.383*** | 0.739*** (.505*** | 0.309 *** (.394 ***
DE | 0.231**%*  (0.341 *** | 0.484*** (.242*** | 0.402*** (.366 ***
DK | 0.116 *** (0.231 *** | 0.509 *** (.211*** | 0.191 *** (.257 ***
EE | 0.152%*%% (.282*** | (.552**%* (.460*** | 0.203*** (.315***
ES | 0.237*%% 0.275***% | 0.350 *** (0.485*** | 0.270*** (.317 ***
FR | 0.130***%  0.389 *** | 0.460 *** (0.471*** | 0.187 *** (.322 ***
GR | 0.215%**  0.335%** | 0.454*** (0.375*** | 0.269 *** (.436 ***
HU | 0.258 ***  (0.653 *** | 0.568 *** (.820 *** | 0.390 *** 0.677 ***
IE | 0.187*F% (0.256 *** | 0.395*** (.169 *** | 0.225*** (.290 ***
IS 0.164 ***  (0.306 *** | 0.304 *** (0.292*%** | 0.277*** (.335 ***
IT | 0.245%F%  0.315**%*F | 0.462*** (.305*** | 0.222*** (.350 ***
LT | 0.130*** (0.429 *** | 0.532*** (.555*** | (0.241 *** (.444 ***
LU | 0.376**% 0.459 *** | (0.802*** (.287 *** | 0.462*** 0.466 ***
LV | 0.176 ***  0.406 *** | 0.520 *** 0.614 *** | 0.244 *** (.449 ***
NL | 0.173*** 0.375*** | 0.140 0.512*%* | 0.288 ***  (.370 ***
NO | 0.221 ¥**  (0.212**%* | 0.615*** 0.146** | 0.280*** (.254 ***
PL | 0.215*** 0.534*** | 0.616 *** (0.702*** | 0.289 *** (.478 ***
PT | 0.416**% 0.539*** | 0.669 *** (0.575*** | 0.375*** (.744 ***
SE | 0.108 *** 0.163*** | 0.539*** (.135*** | 0.144 *** (.167 ***
SI 0.233 ¥F*  (0.520 **F* | 0.463*** 0.670*** | 0.299 *** (0.530 ***
SK | 0.199*** (0.355*** | 0.659 *** (0.486 *** | 0.268 *** (.370 ***
UK | 0.247**%% 0.344*** | 0.430*** 0.517*** | 0.362*** (.353 ***
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Table 4: Various IV estimation by educational level. The point estimates exploiting the ‘Palusible
exogenous’ approach in |Conley et al| (2012) are based on 7 derived from a regression of y on
benchmark covariates plus the educational attainment achieved by the partner (the complete set
of combinations is on my website).

Low High
Instrument: | Partner Partner Semester | Partner Partner Semester
Method: Standard Plausible ex. Standard | Standard Plausible ex. Standard
AT 0.718 ***  (.166 *** 0.261 *** | 0.490 ***  (.215 *** 0.250 ***
BE 0.259 ***  (.114 ** 0.154 *** | 0.274 ***  (.228 *** 0.212 ***
(0)' 0.746 **  0.130 0.025 0.255 0.500 *** 0.510 ***
CZ 0.739 ¥**  0.166 ** 0.229 ¥** | 0.505 ***  (.344 *** 0.383 ***
DE 0.484 *** 0.161* 0.242 ***  ().344 ***
DK 0.509 ***  0.098 0.124 *** | 0.211 *** (.216 *** 0.209 ***
EE 0.552 ***  0.114 0.154 *** | 0.460 ***  (0.230 *** 0.286 ***
ES 0.350 ¥**  (.197 *** 0.254 ¥** | (0.485 *¥**  (.254 *** 0.250 ***
FR 0.460 ***  0.093 * 0.146 ¥** | 0.471 ¥*%*  (.342 *** 0.356 ***
GR 0.454 **F*  0.160 *** 0.236 *** | 0.375***  (.286 *** 0.300 ***
HU 0.568 ¥**  (.170 *** 0.250 *** | 0.820 ***  (0.612 *** 0.669 ***
IE 0.395 ***  (.171 *** 0.169 ***  (.254 ***
IS 0.304 ***  0.161 0.214 *** | 0.292 ¥**  (.261 *** 0.276 ***
1T 0.462 ***  (.212 *** 0.251 *F*F* | 0.305 ***  (.321 *** 0.328 ***
LT 0.532 ***  0.068 0.132*** | 0.555 *¥**  (.377 *** 0.382 ***
LU 0.802 ***  (.330 *** 0.345 *** | (0,287 **F* (0,422 *** 0.483 ***
LV 0.520 ***  0.089 0.211 ¥%* | 0.614 ***  (.373 *** 0.376 ***
NL 0.140 0.156 0.512%** (0,348 ***
NO 0.615*** 0.178 0.227 *** | 0.146 ** 0.202 *** 0.228 ***
PL 0.616 ***  0.162 *** 0.213 **%* | 0.702 ***  0.505 *** 0.539 ***
PT 0.669 ***  (.387 *** 0.474**%* | 0.575***  (.499 *** 0.461 ***
SE 0.539 ***  0.094 0.133*¥*%* | 0.135*** (.138 *** 0.155 ***
SI 0.463 ***  0.213 *** 0.670 ***  0.476 ***
SK 0.659 ***  0.129 0.201 *** | 0.486 ***  0.306 *** 0.334 ***
UK 0.430 ¥*F*  0.214 *** 0.517 %% 0.305 ***
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Figure 1: Estimates by educational attainment and age - [Manski and Pepper| (2000)
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Figure 2: Estimates by educational attainment; various subsmaples - [Manski and Pepper| (2000)
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I Appendix: More on IV

I.I Measurement errors

Much of the literature on schooling reach the conclusion that the indicator is fairly reliable. An
advantage of EU-SILC is the broad classification of the schooling achievement, which limits the
possible measurement error. To fix ideas, I check whether this claim is true or not exploiting the
classical measurement error frameworkE Start from eq. if I am interested in y = S8 + ¢
but observe S = S + v, then the estimated BdLS = ﬂogiﬁtg, with UJZ the variance of j. From
this formula, it is possible to evaluate how large should be o2 for Sors to be attenuated only by
measurement error. In this application, for the OLS-ATE to be coherent with the mis-classification
of educational achievement, the variance of the error should be as large as 50% of the education
for middle education and smaller for the high educational level (more than 10% for some countries,
but usually larger than 20%). This large error is possible but highly implausible, as also concluded
for example by [Battistin and Sianesi (2011); Battistin et al.| (2014)) for UK.

Measurement error in schooling achievement does not seem the best candidate to reconcile the

difference between SBry and Bors.

I.IT Legitimacy of instrument

The validity of family background as instrument has been questioned in previous papers. If family
background is correlated with the outcome of interest, IV-LATE may be even more upward biased
than the OLS-ATE from the benchmark specification. As a consequence, despite the faith in this
instrument, papers using parents’ educational achievement may largely overestimate the return on
education. In this paper, the instrument is the education of the partner, for which exogeneity is a
critical issue that would be easily violated if the partner provides job matches with higher wages

for his spouse (i.e., networks; see for example (Cappellari and Tatsiramos (2015))E Since I have

12The non-classical measurement error setup as in [Black et al.| (2000) is more appropriate, but does not add much
to the scope of this section.

13There are at least two other reasons of concern with the education of the partner, since it is missing for those
who currently do not have a partner: first and obvious, the current partner may not be the same of the time when
the educational choice was made (this is closely related to the relevance of instrument; if partner is met through
colleagues or is a colleague, also exogeneity is likely to fail); second, the subsample of those living in a consensual
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already checked that the variable has a direct explanation power for the wage process, like for
parents’ educational level one should be cautious when using this instrument (as emphasized by
Trostel et al. (2002)). The test on exogeneity and monotonicity proposed by [Mourifie and Wan
(2016) confirms this result.

Several solutions have been proposed in the literature to correct for imperfect instruments.
Some are based on bounds, like Nevo and Rosen| (2012), (Chernozhukov et al. (2013), Flores and
Flores-Lagunes (2013). To keep things as simple as possible, I apply here the method suggested
in |Conley et al.| (2012), that is suited for cases when the validity of instruments is debatable, i.e.
only ‘plausibly exogenous’ or ‘approximately exogenous’ in their terminology. Using notation of
equation (1, this implies that y; = 8.5; + vZ; + ¢;: under optimal IV framework v = 0, whilst if the
instrument is only ‘approximate exogenous’ v # 0. The intuition is that if I knew the true value
of v, I could purge its effect on y and estimate the model on a newly defined dependent variable
Ui = yi —7Z;. In fact, I don’t know +y, but I can impose v € [y,7] and estimate the corresponding
B = B(7), where the notation makes clear that 8 depends on ~. I follow this approach in Table
where the standard IV and the approximate exogeneity correction are reported. The v shown in the
table is from an OLS from the benchmark regression, controlling only for labour market experience,
schooling and year dummies. Results hold over a wide range of v (the complete set is available on
the website). The correction is substantial and larger for the middle-low level (on average by 35
percentage points) than for the high-middle (on average, slightly less than 10 points)E Focusing
on these new estimates, in all the countries the high-middle return is again above the middle-low
return, on average by 17 percentage points. In particular I can distinguish among three groups.
In Norway, Sweden and Austria, the return is similar across the two grades (i.e., constant return

on education would be a good fit of the result), in some countries the high-middle return is larger

union may suffer from sample selection, if not having a partner is due to preferences for professional life over private
life.

4 The largest difference for middle-low return estimates is in Cyprus, where the estimates coherent with the implau-
sible exogenous estimate is now about 13% compared to 75% with the standard approach; apart from Netherlands,
where the correction is inessential, even in countries where the difference is smaller the new estimates are much
different, by at least 15 percentage points (e.g., in Island, Belgium and Spain). As for the high-middle return, the
correction is of much smaller magnitude: only in 6 countries the new estimates are smaller for an amount larger than
20 percentage points (Austria, Latvia, Spain, Estonia, UK, Hungary); in some countries, the new estimates are higher
than those previously estimated, although usually by a small amount; only in Germany (10%), Luxembourg (slightly
less than 14%) and Cyprus (about 25%), the new estimates are higher by an economically significant amount.
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than the middle-low return by about 10 percentage points (among these countries there are Spain,
Ireland, Italy, Portugal and Greece) and in the remaining countries the difference in the returns
is 20 percentage points (among these countries there are Germany, France and East-European
countries) up to 45 percentage points in Hungary.

The most important result is that the OLS-ATE return is now above the IV-LATE return. This
result is particularly relevant because it solves the most compelling puzzle of this field: as suggested
in Card (1999), an important drawback is that the instruments used in the literature might not be
truly exogenous. When this pitfall is cured, even with very simple strategies, this specific puzzle is

solved.

I.III Additional instruments

Several papers exploit policy changes or quarter of birth to identify the return on education. As for
policy changes, to be comparable across EU-countries, the same policy should be introduced in all
the countries at the same time, which so far has never happened in Europe. Second best solutions
would be some policy changes taking place simultaneously across countries or the same policy being
introduced across countries at some point (like an ‘event study’ framework; |Kline (2011)). Even
this second best solutions have never happened in Europe during the period analyzed here. Further,
if some policies are introduced at the same time, they are likely to target different subpopulations,
thus the same parameter for different countries would have a different meaning (put otherwise, it
would be valid for different subpopulations that are different for reasons beyond the nationality); if
the same policy is introduced with different timing, the parameter could be influenced by the time
when it is introduced, which might be a critical aspect during the period of this analysis.

Quarter or semester of birth is widely used whenever it is available (Angrist and Krueger (1991))).
EU-SILC contains this information for most but not all countries, among which Germany and UK
that are the most relevant in terms of GDP: for this reason, in the analysis I refrain from using it.
In Table [4] I report the results using the semester of birth as instrument, for countries where it is
available. Kitagawa| (2015]) shows that quarter of birth satisfies both the exogeneity and monotonic-

ity conditions, which therefore are not tested here. This instrument implies smaller opportunity
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non monetary costs associated with obtaining an additional year of school for individuals who are
already enrolled in the next grade when they reach the minimum age for leaving school than for
individuals who are not yet enrolled. Since high ability individuals would continue anyway with
education, the IV-LATE parameter shares the same interpretation of family background as instru-
ment (though family background should be more binding on the monetary side of the opportunity
costs). It is reassuring that the return on education estimated with the two different instruments
are indistinguishable for the high educational level. For the low educational level the two estimates
are not much different, with the semester of birth returning a slightly higher coefficients: if any-
thing, this suggests that monetary constraints are more binding than non monetary when it comes
to a cost-benefit analysis.

This discussion makes clear that even an appropriate instrument does not solve the limits of

the IV-LATE when the interest is in a cross country comparisons.
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