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1
Introduction
Christiaan Luigjes

1. Introduction
A lot of research has been devoted to the substance (i.e. the content) of welfare state
policies. Welfare state policies protect citizens against market failures through social
insurance, universal benefits and in-kind services. The way in which this is achieved
differs from country to country. Welfare states are not static, economic changes, political
shifts and unintended consequences of social policies can necessitate reforms. Thus,
there is good cause to compare and analyze the development of the substance of welfare
state policies. However, in the past literature has neglected the operational dimension
of welfare states, i.e. “the organization and management of policy making and policy
delivery processes” (Van Berkel & Borghi, 2007, 279). The operational dimension includes
‘rescaling’ of social policy competences: the transfer of responsibilities between different
levels of government. There is a growing body of literature devoted to the ‘multilevel
governance’ of social policies (for example see Kazepov, 2010b; Leibfried & Pierson,
1995; Obinger, Leibfried, & Castles, 2005; Van Berkel, De Graaf, & Sirovátka, 2011). This
is an important field of study because the substance and operational dimensions are
inherently intertwined: governance can have intended and unintended consequences for
policy substance, and the feasibility of social policies may be influenced by governance
configurations (Van Berkel & Borghi, 2007, p. 280). The interaction between the operational
and substantive dimensions of social policies is crucial to the topic of this thesis.
The particular domain of social policy that is analyzed during this project is ‘the regulation
of unemployment’. This includes primarily unemployment insurance (UI) and to a lesser
degree social assistance (SA) for the able-bodied working-age population. It also includes
‘activation policies’ – sometimes referred to as ‘Active Labor Market Policies’ (ALMPs) –
which are policies intended to help people (re-)enter the labor market. Responsibilities in
this policy-domain are often divided between different levels of government, increasingly
so since the 1990s (for reasons discussed in Section 3). The intergovernmental division
of responsibilities can produce unintended incentives for subnational policy-makers. For
example, if a federal government finances a particular unemployment-related benefit
scheme and subnational governments are responsible for getting the recipients of that
benefit scheme back to work, the subnational governments have little financial incentive
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to do that as effectively as possible. In other words, when the federal government
‘insures’ the risk of unemployment by financing unemployment-related benefits while
subnational governments can affect the risk of unemployment through their own policy
responsibilities, there is the potential for ‘institutional moral hazard’ on the part of
subnational governments. Institutional moral hazard is the central concept of this thesis;
Section 3 will discuss it in more detail and situate it in the existing literature. In more
general terms, the subject of this thesis is how responsibilities for unemployment relatedbenefits and activation policies are divided between different levels of government;
whether that intergovernmental division produces unintended incentive effects for the
policy behavior of subnational governments; if those unintended incentives are seen as a
problem and what federal governments can do to mitigate them.
This Chapter first describes the inspiration for this PhD project which partly explains the
focus on institutional moral hazard (Section 2). Next, it reviews the relevant literature,
specifically literature on fiscal federalism, on multilevel governance of social policies and
on insurances of (social) risks (Section 3). Together, those discussions form the backdrop
against which institutional moral hazard is conceptualized (also Section 3) which is
necessary for the formulation of the research questions (Section 4). Section 5 details the
structure of the dissertation.

2. Inspiration: the European
Monetary Union
This thesis project was triggered by debates on exploring the possibility of EU-level
unemployment benefits. Following the European sovereign debt crisis, an observation that
has gained prominence among policy-makers and experts is that the European Monetary
Union (EMU), in contrast to nearly all other monetary unions, is not a true ‘insurance
union’. Other monetary unions centralize risk management regarding for example banks
and unemployment insurance. The lack of a capacity to share and diversify risks is a threat
to the Euro experiment (De Grauwe & Ji, 2017; Schelkle, 2017, 1). Without such a capacity,
an economic and/or financial crisis in one Member State can spiral out of control and in
turn can threaten the whole of the union. In other words, a fiscal capacity at the EMU-level
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could stabilize the economies of individual Member States and thereby reduce the threat
of a crisis to the union as a whole. The 2012 Five Presidents report spoke of a possible
fiscal capacity that would function as a “complement or partial substitute to national
unemployment insurance systems” (Van Rompuy, Barroso, Juncker, & Draghi, 2012,
11). In 2014, the then-EU Commissioner for Employment, Social Affairs and Inclusion
László Andor commissioned a report on the ‘feasibility and added value of a European
Unemployment Benefit Scheme’ (EUBS). And the incoming European Commission has
vowed to propose a European Unemployment Benefit Reinsurance Scheme (EURS) (Von
Der Leyen, 2019). A dominant concern regarding such proposals is the fear that domestic
economic, employment and fiscal policies would become lax when unemployment risks
would, to some extent, be pooled across EMU Member States – i.e. that it could lead to
institutional moral hazard.
The author of this thesis, as part of the 2014 research on the possibility of a EUBS and
under the supervision of Prof. Vandenbroucke, examined eight multi-tiered welfare states
(Vandenbroucke, Luigjes, Wood, & Lievens, 2016). This descriptive exercise served as
an analogy of EMU-Member State relations by mapping out how existing multi-tiered
welfare states divided the respective responsibilities in the regulation of unemployment
and whether there was the potential for institutional moral hazard. The EUBS research
project was concluded in 2016 (Beblavý & Lenaerts, 2016).1 However, regarding
institutional moral hazard many questions remained unanswered: why do countries
divide the responsibilities in the regulation of unemployment so differently; why is there
more concern for institutional moral hazard in some countries than in others; how does
this issue affect solidarity that underpins unemployment-related benefit schemes?
The literature did not provide any answers, in fact, “the issue of how different levels of
government make decisions on how to share the burden of providing income security to
the population”, “has not been studied to any significant depth” (Bonoli & Trein, 2016,
596). This dissertation is an attempt to theorize and comparatively analyze the financial
incentives that stem from intergovernmental division of responsibilities in the regulation
of unemployment; whether these fiscal incentives are perceived to be problematic and
how they can be remedied. While the debate on EMU-level schemes is the inspiration
for this thesis, the EMU is not the main research interest. First and foremost, the focus
1 It encompassed many more aspects than just institutional moral hazard and is the product of a research consortium
led by the Center for European Studies.
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is on the country-level – specifically Belgium and the United States (see Chapter 2). At
the same time, the country-level findings of this thesis are relevant in the context of the
aforementioned European debate. The Chapters 7 and 8 will go into more depth in this
regard.

3. Literature review2
This Section will discuss three bodies of literature in particular: one heavily influenced
by public economics and focused on federalism, another stemming from public
administration and political science which is focused on the decentralization of social
policy and finally a collection of economic and sociological debates that deal with risks,
insurance and principal-agent models. The first informs this thesis in terms of subnational
fiscal incentive structures, the second in terms of the specific division of social policy
responsibilities and the third in terms of defining moral hazard and potential remedies to
moral hazard.

3.1 Fiscal federalism
The first body of literature is referred to as ‘fiscal federalism’, which in turn is often
subdivided between a first generation and a second generation. The first generation of
fiscal federalism literature is relevant for this thesis as it prescribes the optimal division
of intergovernmental division of fiscal responsibilities from a macroeconomic perspective.
This builds on the work of economists like Kenneth Arrow, Richard Musgrave and Paul
Samuelson who theorized that “the government should (and presumably would) step in
and introduce appropriate policy measures to correct the failures [of the private market
system]” (Oates, 2005, 350-351). This largely Keynesian perspective on the role of the
public sector assumed that government agencies were benevolent and therefore acted as
“custodians of the public interest” (Ibid, 2005, 350). Based on these insights, Wallace Oates
formulated the ‘Decentralization Theorem’ (Oates, 1972), which argued that as long as
there are no cost advantages associated with centralized provision of public goods, it will
2 This thesis is an ‘article-based’ PhD-project which means that Chapters 3-7 are largely based on manuscripts that
have been published or submitted elsewhere as independent articles. As such, those chapters include reviews of literature relevant to the respective subject matters. While this Section provides a more holistic overview of the relevant
literature than any single chapter, there is some unavoidable overlap.
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be more efficient to decentralize that provision of public goods to subnational jurisdictions
because in that way the level of provision can be adjusted to local preferences (Oates, 2008,
314). Importantly for the purposes of this thesis, according to Oates, redistribution and
macroeconomic stabilization policies – such as unemployment-related benefits – should
not be decentralized for two reasons. First, in open economies and without competences
over monetary policy, subnational governments have only limited capacity to stabilize
their own economies. Second, due to business and household mobility, local redistributive
efforts (and concomitant tax pressures) will incentivize emigration of businesses and
rich households and immigration of poor households. Thus, based on the assumption
of benevolent policy-makers, this literature outlines a vision of government whereby the
federal level should take the lead in “macroeconomic stabilization policy and introduce
basic measures for income redistribution” and that the subnational level should primarily
focus on the provision of “local public goods” (Oates, 2005, 352).
The first generation fiscal federalism theory largely ignores the agency of subnational
governments and the potential for dysfunctional intergovernmental interactions (Schelkle,
2017, 317). A second generation of fiscal federalism literature challenges the notion of
benevolent policy-makers and informs this thesis as it “studies the fiscal and political
incentives facing subnational officials” (Weingast, 2007, 1). One should not overemphasize
the difference between the two generations, but in general the second generation is
less prescriptive and functionalistic. Rather it is more focused on the specifics of how
intergovernmental fiscal relations are designed in practice and the potential for perverse
financial incentives.3 “The idea is that public officials are biased towards policies that relax
their budget constraint. Different systems of taxation and intergovernmental transfers
therefore directly affect local governmental behavior and policy choice” (Weingast, 2007,
4). According to this view, fiscal incentives are not the sole driver of subnational behavior.
However, subnational officials will always care about revenues because that allows them
to pursue other goals (Weingast, 2009, 283). The second generation fiscal federalism
theory draws inspiration from fields outside public economics, such as the new theory
of the firm, organization theory and contract theory (Oates, 2005, 349). One particularly
relevant example is Jonathan Rodden’s conceptualization of federal-state relations as
3 Some further distinguish between the second generation of fiscal federalism literature and the literature on ‘the
political economy of decentralization’ (Oates, 2008).
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an ongoing contracting process (Rodden, 2006, 32, 38).4 The scope of fiscal federalism
literature is quite broad and includes issues such as subnational fiscal deficits, economic
development, revenue assignment from natural resources, corruption, equalization
schemes and more (for an overview see Ahmad & Brosio, 2006). In some cases the
insights of fiscal federalism have been applied to the design of specific (mostly US5)
benefit schemes (e.g. Kubik, 2003; Schram & Soss, 1998), but not many studies have used
them to systematically theorize subnational fiscal incentives regarding the regulation of
unemployment – though there are some notable exceptions (e.g. Bonoli & Trein, 2016).

3.2 Social policies and multilevel governance6
While fiscal federalism has a very broad focus, the second body of literature concerns the
multilevel governance of social policies (Obinger et al., 2005) and specifically of social
assistance and activation policies (Kazepov, 2010b; Van Berkel et al., 2011). This literature
is relevant because it analyzes the interaction between the content of social policies
and how they are governed. For a long time comparative social policy scholars took for
granted that social policies were national policies (Kazepov, 2010a, 35). The nationallevel focus was tied to the development of post-war welfare states; a period wherein
federal governments created new – and in some cases consolidated and centralized
existing – social policies. The period from 1945 until the first OPEC crisis in 1973 formed
the apex of the national welfare state that was based on compulsory social insurance
and standardized social rights (Ferrera, 2005, Chapter 3).7 Starting in the 1970s a first
wave of decentralization took place, caused by a multitude of factors such as rising levels
of unemployment, an administrative overload of the federal level, growing demands for
democratic participation and control at the subnational level, changes in the traditional
political cleavages and party systems, and a recalibration of welfare policies away from
cash benefits towards services (Ferrera, 2005, 169-171). A second wave of decentralization
happened in the 1990s, “with a view to increasing the fiscal responsibility of subnational
units”. This second wave was strongly related to the “new politics of welfare”, meaning
4 See Spahn (2006) for a literal interpretation of federalism as intergovernmental contracts.
5 Though in some cases the insights of fiscal federalism has also been applied to the Belgian context, see for example
Cantillon (2012) and Decoster and Sas (2013).
6 Because this PhD thesis is focused on federal countries this Subsection will talk about ‘federal’ governments for the
sake of coherence. However, the literature discussed in this Subsection concerns both unitary and federal countries
and usually refers to ‘central’ governments.
7 To be sure, many social policies such as social assistance have ‘local’ roots that preceded this period of national-level welfare state expansion (Ferrera, 2005, 167)
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the need to reduce social spending and reduce deficits (Ferrera, 2005, 173). These two
waves of welfare state transformations, in particular the second one, are very relevant to
this thesis.
Where unemployment-related benefits used to be perceived as protecting the workforce
against external risks, unemployment-related benefits were increasingly being seen as
creating disincentives for work. Borghi and Van Berkel identify five aspects of the latest
wave of transformation of welfare state policies: 1) a shift away from protection through
cash benefits towards participation and activation, 2) participation in employment is
increasingly seen as the main instrument for social inclusion and financial independence,
3) social risks are increasingly seen as endogenous rather than external to the individual8,
4) the introduction of new governance methods of social policies including changing
intergovernmental relations, and 5) individuals are increasingly perceived as competent
and responsible, which changes their relationship with the state (Borghi & Van Berkel,
2007, 84-85). A new activation paradigm took hold of OECD welfare states focused on
removing obstacles to labor market participation and reinforcing individual-level work
incentives (Bonoli, 2010). It was not just individual countries pursuing this new paradigm,
but institutions like the OECD and the European Union (through the European Employment
Strategy) were strong proponents and drivers of these types of reforms (López-Santana,
2015, 27-28).
As mentioned in the introduction (Section 1), the substantive (the ‘what) and the operational
(the ‘how’) dimensions of social policies are intertwined. The shift away from a focus on
demand-side policies and ‘passive’ welfare states towards ‘active’ welfare states focused
on supply-side policies resulted in important governance reforms (see Van Berkel et al.,
2011, for an overview). According to a much-cited article by Weishaupt, the introduction
of New Public Management (NPM) ideas is intimately related to the transformation of
passive to active welfare states (2010). In the 1990s, these NPM ideas took the public
sector by storm, favoring managing-by-objectives rather than managing by regulation:
“efficiency gains in public management can be made by holding ‘agents’ accountable
through a system of targets and indicators rather than how well they conform to applicable
regulations” (Weishaupt, 2010, 467). Such a management style implies a decentralized
8 See Chapter 4 for a more thorough discussion of ‘external’ versus ‘endogenous’ risks.
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service delivery: federal governments set out numerical goals and targets for agents to
achieve. According to the literature, the activation paradigm was intertwined with the trend
towards decentralization (López-Santana, 2015, 41; Sabatinelli, 2010). Decentralization
can mean different things. First, the ‘agent’ can take many shapes. Sometimes service
delivery is ‘marketized’, i.e. contracted out to private agencies (Bredgaard & Larsen,
2008; Van Berkel et al., 2011, 8-10). Other times a government institution such as the
Public Employment Service (PES) is internally decentralized through the creation of
local branches. Finally, it is also possible that subnational governments are put in
charge of activation policies. Based on the type of actor which receives responsibilities,
López-Santana distinguishes three forms of decentralization: delegation (to private
agencies), intragovernmental decentralization (within a single governmental body) and
intergovernmental decentralization (between different levels of government) (2015, 4649). This thesis is focused on intergovernmental decentralization.
Second, the literature distinguishes between different types of responsibilities that be
decentralized: administrative, political and financial responsibilities (Falleti, 2005; LópezSantana, 2015, 45). Administrative responsibilities concern the implementation and
management of policies; political responsibilities concern decision-making about the
regulative and legislative design of policies; and financial responsibilities concern the
budgetary aspect. Administrative responsibilities can be decentralized to local branches
of a government institutions, private agencies and subnational governments; but political
and financial responsibilities can only be decentralized to subnational governments
(López-Santana, 2015, 45). Counterintuitively, decentralization of responsibilities need
not result in more subnational autonomy (Minas, Wright, & Van Berkel, 2012). Especially
the use of NPM-tools by federal governments to steer subnational behavior can result
in a strengthening of federal control (Weishaupt, 2010, 468). Having discussed fiscal
federalism and multilevel governance, it is now time to turn to the central concept:
institutional moral hazard.

3.3 Institutional moral hazard
Moral hazard is a well-known concept that stems from the economic literature on
insurance. “The purpose of insurance is to protect risk-averse individuals from suffering
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the full consequences of those actions on the part of nature which affect them unfavorably”
(Spence & Zeckhauser, 1971, 380). The pay-out of an insurance flows from the insurer to
the insured party and is based on the materialization of the insured risk, which in turn
is a function of ‘nature’ and ‘individual choice’. In other words, the insured risk can be
influenced by factors exogenous to the insured party and factors under control of the
insured party (i.e. ‘endogenous’ factors). When the insurer is unable to disentangle the
effects of ‘nature’ from the effects ‘individual choice’ on the insured risk it creates a
perverse incentive structure. The insured party can be induced to alter his actions in
order to influence and increase the pay-out from the insurer; while the insurer can be
cognizant of this perverse incentive structure it cannot completely overcome it (Spence &
Zeckhauser, 1971, 386).9 This perverse incentive structure is called ‘moral hazard’. In the
Economics of the Welfare State, Nicholas Barr defines it as follows:
At its strongest, the condition that there should be no moral hazard requires
that both the probability, p, and the insured loss, L, should be exogenous to
the individual. Slightly less stringently, moral hazard is not a problem so long
as individuals can influence p or L only at a cost to themselves greater than the
expected gain from so doing. Where the assumption fails, customers can affect
the insurer’s liability without its knowledge (2012, 92).
The concept of moral hazard has been applied to other situations than private insurance
between insurance companies and individuals, including to labor contracts, the delegation
of decision-making authority (Holström, 1979) and to the financial sector (i.e. ‘too big
to fail’). Implicitly, the activation paradigm stressed the importance of moral hazard in
social insurance, specifically unemployment-related benefits. This thesis applies the
concept of moral hazard to the behavior of subnational governments that are involved in
the regulation of unemployment. Inspired by the literature on (fiscal) federalism (Rodden,
2006; Spahn, 2006), this thesis conceptualizes intergovernmental relations in the
regulation of unemployment as intergovernmental ‘contracts’. Against the counterfactual
that subnational governments finance the costs associated with the risk of unemployment
9 Spence and Zeckhauser formalize five hypothetical insurance scenarios that distinguish the possibility of 1) whether
individual choice actually influences the insured risk, 2) whether or not the insurer is able to monitor the effect of individual choice on the insured risk. They focus on the scenarios where individual choice indeed influences the insured
risk and where the insurer is unable to completely disentangle the effects thereof. Although they do not use the term
‘moral hazard’ themselves, the scenarios on which they focus describe the issue of moral hazard and thereby lay the
foundation for much of the later literature.
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(i.e. the budgetary incidence of unemployment-related benefits and activation policies),
federal financing of that risk can be interpreted as an intergovernmental insurance
contract. This opens up the potential for moral hazard in the regulation of unemployment.
As described in Subsection 3.2, a Keynesian perspective on labor markets emphasizes
the influence of external factors on the risk of unemployment, meaning factors outside
the control of workers.10 From that perspective, unemployment should be remedied by
policies that stimulate the economy. This led to a “socialization of responsibility” and less
emphasis on individual blame (Rosanvallon, 1995, 29). But the new activation paradigm that
sprung up in the 1990s challenged the understanding of unemployment as being primarily
influenced by macroeconomic factors. Instead, individual responsibility for unemployment
was being stressed (Dean, 2007). “The individual is seen as responsible for insuring his
or her own employment […]. Unemployment is thus an individual problem…” (Crouch,
2015, 12). The New Social Risk paradigm, which attributed a more active role for people to
cope with risk, outlines the policy implications of this changing perception (Bonoli, 2007;
Häusermann, 2012; Taylor-Gooby, 2004). Individual risk profiles were associated with an
individual’s biography that is in part a consequence by the good and bad decisions for
which individuals are increasingly seen as partly responsible. ‘Old’ social risks, including
unemployment, were perceived as more predictable and more susceptible to the behavior
of those who are exposed to them (Rosanvallon, 1995). The distinction between endogenous
versus external risks echoes the distinction between individual choice and nature made
in the insurance literature (see for a more detailed discussion Chapter 4, specifically
Section 2). From this supply-side perspective, unemployment-related benefits result in
individual-level moral hazard and activation policies are important tools to remedy that
specific moral hazard.
The effectiveness of activation policies then becomes an additional factor that influences
the level of unemployment. When subnational governments are responsible for activation
policies, their behavior affects the risk of unemployment. So when the federal government
(partly) insures the costs associated with the risk of unemployment and subnational
governments are responsible for activation policies, there is the potential for moral
hazard at the institutional (i.e. subnational) level. Thus, from this perspective, the risk of
10 And to a large extent outside the control of subnational governments for reasons described in Subsection 3.1.
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unemployment can be induced both at the individual and at the institutional level. There
are different forms of institutional moral hazard. The first form – which is described
above – is called ‘ineffective activation’ and occurs when the federal government (partly)
finances unemployment-related benefits and when subnational governments have
political responsibility over activation policies. In that case, subnational governments have
no financial incentive to activate the unemployed as effectively as possible. Especially
when subnational governments have to pay for activation policies, they are disincentivized
to be as diligently as possible. Of course, financial incentives are not the only driving
factor and policy-makers can ceteris paribus be expected to want to limit unemployment
regardless. On the other hand, subnational policy-makers might be opposed to activation
policies for ideological and/or electoral reasons. The second form, ‘dumping’, occurs
when the federal government finances one unemployment-related benefit scheme and
subnational governments finance another unemployment-related benefit scheme. In that
case, subnational governments have financial incentives to shift the caseload of their own
benefit scheme to the federally financed benefit scheme. Thus, political and/or financial
responsibilities in the regulation of unemployment have to be decentralized to subnational
governments in order for institutional moral hazard to occur (see also Chapter 3)
The institutional moral hazard perspective expands on traditional principal-agent
literature in two ways. First, the nature of the imagined intergovernmental ‘insurance
contract’ is deeply political.11 In other words, the ability of federal governments to regulate
the responsibilities of subnational governments, as part of the ‘insurance contract’, is not
absolute. Subnational governments are, at least partly, accountable to their own political
constituencies, and not solely to federal governments. On that political basis, they can
challenge the legitimacy of federal control. In contrast, principal-agent models assumes
that the only limitation on a principal’s control is cost-effectiveness (Miller, 2005, 205206).12 Those models do not consider the limits of the principal’s legitimacy. The political
nature of intergovernmental relations differs from that of other types of relations such as
between governments and at-arms-length agencies or between governments and private
parties. Although at-arms-length agencies’ and private parties’ interests might be distinct
from those of the federal government, they lack the political standing to challenge federal
control and policy goals. Second, where principal-agent models focus exclusively on
11 This critique is partly indebted to Mabbett and Bolderson (1998).
12 Miller himself sees moral hazard as a concern within principal-agent theory.
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vertical relationships, the institutional moral hazard perspective incorporates horizontal
relationships as well. In an insurance context, the insurer is not the only one who can
raise concerns about the insured parties. Some insured parties (in this case subnational
governments) could also raise concerns about the behaviour of other insured parties
if they fear that those other insured parties abuse the federal insurance and thereby
undermine federal solidarity.
Nevertheless, the literature on principal-agent models is still relevant to this thesis,
specifically regarding how federal governments can influence the behavior of subnational
governments and thereby mitigate institutional moral hazard. Much of this literature
focuses on how principals can tackle the information asymmetry that is at the heart of
the institutional moral hazard issue through measuring the performance of the agent
(Baker, 2002; Miller, 2005, 203).13 Performance measurement is a NPM management tool
whereby a principal (for the purposes of this thesis: a federal government) creates an
indicator against which the performance of an agent (for the purposes of this thesis: a
subnational government) is judged. Through bonuses/maluses the achievement of certain
targets can be further incentivized. However, the literature stresses that performance
measurement is not a panacea. Indicators will never perfectly capture the behavior of
agents and they can even induce ‘gaming’ behavior (Courty & Marschke, 2003; Courty
& Marschke, 2004; Heinrich & Marschke, 2010). Another possibility for influencing the
behavior of an agent that mentioned in this literature – though less often – is the outright
limiting of an agent’s discretion (Epstein & O’Halleran, 1994). The literature on federalism
and decentralization also discusses ways in which federal governments can try to enforce
subnational compliance with federal goals. For instance, Braun and Trein describe the
use of financial incentives and varying degrees of limiting subnational autonomy (Braun &
Trein, 2014, 806). Van Berkel and Borghi refer to the use of ‘funding regimes’, performance
measurement and traditional management by regulation (Van Berkel & Borghi, 2008, 396).
Inspired by the literature, this thesis formulates two conceptual types of remedies to
institutional moral hazard. Insurance implies the existence of a contract that regulates
pay-outs and the conditions under which those pay-outs occur. First, by imposing ‘minimum
requirements’ on the behavior of subnational governments, federal governments can
13 Which overlaps with the literature on multilevel governance of social policies and specifically literature that deals
with NPM-style reforms.
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codify the conditions for federal financing. For example, federal governments can oblige
subnational government to use certain types of activation policies and/or to provide
activation policies within predetermined intervals. Minimum requirements can also
include the imposition of performance measurement systems, which essentially forces
subnational governments to gather and provide information and satisfy specific indicators.
The degree to which the ‘contract’ is codified determines the level of subnational
autonomy: if it is fuzzy there is ample room for subnational autonomy, if there are detailed
minimum requirements subnational autonomy diminishes. Second, federal governments
can change the level and/or the structure of the pay-outs, which constitutes a ‘financial
remedy’. For instance, federal governments can make subnational governments finance
a part of a benefit scheme for which subnational governments design activation policies,
to make them sensitive to the outcomes of those policies. Federal governments might
also stop financing individual benefits and provide lump-sum block grants to subnational
governments instead; this decouples the level of federal financing and the number of
beneficiaries.

4. The research question
Having defined the main conceptual elements of this thesis, it is possible to turn to the
research questions. The overarching research question of this project is:
RQ: How does institutional moral hazard affect the regulation of unemployment in federal
welfare states?
To clarify the specific research interest, the research question is subdivided into the
following sub-questions:
SQ1: How does federal financing of unemployment-related benefits in federal welfare
states affect the financial incentives of subnational governmental actors to address the
risk of unemployment?
SQ2: Why is institutional moral hazard in the regulation of unemployment perceived as
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problematic; specifically, which factors contribute to or act against such perceptions?
SQ3: Why have federal governments (not) attempted to reform the regulation of
unemployment in order to mitigate institutional moral hazard?
SQ4: How have federal governments attempted to reform the regulation of unemployment
in order to mitigate institutional moral hazard?

5. The structure of the thesis
The rest of this manuscript is structured as follows. Chapter 2 will describe the ontological
underpinnings, the methodology and the types of data used. Chapter 3 operationalizes
the concept of institutional moral hazard and situates it within the broader literature.
Although it has been substantially rewritten a number of times, Chapter 3 represents
the first written output of this thesis and should be interpreted as the initial exploratory
effort, which is reflected in three ways. First, the primary aim of the Chapter is theorybuilding. Second, the empirical basis consists of only policy-documents and secondary
literature. Third, it still includes Switzerland as a case study. Chapter 3 explores the
variety of institutional moral hazard issues across the cases and discusses the potential
impact of the different scope conditions that are previewed of Chapter 2. Chapter 3 sets up
the theory, concepts and expectations ahead of the more empirical Chapters 4-6.
Chapter 4 is the Belgian case study. Although the Chapter has been written last, it is
presented in the thesis as the first of the in-depth case studies because Belgium most clearly
demonstrates how institutional moral hazard can affect the regulation of unemployment.
The Chapter mostly focuses on UI14, which is completely federal, and activation efforts,
14 It might therefore seem that this focus deviates from the operationalization of the regulation of unemployment as
UI, SA and ALMPs. However, the Belgian regulation of unemployment is de facto a single-tiered unemployment benefit
system with degressivity in the UI benefits (De Deken & Clasen, 2013; De Deken, 2013). Belgian SA (or ‘leefloon’) was
designed specifically for individuals with no attachment to the labor market. It was supposed to be the ‘capstone’ on the
welfare state presenting a benefit of last resort for those individuals who fell through the holes in the social insurance
safety net. This philosophy was also reflected in the design of Belgian UI, which, in theory, could be extended indefinitely while the level of benefits gradually tapers off to a flat-rate. Thus, once in the ‘social security’ system, most individuals would not come into contact with SA, even after extended periods of unemployment. As such, Belgian SA could
be interpreted as falling outside of the scope of the regulation of unemployment and was for a long time a relatively
marginal benefit scheme – although this is changing. Moreover, the author of this thesis has taken part in a study on
Belgian SA elsewhere (Vandenbroucke, Luigjes, & Lievens, 2016). This is not to say that SA will not feature in Chapter
4 at all. There is a policy practice whereby beneficiaries can be transferred from SA scheme towards UI. This can be
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which are mostly regional. Institutional moral hazard, specifically ‘ineffective activation’,
has been a matter of very public debate and several reforms have dealt with this issue
explicitly. One important take-away from that Chapter is that structural differences in
unemployment rates can undermine federal solidarity due to institutional moral hazard.
Such structural differences in unemployment rates reinforced the salience of institutional
moral hazard and threatened the federal nature of UI. Two important reforms, one in 2004
and one in 2011 (implemented in 2015), have attempted to mitigate institutional moral
hazard in two different ways. The former included a set of strict minimum requirements for
regional activation efforts, the latter tried to mitigate institutional moral hazard through
financial remedies. While the 2004 minimum requirements proved an effective method
for mitigating institutional moral hazard, they also severely restricted regional autonomy.
The later reform attempted to grant regions more autonomy again and at the same time
introduce a financial responsibilization mechanism that aimed to make the regions more
sensitive to their economic performance. Chapter 4 raises questions about whether
these financial remedies were effective and signals that institutional moral hazard is
likely to increase again. The Belgian case study also demonstrates the importance of
the perceptions of policy-makers on the causes of unemployment, specifically to what
degree unemployment is a risk induced by individual or institutional behavior versus an
external risk. If one emphasizes external macroeconomic factors as the driving force of
unemployment, high regional unemployment rates demand more federal solidarity. If one
emphasizes the endogenous nature of unemployment (i.e. moral hazard), high regional
unemployment rates undermine federal solidarity.
Chapter 5 crosses the Atlantic and analyzes the effects of the 1996 US welfare reform in
terms of federal-state relations. Before 1996, the main US SA benefit was Aid to Families
with Dependent Children (AFDC). The federal government legislated a framework for
state-operated AFDC programs. The federal government insured more than half of
every individual benefit, the states paid the rest. In the early 1990s, AFDC caseloads rose
rapidly and federal concerns grew about inefficient state-level activation efforts resulting
in increasing federal expenditures. The 1996 reform transformed AFDC into Temporary
Assistance for Needy Families (TANF), giving states much more flexibility and transforming
federal financing from co-insurance to lump sum block grants that severed the link
interpreted as a form of dumping. For this reason, a small number of experts on Belgian SA have been interviewed as
well (see the Appendix of Chapter 4).
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between the size of caseloads and federal financing. In short, the federal government
capped its expenditure on TANF. Ever since, TANF caseloads have declined significantly.
Part of the explanation for this decline is state-level TANF retrenchment. States are
allowed, and even incentivized, to reduce spending of TANF dollars on cash benefits. At
the same time, federal expenditures on federally financed benefits related to SA have
increased. Chapter 5 assesses the impact of state-level TANF retrenchment on federal
expenditures in other benefit schemes. It demonstrates that states are able to shift SA
costs to the federal government which could be interpreted as moral hazard, specifically
‘dumping’. Thus, where Chapter 4 revolved mostly around the problem of ‘ineffective
activation’, the central issue in Chapter 5 is ‘dumping’. However, in contrast to Chapter 4,
Chapter 5 is focused solely on a quantitative estimation of the relationship between statelevel and federal-level expenditures. This is an important step because the interaction
between state TANF programs and federal benefits was not yet fully understood, but on
its own it does not constitute the case study of the US regulation of unemployment. That
is where Chapter 6 comes in.
Chapter 6 analyzes US federal-state relations regarding the SA programs AFDC and
TANF and regarding UI. It finds that institutional moral hazard played an important role
in SA, specifically the 1996 welfare reform. As described above, federal actors became
increasingly concerned about rising AFDC caseloads and related expenditures, due to
ineffective activation efforts. At the same time, both state-level and federal actors were
pushing for more autonomy in SA. This resulted in transforming federal financing from
co-insured benefits to lump sum block grants given to states and at the same time
giving states wide-ranging autonomy regarding the design of their new TANF-programs.
However, in contrast to the initial expectations at the outset of this thesis, institutional
moral hazard was not the only or even the most salient perverse state-level fiscal
incentive. Chapter 6 formulates two additional mechanisms that structure state-level
fiscal incentives. First, the combination of autonomy in designing TANF programs and
the creation of block grants provided states with the possibility to use TANF funds for
different policy areas than SA. In other words, states realized that they could use funds
meant for SA to fill other budget holes. Federal actors tried to remedy this situation
by creating new minimum requirements but those encountered strong opposition and
were ultimately not effective. Second, interstate tax competition incentivizes states to
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retrench and underprovide benefits they finance themselves. This is especially relevant
for UI, which is state-financed during normal times. Only during recessions does the
federal government step in and provide additional fiscal support for UI. Specifically,
during recessions the federal government provides and finances extended UI benefits,
while states remain responsible for activating those beneficiaries. Chapter 6 finds that
the federal requirements for state-run UI programs that should prevent interstate tax
competition have become ineffective. As a result, many states retrenched and underfunded
their UI programs. As such, the dominant federal concern during the Great Recession was
trying to induce states to adequately fund and maintain UI spending. While there were
some concerns about ineffective state-level activation efforts for the unemployed who
received federally funded extended benefits, these concerns were less important than
concerns about underfunding and retrenchment of state UI programs. In short, Chapter
6 not just analyzes institutional moral hazard in the US regulation of unemployment but
also discusses other mechanisms.
Chapter 7 returns to the original inspiration of this thesis: the idea of a European-level
reinsurance of Member State UI programs. Specifically, it takes a historical view of the
US UI system and analyzes which lessons there are for the EU. The US experience with
UI shows that by engaging in cooperation with states, federal governments can overcome
collective action problems and thereby enhance the macroeconomic stabilization function
of social policies. At the same time, some of the lessons drawn in Chapter 6 are relevant
as well: this federal-state cooperation can produce a number of risks. First, federal
financing of UI can, depending on the specific design, result in retrenchment of state-level
efforts. Second, that retrenchment in turn can produce divergence between state-level UI
programs. While these risks can be mitigated through minimum requirements for state
programs, the US experience shows that the design of those minimum requirements is
crucial. Chapter 7 draws a number positive and cautionary lessons from US UI.
Finally, Chapter 8 ties all these strings together. It compares the Belgian and US experience
in terms of institutional moral hazard, which types of moral hazard were most salient and
the remedies that were utilized. It discusses the impact of the different scope conditions
and how those can explain the differences between the two cases. For example, differences
in interregional employment performance in Belgium are larger and have dominated the
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public discourse to a greater extent than interstate differences in the US. In the US, the
main intergovernmental tension is between the states and the federal government rather
than between different states. Chapter 8 then reflects on how important institutional moral
hazard is perceived to be as a policy issue. It argues that while institutional moral hazard
should be well-understood and remedied if possible, concerns about institutional moral
hazard need not paralyze the regulation of unemployment. It is the by-product of a federal
financial insurance of the risk of unemployment which is important for redistribution and
macroeconomic stabilization. As Chapters 6 and 7 discuss, the absence of such a federal
insurance is also problematic: it implies a suboptimal incentive structure for subnational
governments that will lead to the under provision of unemployment-related benefits. In
short, institutional moral hazard is a price to pay, one that can and should be minimized
but one that can never be completely expunged. Finally, Chapter 8 addresses the relevance
of the findings of this study for 1) other multi-tiered polities such as decentralized unitary
countries and supranational organizations such as the EU and 2) other policy domains
such as health care.
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Ontology,
methodology
& data
Christiaan Luigjes

1. Ontology and epistemology
According to Trampusch and Palier any empirical social scientist must be aware of and
clarify their ontology and must state whether the epistemological interest is inductive
or deductive (Trampusch & Palier, 2016, 449). So this Chapter addresses these issues
before turning to methodology. Furthermore, this Chapter describes what kinds of data
were used in order to establish causality and deal with subjectivity. It also describes the
interview approach, the case selection and it concludes with a discussion of research
transparency and ethics

1.1 Ontology
The ontology underpinning this thesis is based on ‘critical realism’ which traces back to
the philosophy of science developed by Roy Bhaskar, but also by others such as Andrew
Sayer and Margaret Archer. Shortly put,15 the premise is that there is an objective reality
out there, but that it is very difficult to obtain knowledge of it. This differentiates critical
realism from both post-modernism/interpretivism and empiricism/positivism. One the
one hand, the idea of an objective reality out there stands opposed to post-modernist
theories. On the other hand, critical realism rejects Humean logic of causality that is
based on observations of constant conjunctive relationships (or ‘regular succession’) –
associated with empiricism. According to Bhaskar, both post-modernism and empiricism
are premised on the same “epistemic fallacy” (Collier, 1994, 75-85): reducing ontology
to questions of epistemology. In this view, post-modernism argues that we cannot ever
have any independent knowledge of reality, and therefore there cannot be an objective
reality out there; while empiricism argues that we can observe relationships that are
independent of our knowledge, which implies that there must be an objective reality out
there. In contrast, critical realism argues that it is more logical to assume that there is
an objective reality out there, regardless of our ability to obtain any knowledge of it. This
leads to the following conceptualization of causality (Kurki, 2007, 364):
1.

Causes exist as (ontologically) real forces in the world around us and causes
are ubiquitous (‘nothing comes from nothing’).

15 And at the risk of doing a great injustice to decades worth of philosophy of science.
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2.

Many causes are unobservable and the empiricist observation-based
approach to causal analysis is problematic.

3.

Causes do not work in ‘when A, then B’ manner and always exist in complex
causal contexts where multiple causes interact and counteract each other.

4.

Social causes are of many kinds: from reasons and norms to discourses and
social structures. Interpretation is central to causal analysis in social science.

Contra David Hume, who takes observed regular succession to be only source of possible
evidence of causality, critical realism conceptualizes causality in terms of ‘generative’ or
‘causal’ mechanisms – hence the link to certain applications of process tracing (see Section
2). Bhaskar gives a very concise definition of mechanisms: “a generative mechanism is
nothing more than the acting of a thing”. Archer elaborates: “the mechanism provides
the real basis of causal laws, above, beyond and regardless of the presence or absence of
statistical associations with the outcomes at the level of events”.16 Building on the work
of critical realists, Alexander George and Andrew Bennett provide a more operationalized
definition of causal mechanisms, which are “ultimately unobservable physical, social, or
psychological processes through which agents with causal capacities operate, but only in
specific contexts or conditions, to transfer energy, information, or matter to other entities,
thereby changing the latter entities’ characteristics, capacities, or propensities in ways
that persist until subsequent causal mechanisms act upon it” (in Bennett, 2013, 466).
Mechanisms are the basis for causal laws but are not necessarily expressed in statistical
associations because mechanisms might not be activated, they might not be perceived to
be active or they might be active but their effects might be counteracted by the effects of
other mechanisms.17 This is not to say that statistical data and associations have no place
in critical realist research, rather, it entails that an association between two variables
will never suffice to constitute causality without a conceptualization of the mechanism
and its observable manifestations. How these considerations affect the research design
is discussed in Section 2.

16 For a discussion on the relationship between mechanisms, events, experiences and the domains of ‘real’, ‘actual’
and ‘empirical’, see Collier (1994, 42-45); this type of elaboration falls outside the scope of this Chapter.
17 The literature is divided over the issue of whether mechanisms operate in a deterministic or probabilistic manner
(Trampusch & Palier, 2016). In the deterministic view (Beach & Pedersen, 2013) mechanisms are isolated from the
context in which they operate, either they are activated and produce the hypothesized output or they remain inactive
and they do not produce an outcome – if they are activated and do not produce the hypothesized outcome one must
reconsider the theorized mechanism. In the probabilistic view (Falleti & Lynch, 2009; Falleti, 2016; Hall, 2013; Mahoney,
2010), mechanisms are inherently related to and influenced by context (or ‘scope conditions’) which affect the outcome
of a mechanism once it is activated. This dissertation sides with the latter.
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1.2 Induction versus deduction: the mechanism of how
institutional moral hazard affects the regulation of
unemployment, prior knowledge and expectations
In practice, the difference between inductive versus deductive reasoning is not binary.
Few studies start without any theory and few theories survive contact with empirical
observations. As Ostrom puts it: “knowledge accrues by the continual process of moving
back and forth from empirical observation to serious efforts at theoretical formulation”
(Ostrom, 1990, xvi). The purpose of this subsection is to be explicit about the knowledge,
assumptions and expectations of the researcher prior to embarking on the research. The
central concept and some knowledge of the cases were established before the start of
this thesis. This led to some expectations that will be discussed below. However, how
important the issue of institutional moral hazard is for the regulation of unemployment,
how the dynamics of institutional moral hazard play out and what other factors might have
affect those dynamics were not yet clearly fleshed out. In other words, while there were
some initial expectations going in, the research followed a fairly inductive approach.
As described in Chapter 1 this thesis is heavily influenced by debates on European-level
risk-sharing. These debates inspired the formulation of ‘institutional moral hazard’ as
a concept that describes a particular policy concern. Chapter 1 describes the state of
the literature. The second generation of fiscal federalism theory informed this thesis
in the sense that different levels of government are thought to have their own fiscal
interests, the pursuit of which can lead to intergovernmental conflict. The literature on
multilevel governance of social policies provided conceptual tools to discuss the types of
responsibilities – administrative, political and fiscal – which can be distributed between
different levels of government and the kind of tools federal governments can use to
steer the behavior of subnational governments. The descriptive work on the EUBS study
provided a descriptive overview of how these policies were actually distributed in a number
of cases. This led to the formulation of the following hypothesized mechanism regarding
the research question (Chapter 1):
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Figure 2.1. Visualization of the hypothesized mechanism of how institutional moral hazard affects the regulation of
unemployment. Source: own compilation based on a template by Beach & Pedersen (2013, 50).
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In Part 1 of the mechanism one or more subnational governments are perceived to be
‘gaming the system’, meaning that they are seen to be deliberately manipulating the
insured risk (i.e. the risk of unemployment) and thereby maximize their insurance payment
(i.e. federal financing of the regulation of unemployment). Two things are important
to note at this point. First, institutional moral hazard is not fraud, it entails operating
against the spirit of the rules but not breaking the rules outright. In other words, there
is no clear legal demarcation of what constitutes institutional moral hazard in practice.
Rather, institutional moral hazard is to a large degree a matter of perception. It is difficult
to disentangle the factors that influence the risk of unemployment (factors external to
the unemployed and subnational governments versus factors that are influenced by the
unemployed and subnational governments). Thus, it is possible that some actors perceive
certain practices as institutional moral hazard, while other actors perceive those same
practices as legitimate and in accordance with both the spirit and letter of the law. Second,
it is not just the federal governments whose perception matters, it is also possible that
one or more subnational governments (also) perceive other subnational governments to
engage in behavior that constitutes institutional moral hazard.
So what does constitute institutional moral hazard? One can observe structural
differences in the reemployment performance of different subnational governments.
However, as Chapter 4 will show, whether this is proof of institutional moral hazard
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(ineffective activation) depends on one’s views of the causes of unemployment. More
convincing evidence is when different actors describe the activation policies of one or
more subnational governments as deliberately lacking. Subnational policy-makers can
disagree with federal policy-makers on whether activation policies are appropriate or
even necessary because of the socio-economic conditions (i.e. a lack of jobs) or because
of ideological reasons. Another reason why subnational governments might not activate
effectively is a lack of subnational capacity to do so, or an unwillingness to invest in
activation policies. Federal policy-makers, independent experts or even subnational policymakers from other subnational jurisdictions can express concerns about the activation
performance and policies of a particular subnational government(s). Subnational policymakers themselves can also express that their own performance is ineffective or that they
feel that activation policies in general are ineffective. This type of evidence is reflected in
interviews, policy documents and speeches.
Similarly, it is not enough to observe declines in caseloads of subnationally financed
schemes and increases in caseloads of federally financed schemes to conclude that
subnational governments engage in dumping practices. There must be a deliberate
attempt on the part of subnational policy-makers to make such shifts happen. The
underlying motivation for such practices can be purely budgetary but also because
subnational policy-makers feel that part of their caseload, according to laws and
regulations, belong in a different (federally financed) benefit scheme. A more nuanced
motivation can be that subnational civil servants think that beneficiaries will be better
off in federal schemes, for example because federal schemes are more generous or are
subject to less strict activation requirements. Again, such practices and motivations can
be demonstrated through interviews, policy documents and speeches. The point is that
convincing evidence for both types of institutional moral hazard requires a triage between
descriptive statistical data, the perceptions of other actors, the motivations of subnational
policy-makers and the presence of financial incentives to engage in moral hazard (see
Section 3 for more details on the data).
Part 2 of the mechanism is when the political legitimacy of the architecture of federal
financial involvement in the regulation of unemployment is challenged on the basis of
concerns about institutional moral hazard. Legitimacy is again a subjective matter
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and it does not have to coincide with fiscal sustainability: even though the actual costs
associated with potential institutional moral hazard are marginal, the political legitimacy
of the financial architecture might still be challenged. There is no universal threshold
of a certain level of pressure that would lead to reforms. Minor contestations could lead
to major reforms and major pressure does not have to result in changes to the system.
In theory, we can differentiate situations in which ‘only’ the specific intergovernmental
division of labor regarding a benefit scheme is called into question versus situations where
the very nature of solidarity that underpins the regulation of unemployment is challenged.
For example, the concern for institutional moral hazard could lead to increased federal
monitoring efforts or a strengthening of certain federal minimum requirements for
subnational policies, but it might also lead to abolishing federal financial involvement in a
benefit scheme altogether. The scope conditions determine whether the legitimacy of the
system is challenged and to what extent.18
The third part of the mechanism is the judgment of the federal government with regard
to the political legitimacy of the regulation of unemployment. Even though the challenge
to the legitimacy of the regulation of unemployment can come from (a combination of)
subnational governments, it is ultimately the federal government which has the power to
reform the intergovernmental division of costs and competences.
The hypothesized mechanism was the expectation at the start of this project. But this
should not give the impression of a strongly deductive research design. Prior to this project,
institutional moral hazard in the regulation of unemployment had not yet been theorized,
let alone be empirically tested, making it a fairly inductive endeavor. The broader aim
of this thesis is to build a theory and conceptual framework regarding the subnational
incentive structure that stems from the intergovernmental division of responsibilities. “It
is important that the investigator be open to all kinds of possible explanations and willing
to follow the evidence wherever it leads” (Bennett & Checkel, 2014b, 18). This includes
evidence for other mechanisms than the one hypothesized above. There are two prominent
examples of findings that were unexpected. First, in the US (specifically see Chapters 5
and 6) the dominant federal concern relating to the regulation of unemployment since
the late 1990s was that states were retrenching their state-level unemployment-related
18 These scope conditions are operationalized in Chapter 3.
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benefits. Federal insurance of the risk of unemployment had diminished to the point
where the federal government was more concerned about the lack of unemploymentrelated benefits than potential abuse of such benefits (i.e. moral hazard). This is not to say
that institutional moral hazard did not play a role in the US; the 1996 welfare reform was
very much informed by concerns about ineffective state-level activation efforts. However,
the US federal government has given states so much autonomy that over time states
became subjected to interstate tax competition which created a downward pressure
on the provision of unemployment related-benefits. Thus, in some ways the US case
demonstrates potential perverse incentives stemming from a federal government that is
unwilling or unable to take a strong role in the regulation of unemployment. In contrast,
institutional moral hazard can be seen as perverse incentives stemming from a federal
government that is willing to take up an important role in the regulation of unemployment.
In short, a different mechanism that has an opposite effect vis-à-vis institutional moral
hazard also influenced the US regulation of unemployment (Chapters 6 and 8 discuss
these different mechanisms and how they relate to each other).
Second, the Belgian case showed that even in a country where institutional moral hazard
concerns were at the forefront of public debate, subnational autonomy can trump such
concerns. With the recent sixth constitutional reform, under pressure from especially
Flemish policy-makers, the regions received much more autonomy in activation policies.
This was counterintuitive because only a decade before both federal and Flemish policymakers were concerned that Walloon and Brussels policy-makers were using their
autonomy not to activate the unemployed (effectively). These concerns were heavily
politicized. The Belgian case study (Chapter 4) showed that the sixth constitutional reform
actually increased the potential for institutional moral hazard, and that now Flemish
policy-makers are pushing for even more autonomy. This short discussion serves to
illustrate some of the unexpected findings. The relevant case studies and the Chapter 8
will go into more detail.
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2. Methodology & research
design: process tracing19
The methodological approach most suitable to this ontology is process tracing.20 Moreover,
this Section will argue that process tracing is also uniquely suited to address the practical
challenges that beset this research project. Process tracing is about “unpacking causality”
(Trampusch & Palier, 2016, 438). This differs from researchers that use multivariate
statistical methods, who seek to quantify the average causal effects of independent
variables on dependent variables and “assume that average effects of these factors can be
isolated across cases” (Hall, 2008, 305-306; Trampusch & Palier, 2016, 439). In contrast,
process tracers do not attempt any precise quantification of specific causes, but seek to
specify the “process whereby relevant variables have an effect within individual cases”,
whereby they are sensitive to the context (temporal and spatial) in which such processes
unfold (Trampusch & Palier, 2016, 439). There is a large literature on process tracing
(Beach & Pedersen, 2013; Beach, 2016; Bennett & Checkel, 2014a; D. Collier, 2011; Hall,
2013; Trampusch & Palier, 2016; Waldner, 2012). The term has been applied to so many
different research designs that Bennett and Checkel speak of a “buzzword problem”
(2014b, 4).21 Therefore, it is important to be more specific. This research design is inspired
by Falleti’s theory-guided process tracing which is defined as: “the temporal and causal
analysis of the sequences of events that constitute the process of interest. Such a process
must be clearly conceptualized, both theoretically and operationally, with reference to
previous theories. [This] method assumes that in these temporal sequences of events,
19 This thesis is an ‘article-based’ PhD-project which means that Chapters 3-7 are largely based on manuscripts that
have been published or submitted elsewhere as independent articles. As such, those chapters include methodological
reflections. While this Section provides a more holistic overview of the methodological considerations than any single
chapter, there is some unavoidable overlap.
20 See for example Bennet and Checkel who describe the ontological and epistemological underpinnings of process
tracing as follows: “Meta-theoretically, [process tracing] will be grounded in a philosophical base that is ontologically
consistent with mechanism-based understandings of social reality and methodologically plural. While we favored scientific realism above, there is sufficient (and inevitable) uncertainty at this philosophical level to leave the door open for
related approaches such as analytic eclecticism […], pragmatism […], as well as interpretivism […]. Contextually, it will
utilize this pluralism both to reconstruct carefully hypothesized causal processes and keep sight of broader structural-discursive contexts. Methodologically, it will take equifinality seriously and consider the alternative causal pathways
through which the outcome of interest might have occurred” (2014b, 21 emphasis in orginal).
21 Trampusch and Palier review the process tracing literature and identify 18 different definitions (2016). On the
basis of their review they set out best practices for all types of process tracing, which this thesis tries to adhere to.
The best practices require clarifying the ontology (Subsection 1.1), determining the epistemological interest (Section
2), formulating a theoretical expectations about the actors and sequences (Subsection 2.2), providing a theory-oriented
case selection (Subsection 3.2), taking the time to develop contextual evidence and gaining a good knowledge of the
individual cases (which is why Chapters 4 and 6 are extensive case studies of single countries), being explicit about
when the process starts and ends (this Section) and being transparent when it comes to data (this Section).
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their order is causally consequential” (Falleti, 2016, 457). Theory-guided process tracing
accounts for endogenously generated preferences and it can incorporate feedback effects
(Falleti, 2016, 458). This Section will discuss the specifics of the research design: how it
dealt with the problem of endogeneity and what time-period was researched.

2.1 Dealing with four challenges: endogeneity, timehorizon, causality and subjectivity
Investigating how institutional moral hazard has affected the regulation of unemployment
in federal welfare states is beset by a number of challenges. First of all, there is the
problem of endogeneity. The regulation of unemployment, specifically the decentralization
of political and/or fiscal responsibilities to the subnational level, can produce institutional
moral hazard, which in turn can lead to reforms of the regulation of unemployment.
In other words, the relationship between the independent variable (institutional moral
hazard) and the dependent variable (the regulation of unemployment) is reciprocal rather
than unidirectional. This problem is addressed by ‘breaking’ into that cycle at a certain
point and then tracing the relationship. Therefore, it is important to delineate the period
which is studied. The starting point of this study is the 1990s when both countries started
to reorient their welfare state policies towards activation – specifically 1996 for the US and
1999 for Belgium. As described in Chapter 1, the 1990s saw the advent of the ‘activation
turn’ which placed more emphasis on individual responsibility, and by extension the
effectiveness of activation policies, regarding the risk of unemployment. The expectation
is that as a result the issue of moral hazard became more salient. Related to the activation
turn was a trend towards decentralization, whereby the multi-tiered nature of the
regulation of unemployment became more pronounced. This adds to the expectation that
moral hazard at the institutional level became more salient. The endpoint is chosen for
more pragmatic reasons. Data collection for the US case study ended in 2018 and for the
Belgian case study in 2019. Beyond that time-frame, this study can only offer informed
but tentative predictions. The timeframe is also relevant for the second challenge: this
research requires analyzing years of developments in the regulation of unemployment.
Theory-guided process tracing “takes ‘time seriously’ and considers it as part of the causal
explanation, hence it relies on detailed tracing of processes. It does so by disentangling
(temporal) complexities such as causal pathways and feedback processes” (Trampusch
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& Palier, 2016, 439). Before concerns about the behavior of subnational governments
arise and lead to potential reforms which in turn produce new outcomes, years will have
passed. Which is why the time period under investigation spans almost three decades
during which the regulation of unemployment in both country cases have been reformed
multiple times.
Third, establishing the presence of (concerns for) institutional moral hazard followed by
a reform of the regulation of unemployment cannot be taken as evidence for a causal
relationship given the ontological considerations described in Subsection 1.1. Even from
a positivist ontology, and if it would be possible to capture institutional moral hazard
in a single indicator, the population of federal welfare states would be too small for a
statistical test. Moreover, attributing causality from a critical realist perspective requires a
careful examination of causal mechanisms. It is possible that the mechanism described in
Subsection 1.2 is activated but is counteracted by other factors; for example reforms of the
regulation of unemployment to mitigate institutional moral hazard might be planned but
never implemented due to the fall of a government. It is also possible that the mechanism
operates in conjunction with other causes, in other words, reforms of the regulation of
unemployment need not be the sole result of concerns about institutional moral hazard.
Fourth, as described in Chapters 1 and 3, institutional moral hazard is to some degree
a matter of perception. Additionally, even if reforms of the regulation of unemployment
mitigate institutional moral hazard, one needs to establish the motivations of policymakers in order to infer a causal link. The two challenges of establishing causality in a
critical realist research and assessing perceptions and motives are addressed through
detailed data gathering in two countries cases: interviews, policy-documents, descriptive
statistical data and secondary literature. This will be described in more detail in the
following Section.

3. Data, cases and transparency
The most prominent source of data are 76 interviews with 95 respondents divided over
two countries and six subnational governments.22 The respondents can be categorized
22 A number of interviews were conducted with multiple respondents at the same time, three interviewees have been
interviewed twice.
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along three dimensions: the level of government they are associated with (federal or
subnational), the benefit scheme (UI or SA) they have expertise about, and their role
(politician, civil servant or non-governmental expert).23 ‘Politicians’ refers to legislators
and ministers/secretaries that were responsible for UI, SA and/or activation policies.24 In
some instances this category also includes the staff of politicians, either to supplement
the interviews of politicians – as certain ‘staffers’ sometimes have more knowledge about
specific policy details – or to replace politicians that were not available. Politicians are
ultimately responsible for the legislative and regulative framework of the regulation of
unemployment. They were asked about whether they thought institutional moral hazard
occurred, whether they perceived it as a problem, why they had set in motion (attempted)
reforms, what the effect of reforms was, about the relationship with other levels of
government and how they perceived other actors and their motivations (see the Appendix
for examples of interview templates).
Of course, interviews with politicians alone is not enough to offer an accurate account.
First, any interviewee is inherently biased, which skews their answers. Second, the
questions sometimes pertained to time periods years ago and memories might have
faded. Finally, politicians often have broad portfolios for which they are responsible and
might not be familiar with the minutiae of every policy. Which is why also ‘civil servants’
were interviewed.25 Civil servants possess intimate knowledge of the implementation
of policies and the interaction with other departments, governments and institutions.
Moreover, civil servants can often rely on contemporaneous sources because their work
includes documenting policies, issues and concerns. They proved to be an invaluable group
of respondents. Civil servants were asked similar questions as politicians. Interviews
with civil servants provide their own challenges. First, civil servants might be hesitant
to make political statements and to give frank assessments of other actors. Second,
civil servants are to some degree caught up in the day-to-day operations of a specific
subdomain of governmental departments and therefore might not oversee the broader
political context. This is the reason for including non-governmental experts as the final
category of respondents.26 This category includes scholars, individuals in think-tanks and
23 Not all respondents fall neatly into one category, the careers of some respondents span across different levels of
government, different benefit schemes and/or different roles.
24 Politicians were selected on the basis of participation in relevant committees, involvement in relevant legislation
and/or participation in organizations that represent the interests of subnational governments.
25 Civil servants were selected on the basis of their experience the relevant ministries, departments and institutions.
26 Experts were selected on the basis of their publications regarding relevant policies.
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individuals who work for organizations that represent business and labor interests. The
fact that these respondents are often on ‘the outside’ (meaning they did not partake in
political negotiations and/or policy-making decisions), allows them to give a more frank
assessment. They are also more likely to offer accounts that span across time and policydomains. Subsection 3.1 discusses the practical interview approach.
Besides interviews three other sources of data were gathered: descriptive statistical data,
policy-documents and secondary literature. The descriptive statistical data concerns
federal and subnational (un)employment figures, expenditure data, caseload data and
specific administrative data. The latter category is very different per country and even
differs per benefit scheme because it is so context dependent. For example, for US UI
it includes a number of indicators regarding the solvency of state UI trust funds, for US
SA (TANF) it includes different indicators that the federal government uses to monitor
state-level activation efforts, and in Belgian UI it includes a range of indicators concerning
sanctions applied to the unemployed. In some way, this statistical data provided a sort of
‘objective’ empirical basis for governmental behavior. While interviews provide important
insights about the policy goals of subnational governments, respondents might be biased
and/or limited in their knowledge of how policies work out in practice. These indicators
described above are aimed at capturing the outputs and outcomes of government policy.
At the same time, many of the administrative indicators are not completely objective and
are sometimes even subject to fierce intergovernmental debate.27 In short, the statistical
data serves three purposes: background knowledge for determining the research
interests and writing the interview template; as a check on perceptions and statements
made by interviewees; and as support for empirical claims made in the different chapters
regarding the behavior and performance of subnational governments.
Policy-documents include legislation, regulation, government reports and evaluation
studies. Legislation and regulation28 fulfil a somewhat similar role to administrative data:
on the one hand it provides an ‘objective’ empirical basis, on the other hand it can be
subject to different interpretations and to debate. Government reports and speeches
27 For example, US states have found ways to boost their performance indicators that measure activation of their
welfare caseloads without necessarily engaging in any actual activation efforts. This has been a thorn in the side of
the federal government. Another example is a recent debate in Belgium about sanctions: since the regions became
responsible for sanctioning the number of sanctions has decreased. The Belgian debate revolves around how to interpret that decline.
28 Not just implemented legislation and regulation but also failed proposals.
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are contemporaneous sources that describe official policy positions and the official
underlying reasoning. As such, together with interviews, they provide an empirical
basis for governmental behavior and motivations. Evaluation studies are useful not
just to understand government behavior but when they are commissioned ad hoc their
very existence also signals specific concerns. Thus, policy-documents are used as
background knowledge, a source for determining governmental goals and views, a check
on perceptions and statements made by interviews and as support for empirical claims.
Secondary literature includes academic research and newspaper articles on either
Belgium or the US regulation of unemployment. Academic literature serves both as
background knowledge and to contextualize the findings. The newspaper articles used
either provide some independent perspective or contain the opinion of certain politicians.

3.1 Interview approach
The interview approach is best described as “semi-structured”, which refers to the degree
to which the questionnaire or ‘interview template’ is standardized. It occupies a middle
ground between an open-ended conversation and working through a set of predetermined
questions in a predetermined order. The semi-structured interview “is sufficiently
structured to address specific topics related to the phenomenon of study, while leaving
space for participants to offer new meanings to the study focus” (Galletta, 2013, 24). It
ensures that the same general areas of information are covered with each respondent
but it leaves flexibility on the part of the researcher to deviate from the ordering of the
questions and where the emphasis is put, and it leaves flexibility on the part of the
respondent to develop a narrative and bring up new topics. The questions are open-ended
and theory-driven, aimed at both fact finding and critical reflection (Flick, 2009, 156-158;
Galletta, 2013, 45). This allows for learning of new facts, testing of presuppositions of
the researcher, reconstructing subjective viewpoints while leaving open the possibility of
following new lines of inquiry. This fits within the relatively inductive strategy discussed
in Section 2.
Instead of a fixed ‘questionnaire’, semi-structured interviews use an ‘interview template’
which denotes the more open-ended nature of the interview technique (see the Appendix
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for an example interview template used during this research). The design of an interview
template requires some level of background knowledge about the research interest. In a
meta-review of studies in health sciences that utilize semi-structured interviews, Kallio et
al. suggest first writing a literature review (Kallio, Pietilä, Jonson, & Kangasniemi, 2016,
2957). The interview template for this study was designed after writing the first draft of
Chapter 3, which together with the 2016 EUBS-study, provided background knowledge.
Moreover, the majority of the statistical data, policy-documents and secondary literature
was collected before the interviews were conducted. The interview template was designed
along the lines suggested by Galletta (2013): with an opening statement that allows to
cover the broad strokes of the research interest, a middle segment focused more on indepth questions and a final section that moved towards a critical reflection and revisited
the broad research interest. The template was divided into broad themes that consisted
of open-ended questions with a number of possible follow-up questions or probes. It was
then field-tested three times. The first time with a Dutch civil servant with expertise about
SA and two times over Skype with a US civil servant and a US expert. After field-testing,
but also during data collection, some alterations were made to the template. For example,
it proved beneficial to start the opening statement with a reference to a number of specific
policies; not to limit the scope of the interview but to provide a concrete gateway or starting
point.
Most respondents were selected in advance. But every respondent was also asked whether
he/she knew of potentially relevant individuals, which resulted in additional respondents –
especially when a certain individual was mentioned several times by different respondents.
The selection of respondents is discussed in the previous section. All interviewees except
one were first approached through an email which outlined the research interest, included
some example questions, the promise of anonymity and a digital copy of the consent
form. The vast majority of interviews were conducted face-to-face. Some interviewees
were interviewed through Skype or telephone for practical reasons or as a follow-up after
returning from fieldwork. The interviews started by discussing the consent form and the
condition of anonymity and lasted between 30 and 150 minutes, but usually around 60 to
90 minutes.
Most interviews were recorded – though only with the express consent of the respondent.
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When respondents objected to being recorded, and in a small number of instances where
technical difficulties prevented recording, an interview report was written within a day
of conducting the interview. The literature on interviewing stresses the importance of
‘immersion’ during the interview process (Galletta, 2013, 122; Seidman, 2006, 128). In
order to achieve immersion, notes were taken during and after every interview. During the
interview, the notes served as a memory-support to circle back to themes and questions
which had not yet been addressed, as a back up to the recording and as a basis for the
interview reports. Afterwards, the notes documented the first impression of the interview
and in some cases important non-verbal cues that would not show up in the transcripts.
Also, the recording (or report) was listened (or read) back within three days of conducting
the interview. Finally, immersion was facilitated by conducting all interviews for a countrycase within the timespan of a few months.
Every recorded interview has been transcribed. The transcriptions and reports were then
coded with the help of NVIVO-software. The coding technique was a mix of ‘structural’
codes, ‘descriptive’ codes and ‘themeing the data’ (see the coding manual by Saldaña,
2009). Structural and descriptive coding gather topics in a list and act as an indexing
tool for later reference, the difference being that structural coding is applied to longer
passages and concerns more interpretive categories while a descriptive code describes a
topic to a short piece of text. An example of a descriptive code is “SNAP” which is applied
to sentences that contain a reference to the Supplemental Nutrition Assistance Program
(commonly known as food stamps). An example of a structural code is “practical examples
of institutional moral hazard” which is applied to passages in which respondents discuss
policy practices that can be construed as institutional moral hazard. For the purposes
of this thesis, themes are not considered codes in themselves, but as a way to organize
and structure codes. In the literature themes are sometimes referred to as “category” or
“domain” (Saldaña, 2009, 139). An example of a theme is “Perceptions” which includes
structural codes such as “perceiving other actor as partner” or “perceiving other actor
as inconsiderate” that are applied to passages in which respondents reflect on other
actors. The coding scheme was developed a priori but has been adjusted over time as new
themes/codes emerged and old themes/codes were condensed. Coding the interviews
served three purposes: to re-examine every interview another time, to reflect critically on
what has been said and to provide an index mechanism for later use. The complete coding
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book can be found in the Appendix.

3.2 Two country cases
The empirical strategy of this project as a whole is an in-depth analysis and comparison of
two case studies: the United States and Belgium. Small-N research with an emphasis on
process tracing “does not rely on the co-variation of variables across cases to draw causal
inferences”, so while there are good reasons to examine more than one case “there is
no methodological necessity for it for drawing causal inferences” (Blatter & Haverland,
2012, 99-100). The advantage of the multiple-case study for this type of research is that
it improves theory-building and also provides a better opportunity for exploring causal
mechanisms “because the researcher will be in a position to examine the operation of
generative causal mechanisms in contrasting or similar contexts. […] The key to the
comparative design is its ability to allow the distinguishing characteristics of two or more
cases to act as a springboard for theoretical reflections about contrasting findings.”
(Bryman, 2012, 74-75 for a discussion of multiple-case designs specifically from a critical
realist perspective). This Section discusses the rationale behind selecting the two cases.
The cases have been selected from the population of federal OECD welfare states.
Federations provide the most fruitful starting place to explore this policy issue.29 While
social policies in unitary countries can and are decentralized, subnational governments
in federal countries are more likely to have significant political and fiscal responsibilities
regarding the regulation of unemployment. Furthermore, subnational autonomy in federal
countries is often constitutionally guaranteed. Central governments in unitary countries
can decentralize and recentralize the relevant responsibilities in a discretionary manner
while federal governments cannot (Minas & Øverbye, 2010). Thus, the expectation is that
the multilevel governance in the regulation of unemployment in federal countries is more
pronounced and that therefore the problem of institutional moral hazard is also more
pronounced. Selecting two federal cases also facilitates comparison vis-à-vis a selection
29 However, not every OECD federal welfare state is a potential case. For institutional moral hazard to arise, political
and/or fiscal responsibilities have to be decentralized to subnational governments (see Chapter 3 for a more detailed
discussion). This further limits the population of cases. For example, while Australia is a federation, the political responsibility for the regulation of unemployment is almost completely federal (Vandenbroucke & Luigjes, 2015). Specifically, the federal ministry and a central institution Centrelink are politically responsible for Newstart Allowance, the
main unemployment-related benefit. Activation policies are mostly implemented by private parties under the supervision of Centrelink, which in turn answers to a governmental department.
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of a federal state and for example a unitary country where municipalities are the dominant
subnational government involved in the regulation of unemployment. As Chapter 3 and
the Conclusion will discuss, the issue of institutional moral hazard is still relevant for
other political entities such as unitary countries and supranational organizations such as
the EU and the EMU, but they are not the primary focus.
Case selection in small-N process tracing studies is different than case selection in
large-N studies (Blatter & Haverland, 2012, 100). The inductive theory-building nature
as reflected in the research question – including subquestions – (Chapter 1) is aimed
at uncovering how institutional moral hazard affects the regulation of unemployment.
Three considerations informed the case selection. First it focused on federal OECD
welfare states where it was likely that institutional moral hazard occurred due to the
intergovernmental division of labor. Selecting cases where institutional moral hazard was
likely in some sense implies bias towards selecting positive cases regarding subquestion
1 (“How does federal financing of unemployment-related benefits in federal welfare
states affect the fiscal incentives of subnational governments to increase or decrease
the risk of unemployment?”). While selecting likely positive cases is not congruent with
the epistemological reasoning behind large-N studies, it is important and common for
process tracing studies (Blatter & Haverland, 2012, 100-102). It would not make sense
for a process tracing study into how institutional moral hazard plays out, to include cases
where it is impossible for institutional moral hazard to occur.
Second, the case selection aimed to have variation in terms of the scope conditions;
namely the generosity of unemployment-related benefits, the constitutional context and
subnational heterogeneity in terms of unemployment rates. Belgium is a case where
unemployment-related benefits are relatively generous and the US is a case where benefits
are much less generous (see the Appendix of Chapter 3 for an operationalization). Belgian
federalism is quite recent. Until 1969 this was a country with strong unitary features that
became a federation in order to manage intergovernmental tensions; a “holding-together”
federation (Stepan, 1999). The US is a country where the constituent units preceded the
federal level and came together to form one country; a “coming-together” federation
(Stepan, 1999). Regarding the regulation of unemployment, the US states have much
more autonomy than the Belgian regions. Specifically, the US states have more important
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and far-reaching political responsibilities in designing and implementing unemploymentrelated benefits and they are also partly financially responsible for those benefits.
Third, a very important consideration was accessibility. According to Blatter and Haverland
this should be an overarching principle in any process tracing study: the researcher
should have access to many sources, access to background information and able to talk to
major actors (Blatter & Haverland, 2012, 102). In this regard, the EUBS study conducted
prior to this PhD project has influenced the case selection. In that study eight countries
were examined: Australia, Austria, Belgium, Canada, Denmark, Germany, Switzerland
and the US. And so for all these cases there was the advantage of having prior knowledge.
Concerning language, the researcher is fluent in English and Dutch, and has a passive
understanding of French. Two supervisors are proficient in French and one of them, Dr.
De Deken, was willing and able to assist during interviews where the dominant language
was French. The US and Belgium therefore were advantageous because reading policydocuments and interviewing respondents could be done without the need for third-party
translation. The researcher has worked in Belgium on Belgian and US federalism prior
to conducting this research. Two of the promotors are Belgian nationals and have a deep
understanding of the country and a network of relevant actors. Finally, prior to the start of
this PhD thesis there were also already some exchanges with US policy experts. Therefore,
accessibility in these two countries was high.
This is not to say that other cases were not considered. In fact, the planning initially also
included Switzerland and Canada. But early in the process it became apparent that it was
not feasible within the time constraints of this PhD project (three years) to examine four
cases without compromising the necessary depth of analysis. Selecting multiple cases
poses a number of trade-offs, one of the most important being depth versus breadth
(Blatter & Haverland, 2012, 100). While Switzerland is an interesting case which in terms
of scope conditions is somewhat similar to Belgium30, the language barrier and lack of
network limited its accessibility. Canada is an equally relevant case but was closer to
Belgium in terms of scope conditions than the US. The combination of Belgium and the
US therefore posed the most optimal case selection given the substantive and practical
considerations mentioned above.
30 See Chapter 3, specifically the appendix for an operationalization of the scope conditions interregional heterogeneity and generosity of benefits.

59

3.3 Research transparency & ethics
“Good process tracers follow the current ‘transparency revolution’ across quantitative
and qualitative research” (Trampusch & Palier, 2016, 450). This revolution includes,
among other things, the American Political Science Association’s (APSA) Data Access and
Research Transparency (DA-RT) initiative31, incorporation of new norms of transparency
in APSA’s professional ethics in political science32 (Lupia & Elman, 2014), new standards
for journal editors signed by 27 leading political science journals (JETS)33, new methods of
citation, online repositories for data34 and the publication of online appendices.
However, some, like Jeffrey Checkel, take a critical view at the DA-RT and JETS (Checkel,
2017).35 One should think hard about what ‘transparency’ actually entails, what its purpose
is and what the ethical implications are. The APSA Ethics Guide distinguishes “production
transparency” (account of the procedures used to collect or generate data) from “analytical
transparency” (clearly explicating the links connecting data to conclusion) (APSA, 2012).
One of the most demanding requirements is publishing ‘raw’ data on online repositories.
But whether granting access to a multitude of field notes, interview transcripts,
ethnographic observations and other qualitative data actually helps transparency is
a matter of dispute (Cramer, 2015; Pachirat, 2015). Moreover, transparency can come
at great costs and it requires serious ethical considerations, especially if the research
subjects are particularly vulnerable. Attributing statements, let alone the publishing of
field notes and transcripts, can be harmful in certain contexts. Suffice to say, research
transparency in qualitative social science is still a controversial topic and researchers
have to find their own way, tailored to their own research interest and methods.
The two aforementioned categories of transparency – production and analytical – are
mostly focused on matters of empirical evidence. Büthe and Jacobs emphasize that
beyond production and analytic transparency, researchers must also be open about their
conceptual and theoretical considerations (Büthe & Jacobs, 2015). Moreover, it is good
practice to be upfront about the initial expectations of the researchers – especially in
31 See https://www.dartstatement.org/
32 See https://www.dartstatement.org/2012-apsa-ethics-guide-changes
33 See https://www.dartstatement.org/2014-journal-editors-statement-jets
34 For instance, see https://qdr.syr.edu/
35 See also https://www.prio.org/Events/Event/?x=8518. For more discussion on DA-RT and JETS see https://dialogueondart.org/ and https://www.qualtd.net/.
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inductive research. This dissertation attempts to be transparent about the inspiration
of the research (Chapter 1), about the ontology (Subsection 1.1), level of knowledge and
expectations at the start (Subsection 1.2) and the research design (Section 2). However,
steps have been taken in order to also ensure both production and analytic transparency
regarding the two chapters that relied most in qualitative data and field work: Chapter
4 and Chapter 6. A log of annotations was created for both chapters that would allow
for active citation in the case of a publication. Concretely this means that references to
qualitative data (such as transcripts) are supplemented with an annotation that includes:
an analytic note, a source excerpt, a translation of the source excerpt and the link to
the data source. The analytic note concerns a short description of how the researcher
interpreted the specific source and how that contributed to the claim made in the text.
The source excerpt is a slightly longer version of a quote, thereby providing a little bit
more context. This “Annotation for Transparent Inquiry” (ATI) is done according to the
method proposed by the Qualitative Data Repository (QDR) administered by the Syracuse
University in New York.36
Important pieces of data have also been stored on QDR and can be retrieved by readers,
though in the cases of interview transcripts access is strictly limited.37 First, much of
the quantitative data has been uploaded to QDR in three excel files: one for US social
assistance, one for US unemployment insurance and one for Belgium. These excel files
have been thoroughly formatted: the first sheet provides an overview of all the indicators
with clickable navigation, description of the indicator, the original source of the indicator
and some additional information when necessary. All indicators are provided in numerical
and illustrative (e.g. line graphs) form in many separate sheets. Without explanation,
easy navigation and source attribution, publication of raw quantitative data does not
constitute transparency. These excel files contain only public information and as such
can be downloaded freely. Second, all the different interview templates, code books, the
consent form and other additional materials can also be downloaded freely from QDR.
That way readers and/or reviewers can check how interviews have been conducted and
analyzed. Third, the most relevant policy-documents, in so far that they are public and that
there are no copyright issues, are also provided through QDR. This is to facilitate access
36 See https://qdr.syr.edu/ATI
37 See Luigjes, Christiaan. 2019. “Institutional moral hazard in the regulation of unemployment”. Qualitative Data
Repository. https://doi.org/10.5064/F65BVECY. QDR Main Collection. V2.
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and ensures continued availability of online sources. Fourth, transcripts and reports
of interviews – except for those where the respondent objected to being quoted – are
uploaded to QDR but access is strictly limited.
As mentioned above, conditional access to transcripts, even in a very limited form, requires
justification and ethical considerations such as the anonymity and safety of the respondents.
These have been addressed in the following ways. Access to the transcripts is strictly
limited. If an individual wishes to access a transcript, they may submit an application to
QDR. Access is granted only if they have an affiliation with an academic institution, if they
provide a credible research motivation and if the author of this thesis consents. Consent
will not be given if there is any possibility of a personal or professional link between the
applicant and interviewee. Furthermore, every transcript has been thoroughly anonymized:
names of respondents, names of colleagues, names of employers, details about careers
(such as position and tenure), any personal details (such as age) and any particularly
sensitive passages have been redacted. This process has been coordinated with, and
approved by, the Ethical Review Board of the University of Amsterdam. The purpose of
having anonymized transcripts available (under strict conditions to only fellow academics)
is to provide a potential check on the production process underpinning this thesis – e.g.
in the context of peer-reviews for academic journals or the assessment of this thesis as
a whole. Access will only be granted if the applicant complies with the aforementioned
conditions and has no personal or professional ties to any of the respondents, and only
for academic purposes such as the review of this research. It is important to note here
that this is an imperfect solution. The barriers to gaining access are high but that is the
price of anonymity and protecting respondents. Furthermore, it would require a great
deal of time to review even a small number of transcripts. Even then, interpreting the
transcripts is hampered by anonymization, it requires background knowledge and it
should be checked against other data points. Unfortunately there is simply no substitute
for time when it comes to interpreting qualitative data. The solution chosen here in no
way implies a normative judgment regarding the decisions made by other researchers.
Interviews with children, people addicted to drugs, people who live under authoritarian
regimes, interviews regarding political violence or suppression of human rights – just to
name a few examples – might well require even stricter access limitations; they might
even require the absence of both written transcripts and attribution/citations in texts
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altogether. Data transparency remains an ongoing debate for qualitative social scientists.
The only way forward in this regard is by researchers having an open debate and by being
transparent about the decisions that they have made.
A final point concerns the relationship between the Belgian case study (Chapter 4) and
promotor Prof. Frank Vandenbroucke. Vandenbroucke used to play an active role in the
Belgian regulation of unemployment as politician, first as federal and later as Flemish
minister. The policies he instituted are part of the research interest. While Vandenbroucke
is promotor of this PhD project as a whole, for the purposes of the Belgian case study a
‘firewall’ was created between him and the production and analytic process. First, copromotor Dr. Johan De Deken, who is also co-author was responsible for monitoring the
writing process of that Chapter. Second, Vandenbroucke has not been informed about the
identity of the Belgian respondents, with the exceptions of a three respondents where
Vandenbroucke made introductions in order to gain access. Third, Vandenbroucke has
not been granted access to the content of the transcripts and recordings, and he has
not been informed in any other way of what has been said during the interviews. This
mitigates potential bias in the interpretation of the data and ensures both anonymity of
the respondents.
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Appendix
Interview Template: federal policy-makers & TANF
The template below was used to interview US federal policy-makers and experts
regarding TANF. Slightly different templates were used for state-level policy makers. A yet
more different template was used for interviews regarding UI. However, the same basic
structure was used for all US interview templates.

A. Motivation behind welfare reform in the 1990s
1.

What was, according to you, the primary motivation behind welfare reform in the
1990s
Possibly supplement with options:
- Cutting costs/retrenchment
- Efficiency, states were already responsible for a lot of social services
- Respect for state autonomy
- Concerns about the behavior and/or incentives of states (lack of activation, driving
up federal costs)
- To improve the lives of low-income individuals
[Ask specifics: why? How was this expressed? Can you give a practical example?]

B. The relevance of federal-state relations for welfare reform
2.
-

Did federal-state relations play any role in welfare reform, and if so how?
Why, or why not?
Was it important for the reform?
What role for the intergovernmental funding structure?
What role for the division of competences?
[Ask specifics: how was this expressed? Can you give a practical example?]
3. What role, if any, did concerns about the behavior and/or incentives of states (how
states spent resources or design policies) play in welfare reform?
- How did this express itself?
- Can you give a practical policy example of how such concerns were translated
into policy?
[Possibly: give brief assessment and ask if that is a fair assessment]
C. Effect of welfare reform on federal state relations
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4.
-

5.
-

So the before the reform the division of costs and competences was as follows
[…], correct?
States implemented AFDC within a fairly strict federal framework
The federal government funded at least 55% of benefits, and as a result states
were not very sensitive to welfare dependency
How did welfare reform change this division of costs and competences?
What was the effect on the autonomy of the states
What was the effect on the state incentives regarding the design of welfare?
[Ask specifics: what was the most important element of welfare reform for the
incentives of states?]

D. Policy remedies to Moral Hazard
6.
7.
-

How, if in any way, were concerns about state behavior/incentives (moral hazard)
explicitly addressed?
If not, how would you characterize the change to block grants and the work
requirements?
If so, was it successful?
If so, how exactly did it [B.G. & W.R.] mitigate federal concerns about state
behavior?
Why was these specifics policies chosen to mitigate federal concerns?
What was the response of states to these policies?
Were there other policies considered that related to concerns about state behavior/
incentives?
Were they implemented, and why (not)?
How did they work?

E. Perceptions and motivations of other government levels
8.
9.
-

How would you characterize relations between federal and state policy-makers
preceding and during welfare reform?
Were there stumbling blocks in terms of federal-state relations and if so what
was the biggest one?
How did this relate to the initial motivation of welfare reform?
Was the federal government concerned about IMH?
Were states concerned about federal overreach?
[Ask for specifics: how was this expressed? Can you give an example?]
How did federal policy-makers perceive states and vice-versa?
As partners in welfare reform, as budget- or power-maximizers, or as primarily
65

concerned about electoral politics in their own constituency?
[Ask specifics: how did this express itself? Can you give an example?]
F. Reflecting on Institutional Moral Hazard
“For my research project, I frame federal funding for welfare as an ‘intergovernmental’ – or
‘federal-state’ – insurance. Federal funding, partially, insures states against the costs of
welfare dependency. Any insurance entails some level of moral hazard. Moral hazard means
the ability of the insured party to influence the insured risk. A classic example is that when
a person is insured for the cost of visiting the doctor, that that person will visit the doctor
more often. In the case of welfare, because of federal funding, states may be less inclined to
reduce welfare dependency vis-à-vis a situation without federal funding and/or they may be
inclined to find other ways to maximize federal funding. I call this phenomenon ‘Institutional
Moral Hazard’. In other words, the moral hazard of states. What I want to analyze is whether
the federal government has any concerns about what I call Institutional moral hazard with
regard to welfare, if and how the federal government addresses these potential concerns and
in turn how that might affects state autonomy and how states reflect on such potential federal
concerns.”
10. Do you think that this framework to analyze federal-state politics makes sense?
- If so/not, why?
- Do the governments involved ever conceive of their relationship as a type of
insurance-relationship, you think?
11. How would you characterize federal-state relations in welfare at this moment
(keeping that frame of institutional moral hazard in mind)?
- Keeping in mind this institutional moral hazard frame [if interviewee thinks it
makes sense]
- Are there currently any important stumbling blocks?
- If so: Are there any solutions for these stumbling blocks considered? If so, which
and why?
- If not: what makes the current federal-state relation working so smooth?
G. Wrapping up
-

Is there something we left out?
Thank you so much, do you have any questions for me?
Who should I talk to, to learn more?
You know how to get in touch?
Again, thank you so much!
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Interview Template: Belgian UI
The Belgian interview template has been modified vis-à-vis the US templates. This in part
reflects the different case but also changes in interviewing strategy. For example, the final
part (reflecting on institutional moral hazard) often resulted in drawn-out interactions
that did not result in much valuable research material.
A. Coherentie en motivatie achter samenwerkingsakkoord 30 april 2004
1.

2.
3.

4.

Hoe kijkt u terug op de samenwerking tussen de federale overheid en de gewesten voor 2004, betreffende de activering van mensen met een werkloosheidsverzekering?
Waarin verschilde volgens u de individuele gewestelijke strategieën van elkaar
betreffende activering van werklozen voor 2004?
Wat was volgens u de motivatie achter het samenwerkingsakkoord van 30 april
2004?
- Welke motivaties en zorgen had de federale overheid?
- Welke motivaties en zorgen hadden de gewestelijke overheden?
Welk effect had het samenwerkingsakkoord van 2004 op:
•
•
-

5.

de samenwerking tussen federale en gewestelijke actoren aangaande
activering van werklozen?
op de individuele gewestelijke strategieën aangaande activering van
werklozen?
Was het samenwerkingsakkoord van 2004 een ‘game-changer’?

Hoe veranderde het hernieuwde samenwerkingsakkoord van 6 november 2013 de
situatie?
- Welke motivaties en zorgen lagen er aan ten grondslag?
- Wat was het effect in termen van intergouvernmentele samenwerking?
- Was er een effect in termen van de individuele gewestelijke activeringsstrategieën?

B. Coherentie en motivatie achter veranderingen ten tijde van de zesde staatshervorming
6.

7.

Hoe kijkt u terug op de samenwerking tussen de federale overheid en de gewesten in de periode tussen 2004 en zesde staatshervorming, betreffende de activering van mensen met een werkloosheidsverzekering?
Waarin verschilde volgens u de individuele gewestelijke strategieën van elkaar
betreffende activering van werklozen in de periode tussen 2004 en zesde staat67

8.

9.

shervorming?
Wat was volgens u de motivatie achter de veranderingen aangaande arbeidsmarktbeleid in de zesde staatshervorming?
- Welke motivaties en zorgen had de federale overheid aangaande arbeidsmarktbeleid?
- Welke motivaties zorgen hadden de gewestelijke overheden aangaande arbeidsmarktbeleid?
Welk effect heeft de zesde staatshervorming op:
• de samenwerking tussen federale en gewestelijke actoren aangaande activering van werklozen?
• de individuele gewestelijke strategieën aangaande activering van werklozen?

C. Beleidsvrijheid
10. In welke mate hebben de samenwerkingsakkoorden de beleidsvrijheid van gewestelijke actoren veranderd?
11. In welke mate heeft de zesde staatshervorming de beleidsvrijheid van gewestelijke actoren veranderd?
D. Beleidsreactie op (gebrek aan) gewestelijke prikkels
12. Waren er zorgen over het al dan niet ontbreken van gewestelijke prikkels voor
effectief activerend arbeidsmarkt beleid? (Voorafgaand aan zowel de samenwerkingsakkoorden en de staatshervorming)
- Zo ja, van wie kwamen deze zorgen?
- Zoja, zijn deze zorgen volgens u effectief geaddresseerd in de samenwerkingsakkoorden en de staatshervorming?
E. Percepties en motivaties van andere actoren
13. Hoe percipiëren federale politici gewestelijke politici (en vice versa) in de context
van arbeidsmarktbeleid (bijvoorbeeld als partners of juist niet)?
- Hebben zij vertrouwen in elkaar en in de samenwerking?
- Is er een verschil tussen hoe federale en gewestelijke politici elkaar percipiëren en hoe federale en gewestelijke ambtenaren elkaar percipiëren?
14. Hoe percipiëren gewestelijke politici, politici uit andere gewesten?
- Hoe percipiëren ambtenaren van de verschillende gewesten elkaar?
- Is er onderling vertrouwen in het beleid van andere gewesten?
F. Recente discussie
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15. In februari berichtte De Tijd dat Vlaanderen sinds 2015 minder sancties aan werklozen oplegt vanwege achterblijvende inspanningen van de werkloze dan de RVA
deed in de jaren daarvoor. In oktober berichtte De Standaard dat Wallonië meer
sancties uitdeelt aan werklozen voor achterblijvende actieve beschikbaarheid dan
Vlaanderen deed maar ook dat deze sancties in alle drie gewesten daalden sinds
2015. Hoe kijkt u naar deze evolutie?
- Is de zesde staatshervorming een vergissing geweest?
G.
16. Afronding
-

Zijn er nog zaken die we zijn vergeten?
Heeft u nog vragen voor mij?
Zijn er nog individuen die u zou aanraden als mogelijke interviewee?
Weet u hoe u mij kan bereiken mocht dat nodig zijn?
Ontzettend bedankt.
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Coding book
The coding book provides the name of the nodes and the description of when it is applied.
The codes themselves are divided in subnodes. The main nodes are in bold, italics and
are underlined, subnodes belonging to the main nodes are in bold and underlined;
these subnodes are again divided into more fine-grained nodes which are underlined;
sometimes there is a final category which is not in bold, italics or underlined. The main
nodes are so broad that they are not used in themselves, rather it is a category or ‘theme’
that includes specific subnodes. If a section of text is coded with a subnode, it is also
coded with the main node. To clarify if a Belgian respondent discussed Art. 60 par. 7, the
section is coded with the node “Art. 60 Par. 7”, but also automatically with “Dumping”,
“Practical examples of IMH” and “Behavior”.

Node

Description

Behavior

Any mentions, examples or reflections regarding the behavior
of sub-central and federal actors that affects the regulation
of unemployment. (This is not a node in itself but only a
theme that includes subnodes)

Lessons are not
learned

Any explicit mentions of behavior by sub-central or federal
actors that reflects that lessons from reforms or IMH are not
picked up or behavior that repeats past mistakes.

Practical example
of IMH

Mentions, examples or reflections regarding sub-central
behavior in contrast with federal goals and/or sub-central
behavior that in some way could be construed as shifting
costs from the state level to the federal level. This also
explicit denials, when asked, that sub-central governments
behave in such a way.

Dumping

Art. 60 Par. 7

Mentions, examples or reflections regarding sub-central
behavior that could be construed as deflecting or moving
caseloads from state programs to federal programs. This
also includes explicit denials, when asked, that sub-central
governments behave in such a way.
Any mentions of the use of Art. 60 Par. 7 of in Belgian SA
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Ineffective
activation

Ineffective
sanctions
Other IMH
examples

Practical
examples of IMH
remedies

Mentions, examples or reflections regarding sub-central
behavior that can be construed as ineffective activation or
shirking activation requirements. This is also includes explicit
denials, when asked, that sub-central governments behave in
such a way.
Any mentions of subcentral use of sanctions that does not
comply with federal views on sanctions, potentially leading to
ineffective activation
Mentions, examples or reflections regarding sub-central
behavior that could be construed as IMH that is not dumping
or ineffective activation. This also includes explicit denials,
when asked, that sub-central governments behave in such a
way.
Any mentions, examples or reflections regarding federal
behavior that could be seen as remedying potential IMH
on the part of the sub-central governments. This also
explicit denials, when asked, that such remedies are being
implemented or that policies have such aims.

Financial
remedies

Any mentions, examples or reflections regarding policies
that alter the financial architecture of programs to alter to
financial incentives of sub-central governments in such a
way to mitigate IMH. This also includes explicit denials, when
asked, that such policies were put in place or that policies
have such remedial aims.

Minimum
requirements

Any mentions, examples or reflections regarding federal
policies that could be construed as remedying IMH through
minimum requirements. This also includes explicit denials,
when asked, that such policies were put in place or that
policies have such remedial aims.

Activation
requirements

Any mentions, examples or reflections regarding federal
policies that could be construed as remedying IMH through
minimum requirements specifically focus on activation of
beneficiaries. This also includes explicit denials, when asked,
that such policies were put in place or that policies have such
remedial aims.

Administrative
requirements

Any mentions, examples or reflections regarding federal
policies that could be construed as remedying IMH through
minimum requirements specifically focus on administrative
elements of sub-central policy. This includes imposing
eligibility criteria, generosity requirements and (nonactivation) work procedures and reporting requirements. This
also includes explicit denials, when asked, that such policies
were put in place or that policies have such remedial aims.
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Other IMH
remedies

Sub-central
autonomy

Any mentions, examples or reflections regarding federal
policies that could be construed as remedying IMH
through other means than financial remedies or minimum
requirements. This also includes explicit denials, when
asked, that such policies were put in place or that policies
have such remedial aims.
Any mentions, examples or reflections regarding behavior by
sub-central and federal actors that restrict, infringe, expand,
defend, exploit or otherwise affect sub-central autonomy.

Expanding
sub-central
autonomy

Any mentions, examples or reflections regarding behavior by
sub-central and federal actors that expand, defend, exploit or
otherwise positively affect sub-central autonomy.

Restricting
sub-central
autonomy

Any mentions, examples or reflections regarding behavior
by sub-central and federal actors that restrict, infringe or
otherwise negatively affect sub-central autonomy.

Sub-central
policy-making &
implementation

Discrepencies
in subcentral
and central
data

Any mentions, examples or reflections regarding sub-central
policy behavior, policy-making and implementation, other
than what can be construed as institutional moral hazard.
This also includes relevant idiosyncrasies of sub-central
policy-making.
Any mentions about the quality, transparency or congruency
of subcentral data versus central data. This category does
not include mentions of subcentral governments not will to
transmit data, which is headed under 'ineffective activation'.

Further
decentralization

Any mentions, examples or reflections regarding subcentral behavior that results in further decentralization of
responsibilities

Leaving money
on the table

Any mentions, examples or reflections regarding sub-central
behavior that results in not drawing down federal funds, while
being fully aware of this consequence.

Motivations

Influence of third
parties

Mentions, examples and reflections regarding the motivations
underpinning behavior and attitudes of sub-central or federal
actors. (This is not a node in itself but only a theme that
includes subnodes)
Any mentions, examples or reflections regarding the
influence by third parties (i.e. non-governmental institutions
or organizations) on the attitudes and behavior of sub-central
or federal governments.
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Motivations for
IMH or sub-central
behavior

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that can be seen as IMH
or creates tension with federal goals or policies.

Gaming federal
requirements

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension
with federal goals or policies. Specifically motivations
regarding the desire to game federal requirements or
satisfy requirements in a manner that does not achieve the
underlying goals.

Limited state
capacity

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies, that is caused by a lack of state
capacity to fulfill federal goals or regulations. This includes:
not having enough staff, not having the right systems in place
or not having enough money (though this is different from
trying to save money).

Principled
stance on
sub-central
autonomy

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations regarding a
principled stance on sub-central behavior.

Reducing
expenditures &
caseloads

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations regarding
the aim to conserve sub-central funds (this is different from a
sheer lack of funds).

Remedy
individual moral
hazard

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations regarding
the goal to remedy individual moral hazard and to activate
beneficiaries.

Sub-central
ideology

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations driven by
ideological positions on welfare state institutions (e.g. benefit
programs).
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Sub-central
anti-welfare
state ideology

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations driven by
anti-welfare state ideological sentiments, meaning: being
ideologically opposed to welfare state institutions (e.g. benefit
programs).

Sub-central
pro-welfare
state ideology

Mentions, examples and reflections regarding the underlying
motivations for sub-central behavior and attitudes, most
relevantly regarding policy-making that creates tension with
federal goals or policies. Specifically motivations driven by
pro-welfare state ideological sentiments, meaning: being
ideologically opposed to welfare state institutions (e.g. benefit
programs). This includes the desire for effective macroeconomic stabilization.

Motivations for
reform or federal
action

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH.

Electoral politics

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding electoral
considerations and politics.

Federal ideology

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations driven by ideological
positions on welfare state institutions (e.g. benefit programs).

Federal antiwelfare state
ideology

Mentions, examples and reflections regarding the
underlying motivations for federal behavior and attitudes,
most relevantly regarding policy-making that can be seen
as remedying IMH. Specifically motivations driven by by
anti-welfare state ideological sentiments, meaning: being
ideologically opposed to welfare state institutions (e.g. benefit
programs).

Federal prowelfare state
ideology

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations driven by pro-welfare
state ideological sentiments, meaning: being ideologically
opposed to welfare state institutions (e.g. benefit programs).
This includes the desire for effective macro-economic
stabilization.
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Homogeneity &
heterogeneity
of policy
responsibilities

Any mentions of creating 'homogenous policy responsibilities'
at the subcentral level or deliberately dividing policy
responsibilities over different levels as a motivation for
reform.

Increasing
sub-central
autonomy

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding the desire
to grant sub-central governments more autonomy

Reducing
expenditures &
caseloads

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding the desire
to reduce expenditures and/or caseloads.

Reducing
federal
expenditures

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations the desire to bring
down federal expenditures specifically (i.e. disregarding or
neglecting the effects on expenditures by other levels of
government).

Reducing
overall
expenditures
& caseloads

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding the desire
to bring down expenditures and/or caseloads explicitly for all
levels of government (i.e. not just the federal level)

Remedy Moral
Hazard

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding concerns
for either individual or sub-central behavior that is seen as
moral hazard.

Remedy IMH

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding subcentral behavior that can be seen as institutional moral
hazard.

Remedy
individual
moral hazard

Mentions, examples and reflections regarding the underlying
motivations for federal behavior and attitudes, most
relevantly regarding policy-making that can be seen as
remedying IMH. Specifically motivations regarding concerns
for individual moral hazard.
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Notable quotes

Quotes that capture a specific thought or sentiment in such a
way that they could be used as a heading, a code or in the text
or to represent a general sentiment.

Other policy domains

Mentions and reflection regarding other policy domains
that are closely related, or partially within, the regulation of
unemployment. (This is not a node in itself but only a theme
that includes subnodes)

Doelgroepenbeleid

Mentions and reflections regarding doelgroepenbeleid

EITC

Mentions and reflections regarding the Earned Income Tax
Credit.

Healthcare

Mentions and reflections regarding healthcare.

Kinderbijslagen

Mentions and reflections regarding Kinderbijslagen

Leefloon

Mentions and reflections regarding Leefloon

No Child Left
Behind

Mentions and reflections regarding the No Child Left Behind
program.

SNAP

Mentions and reflections regarding the Supplemental
Nutrition Assistance Program.

SSI

Mentions and reflections regarding the Supplemental
Security Income program.

SWT

Mentions and reflections regarding SWT

Trade Act

Mentions and reflections regarding the Trade Act or Trade Act
benefit programs.

Tribal TANF

Mentions and reflections regarding tribal Temporary
Assistance for Needy Families programs.

WIA and WIOA

Mentions and reflections regarding the Workforce Investment
Act and Workforce Investment and Opportunity Act or
programs that are covered by these Acts.

Perceptions

Different or
conflicting
perceptions

Any mentions, examples or reflections regarding the
perceptions (not behavior or motivations) of sub-central or
federal actors in relation to the regulation of unemployment.
(This is not a node in itself but only a theme that includes
subnodes)
Any mentions, examples or reflections regarding different
or conflicting perceptions between any sub-central and/or
federal actors (inter and intra levels of government).
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Explicit concern
for IMH

Any mentions, examples or reflections regarding concerns
(by any sub-central or federal actor) about practices that are
seen as IMH, or any explicit denials, when asked, that such
concerns are present.

Perceiving
other actors and
relationships

Any mentions, examples or reflections regarding how
actors perceive other actors and/or how they perceive the
relationship between different actors.

Budget
maximizer
Inconsiderate
& distrust

Any mentions, examples or reflections regarding sub-central
or federal actors perceiving other sub-central or federal
actor(s) as a budget maximizer.
Any mentions, examples or reflections regarding sub-central
or federal actors perceiving other sub-central or federal
actor(s) as not being uninterested, inconsiderate or uncaring
with regard to the interests and capabilities of other subcentral or federal actors. This can possibly include a distrust
of other actors.

Partner

Any mentions, examples or reflections regarding sub-central
or federal actors perceiving other sub-central or federal
actors as a partner and/or perceptions of very good and close
cooperation.

Power
maximizer

Any mentions, examples or reflections regarding sub-central
or federal actors perceiving other sub-central or federal
actor(s) as a power maximizer.

Race

Any mentions of the role of race in policy-making and
implementation within the regulation of unemployment

Reflections on IMH
framework

Statements as a response to the description of the IMH
framework by Chris or unsolicited statements that have
important conceptual bearings on the IMH framework

Solidarity &
redistribution

Any mentions, examples or reflections regarding
redistribution (interregional and/or interpersonal), or explicit
references to redistributive outcomes of policies.

Ending federal
solidarity

Mentions of potentially breaking up federal solidarity

Structural reasons
for unemployment

Explaining persisting high levels of unemployment or
persisting differences in unemployment other than factors
influenced by individual or subcentral behavior.

UI duration

Mentions of UI duration and potentially restricting it
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Unemployment
benefits and
activation in
federal welfare
states: an
institutional
moral hazard
perspective38
Christiaan Luigjes & Frank Vandenbroucke

38 In 2020 a shortened version of
this Chapter has been published as a
research article in Regional & Federal
Studies (advance online publication: 15
April 2020) under the same title.

1. Introduction
Over the last two decades, subnational39 governments have become more involved in
the ‘regulation of unemployment’, i.e. the design, implementation and financing of
unemployment-related benefits and activation policies. This trend is closely related to
the reorientation towards ‘active’ welfare states, specifically the adoption of Active Labor
Market Policies (ALMPs) (Finn, 2000; Sabatinelli, 2010). In the past, the multi-tiered
nature of welfare states has been neglected in academic literature but there is a growing
literature on intergovernmental relations in social policy (Kazepov, 2010; Obinger et al.,
2005; Van Berkel, De Graaf, & Sirovátka, 2011a). The potential for intergovernmental
tensions over burden-sharing in the regulation of unemployment (Bonoli & Trein,
2016; Bonoli, Natili, & Trein, 2019) and related coordination challenges (Øverbye et al.,
2010) are well-documented. We analyze how decentralization of responsibilities in the
regulation of unemployment can weaken the incentives for subnational governments to
minimize the risk of unemployment either through lax subnational activation policies for
federally financed benefit schemes or through shifting caseloads from subnational to
federal schemes. Such ‘institutional moral hazard’ goes beyond conflicts about ‘which
government pays for what’, it can have profound effects on solidarity, the functioning of
unemployment-related policies and intergovernmental relations.
Our research was triggered by the debate about the possibility of a European-level reinsurance of national unemployment insurance programs, which is dominated by concerns
for institutional moral hazard (Vandenbroucke, Luigjes, Wood, & Lievens, 2016); but this
European debate itself is not the subject of this Chapter. In Section 2, we hypothesize
that institutional moral hazard affects existing welfare states in which political and/or
fiscal responsibilities in the regulation of unemployment are decentralized. We therefore
analyze three federations40 where these responsibilities are decentralized (Section 3),
the United States, Switzerland and Belgium. We find that our starting hypothesis holds:
institutional moral hazard affected all three cases, but the ways in which it manifested and
was addressed, differed. The Swiss federal government closed off pathways for cantons
39 For our purposes ‘subnational’ refers to the constituent elements of a federal state.
40 We focus on federations because they offer the most fruitful starting place because the multi-tiered nature of
the regulation of unemployment is more pronounced than in unitary countries, but we do not exclude the potential for
institutional moral hazard in decentralized unitary countries.
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to shift caseloads from subnational schemes to federally financed schemes; in Belgium
the emphasis was on stricter federal requirements for regional activation efforts; while
in the US the federal government mostly utilized financial remedies in an attempt to align
federal and state incentives.
Section 4 develops general propositions regarding factors that influence whether
institutional moral hazard is perceived as a problem and how it can be mitigated: the
generosity of the insurance, the constitutional context of subnational autonomy and
interregional unemployment differences. Also, we distinguish two types of challenges by
subnational governments to federal control over the regulation of unemployment: those
that concern the interpretation of intergovernmental ‘insurance contracts’ and more
fundamental challenges regarding the legitimacy of federal control itself. We conclude by
formulating a research agenda on institutional moral hazard in different policy contexts.

2. Institutional moral hazard
In the European Monetary Union (EMU) there is an ongoing policy-debate about fiscal
stabilization and risk-sharing. One possibility suggested by the European Commission is
re-insuring national unemployment benefit schemes at the Eurozone level. The European
political debate about such proposals is dominated by the concern about ‘moral hazard’:
the fear that domestic economic, employment and fiscal policies would become lax when
unemployment-related risks would, to some extent, be pooled across EMU Member
States (Vandenbroucke, Luigjes, Wood, & Lievens, 2016). Our starting hypothesis is that
such ‘institutional’ moral hazard – that is, moral hazard in public policies – not just exercises
European policy-makers but that it A) affects existing multi-tiered welfare states and B) is
consequential for the intergovernmental division of responsibilities, especially in federations.
However, this issue has not been systematically theorized. Beyond deductively testing
the presence of and concern for institutional moral hazard, our primary aim is inductive
theory-building: to develop general propositions that can explain the variation in how
institutional moral hazard affects intergovernmental relations and how governments
respond to it.
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Institutional moral hazard is the by-product of an intergovernmental division of
responsibilities in the regulation of unemployment. While in the past research has focused
on the substance of social policies, a growing body of literature is focused on governance
aspects of social policy, including multilevel governance (Kazepov, 2010; Obinger et al.,
2005; Van Berkel, De Graaf, & Sirovátka, 2011a). The substance and governance of social
policies affect each other (Van Berkel & Borghi, 2007); specifically for the regulation of
unemployment, the substantive reorientation away from passive income-replacement
benefits and towards emphasizing activation policies went hand-in-hand with a tendency
to decentralize such policies, resulting in more pronounced multilevel governance (Finn,
2000; Sabatinelli, 2010).
Decentralizing activation policies is thought to increase their effectiveness and efficiency
vis-à-vis a centrally defined one-size-fits-all approach (López-Santana, 2015, 11). This fits
within a broader trend of adopting New Public Management (NPM) ideas in the governance
of activation policies (Weishaupt, 2010). NPM tools – such as performance management
– help policy-makers coordinate between the standardized logic of benefit administration
and the individualized and flexible logic of delivering activation services (Karjalainen,
2010). However, multilevel governance can also result in clashes of intergovernmental
interests. Fiscal federalism literature shows that governments sometimes engage in
opportunistic behavior in an attempt to shift costs associated with social policies from
one level of government to another (Bonoli & Trein, 2016; Bonoli et al., 2019). This is
perspective premised on the assumption that governments are, ceteris paribus, motivated
by the desire to relax their own budget constraints (Weingast, 2009, 283). NPM-tools
can be used by federal governments to steer subnational behavior through changing
subnational incentives.
Importantly, decentralization is not a zero-sum game; the downward transfer of
responsibilities can counterintuitively result in stronger – albeit indirect – central control
(Minas, Wright, & Van Berkel, 2012), especially if the central level uses NPM-tools to
influence subnational policy behavior (Weishaupt, 2010, 468). Because decentralization is
a complex process that can have ambiguous outcomes in terms of subnational autonomy,
we will define the conditions under which institutional moral hazard can occur. But before
we do that, we must define institutional moral hazard itself.
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Moral hazard is the ability of the insured party to influence the probability of the insured
risk and loss at a cost to the insured party that is lower than the expected gain (Barr,
2012, 92-93). We frame our analysis in terms of ‘moral hazard’ because the regulation of
unemployment is characterized by the insurance of risks. Rather than seeing unemployment
as mostly influenced by macroeconomic factors, the activation paradigm emphasizes the
individual’s responsibility to find work (Dean, 2007). From this perspective, ALMPs can be
understood to mitigate the individual-level moral hazard associated with the insurance
provided by unemployment-related benefits. When subnational governments are
responsible for activating the unemployed, the risk of unemployment is also influenced
by the effectiveness of subnational activation policies. If subnational governments do not
bear the fiscal consequences of their behavior, and if one assumes that subnational policy
behavior is (partly) influenced by financial incentives, moral hazard is also situated at the
institutional level. We focus on two forms of institutional moral hazard.41 First, ‘ineffective
activation’, whereby subnational governments do not meet federal expectations about
the reduction of unemployment through ALMPs. The second form is ‘dumping’, whereby
subnational governments shift beneficiaries from subnationally financed schemes to
federally financed schemes.
For institutional moral hazard to occur it is necessary that subnational governments
are tasked with particular responsibilities.42 The literature distinguishes between
administrative, political and fiscal responsibilities (Falleti, 2005; López-Santana, 2015,
14-16). Incentives for ineffective activation arise when the federal government (partly)
finances individual benefits of a particular scheme while subnational governments have
political responsibility for activating the beneficiaries of that scheme. For instance,
41 We confine our analysis to the regulation of unemployment and these forms are the result of policies developed
within that policy area. While weak subnational economic and education policies also affect the risk of unemployment,
these policy areas involve different actors at the political and bureaucratic level. The link between policies developed
within the regulation of unemployment and the risk of unemployment is more direct, and therefore politically more
salient.
42 We focus on intergovernmental decentralization because political and fiscal responsibility can only be transferred
to subnational governments (López-Santana, 2015, 14-16). Once political authority is decentralized, the ability of central governments to regulate the behavior of subnational governments, as part of the ‘insurance contract’, is no longer
absolute. In such cases, the insurance analogy is appropriate because an insurer can impose conditions in the context
of the insurance, but otherwise has no legitimate control over the insured party’s behavior. Subnational governments
are politically accountable to their own constituencies and on that basis they can challenge the legitimacy of central
control. When only administrative responsibilities are decentralized to local branches of central institutions (intragovernmental decentralization) or to non-governmental parties (delegation), traditional principal-agent theories are more
appropriate because these theories assume that a principal’s control is only limited by cost-effectiveness (Miller, 2005,
205-206), and do not consider conflicts about the legitimacy of central control.
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subnational governments can ‘park’ beneficiaries in programs that do little to help them
get back to work. Incentives for dumping arise when the federal government finances
one benefit scheme and subnational governments fund a related benefit scheme. For
instance, subnational governments can encourage applicants to subnational schemes to
apply for a federally financed benefit instead. Dumping caseloads is a way for subnational
governments to balance their objectives of ‘owning’ social policies, which enhances their
legitimacy, while avoiding the related budgetary costs (Bonoli, Natili, & Trein, 2019).
The literature discusses ways in which central governments try to ensure subnational
compliance with central goals (Braun & Trein, 2014, 806), including rules and regulations
but increasingly also performance management and funding regimes regarding activation
policies (Van Berkel & Borghi, 2008, 396). Inspired by this we identify two remedies to
institutional moral hazard: financial remedies and minimum requirements regarding
subnational policies. Insurance implies the existence of a contract that regulates pay-outs
and the conditions under which those pay-outs occur. Financial remedies affect subnational
incentives by changing the level and/or the structure of pay-outs. For instance, federal
governments can make subnational governments finance a part of a benefit scheme for
which subnational governments design ALMPs, to make them sensitive to the outcomes
of ALMPs. Federal governments might also stop financing individual benefits and provide
lump-sum block grants to subnational governments instead; this decouples the level
of federal financing and the number of beneficiaries. Minimum requirements codify the
conditions for federal financing and the responsibilities of subnational governments
through regulation and/or performance management. For example, federal governments
can oblige subnational government to use certain types of ALMPs, to provide ALMPs within
predetermined intervals and/or to achieve performance targets. The degree to which the
‘contract’ is codified determines the level of subnational autonomy: if it is fuzzy there
is ample room for subnational autonomy, if there are detailed minimum requirements
subnational autonomy diminishes. Admittedly, the insurance metaphor has its limitations:
subnational entities do not pay a specific, identifiable ‘insurance premium’ to the federal
government in return for its coverage of unemployment risks.
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3. Institutional moral hazard in
three cases
We test our starting hypothesis of whether and how the decentralization of political and/
or fiscal responsibilities in the regulation of unemployment leads to institutional moral
hazard by analyzing three federal countries – Switzerland, Belgium and the United States
– where relevant political and/or fiscal responsibilities are transferred to subnational
governments. Our primary aim is theory-building: developing general propositions about
what affects the salience of institutional moral hazard and what affects the manner in
which different federal governments mitigate it. We focus on federations since we expect
that in federations the dynamic of institutional moral hazard is the most pronounced.
First, in federations it is more likely that subnational governments have significant
political and fiscal responsibilities. Second, in contrast to unitary countries, subnational
responsibilities are often constitutionally guaranteed and federal governments cannot
decentralize and recentralize in a discretionary manner (Minas & Øverbye, 2010). While we
think institutional moral hazard can occur in decentralized unitary countries, federations
offer the most fruitful starting place to explore this policy issue.
In Belgium and Switzerland, the federal government finances and regulates UI while for
American UI political and fiscal responsibilities are shared between the federal and state
level. In all three cases, subnational governments have fiscal and political responsibilities
in SA and activation policies. We therefore expect institutional moral hazard, our outcome
of interest, to be present. In short, we focus on ‘most likely cases’. However, the cases
are quite different in terms of generosity of unemployment-related benefits, number
and heterogeneity of constituent units, methods and degree of burden-sharing, and
the constitutional context of subnational autonomy.43 These factors can be expected to
influence the salience of institutional moral hazard, the possibility to remedy institutional
moral hazard and the extent to which subnational governments will challenge proposed
remedies. Furthermore, these cases represent a North-American country, a non-EU
European country and an EU Member State. By applying a most likely case-design we test
whether the institutional moral hazard perspective holds in very different contexts and we
43 See the online appendix B for a comparison of these factors.
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maximize the range of policy-experiences from which we can draw lessons and develop
general claims. Such a design fits our theory-building aim (Rohlfing, 2012, 84-90).

3.1 Switzerland
In this Subsection, we explain that federal attempts at centralizing UI activation and
cantonal SA schemes were relatively unsuccessful. The federal government did limit the
extent to which cantons were able to ‘dump’ SA beneficiaries in federally financed schemes
by tightening the eligibility criteria for federal schemes. We discuss federal concerns
about ineffective UI activation, about the differences between cantonal SA programs, and
about perverse interactions between cantonal and federal schemes.
UI benefits are federally designed and financed (or ‘insured’). Activation is also federally
financed, while administrative and political responsibilities over ALMPs have historically
been mostly cantonal and/or municipal. Consequentially, those subnational governments
have no financial incentive to activate UI beneficiaries effectively. In 1995, following an
unemployment crisis, the federal government started to emphasize activation and
transferred the political responsibility for activation from municipalities to the cantons,
which had to create new activation offices. The federal government assumed financial
responsibilities for activation policies. The intent was to centralize the management of
these new offices by setting federal performance standards for how many unemployed
needed to be enrolled in ALMPs, but this was seen as too rigid and suboptimal (Duell et al.,
2010, 51). Other proposals to further strengthen federal control through the imposition of
output-based targets were unsuccessful (Ehrler & Sager, 2011, 162). Instead the federal
government opted to introduce a more relaxed performance measurement backed up
by a (cantonal) peer-review system (Bertozzi, Bonoli, & Ross, 2008, 146). Originally,
the performance measurement system was paired with a bonus/malus system, but
several cantons questioned the validity of indicators underpinning the bonus/malus
and that element was quietly dropped (Duell et al., 2010, 15). Summing up, attempts to
increase federal control over UI activation were not very successful and cantons pushed
back against the validity and legitimacy of federal control. Currently, federal legislation
prescribes a number of minimum requirements for cantonal policy-behavior, such as
a broad categorization of ALMPs that can be implemented and a predetermined time88

table for interviews with the unemployed. But in general, the cantons have broad political
responsibility over ALMPs, and as a result, stark differences in strategies and performance
persist (Bertozzi et al., 2008, 146-148; Duell et al., 2010, 49). Federal control over cantonal
activation policies lacks bite as it relies mostly on publishing performance reviews and the
existing minimum requirements are modest.
Unlike UI, SA is in every respect a cantonal responsibility. Cantonal SA schemes were,
and still are, very diverse. The federal government was concerned about the fragmented
nature of SA, which is not necessarily the same as being concerned about institutional
moral hazard. Nonetheless, the two concerns were related because the cantonal autonomy
that was at the root of the fragmentation also led to perverse interactions with federal
schemes. SA interacted with federal schemes in several ways. The cantonal activation
offices could serve both UI and SA beneficiaries. Therefore, the cantons had incentives to
prioritize activation of their own SA caseload. Furthermore, the federal government also
grew concerned over the ‘dumping’ of SA caseloads in two federal schemes (Bonoli &
Champion, 2014, 9-11). First, since the 1990s, several cantons used job creation programs
as ALMPs to requalify SA beneficiaries for UI. In some cantons, notably Geneva, these
practices were implemented rather openly (ibid, 10), which signaled that cantons felt
they were within their rights. Second, several cantons actively encouraged and assisted
SA beneficiaries in filing for disability insurance and sometimes even paid legal fees to
appeal the dismissal of claims (ibid, 10). Between 1990 and 2003 the disability insurance
caseload nearly doubled in size (Champion, 2011, 124), which the federal government
interpreted as the result of dumping. Cantons themselves perceived this as the correct
application of the law.
The fragmentation in SA prompted federal centralization attempts in the mid-2000s
(Bonoli & Champion, 2014, 14-15). These attempts were met by cantonal resistance.
Centralization ultimately proved unsuccessful because the political risks of limiting
cantonal autonomy were seen as too high; also, SA caseloads eventually stopped rising
which diminished the urgency to centralize (ibid, 16). Instead, governments opted for
intergovernmental collaboration between cantons and institutions responsible for federal
schemes, and also cooperation between cantons themselves. The latter produced nonbinding inter-cantonal SA guidelines, which did something to harmonize SA schemes
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but did not increase federal control. The federal government was able limit perverse
interactions. First, it utilized financial remedies to mitigate the moral hazard of cantons
using UI activation-funds for their own SA caseload. In 2008 measures were introduced
which entailed that cantons must co-finance ALMPs provided to SA beneficiaries and
which capped federal contributions to cantonal offices (Duell et al. 2010, 53-55). Second,
in response to the rising disability caseloads, the federal government changed the
eligibility criteria for disability insurance in 2004 and 2008, largely preventing caseload
transfers from SA (Bonoli & Trein, 2016, 609). Third, the federal government also tightened
eligibility criteria for UI in 2011. In short, while centralization attempts failed, the federal
government used unilateral changes to eligibility criteria of federal schemes and financial
remedies – in the case of federal activation funding – to mitigate perceived institutional
moral hazard.
While we find support for our starting hypothesis that institutional moral hazard affected
the Swiss regulation of unemployment and that this led to concerns from federal policymakers, we also find that cantonal autonomy limited the degree to which the federal
government could address its concerns. Despite strong intergovernmental tensions
over institutional moral hazard, cantons are relatively successful in protecting their
political autonomy against centralization attempts. Moreover, because SA is cantonal,
the potential for financial remedies to affect cantonal SA policies is limited. The federal
government was, however, more successful in closing off interactions between cantonal
SA and federally insured schemes.

3.2 Belgium
In Belgium, major political conflict over federal solidarity in UI led to a strengthening of
minimum requirements for UI activation in 2004. However, no major changes occurred
in SA. In this Subsection, we discuss the tensions over UI activation, the most recent
constitutional reform and the relative lack of concern for institutional moral hazard in SA.
UI benefits are federally financed, while political and administrative responsibilities over
activation have been mostly regional since the 1980s; yet, the federal level was in charge
of monitoring job-search behavior and sanctioning UI beneficiaries. The regions wanted
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to develop ‘positive’ ALMPs, largely disconnected from sanctions. In 1999, the Verhofstadt
government launched the ‘active welfare state’, and regional UI activation became a salient
issue. There were significant disparities between both the employment performance of
the regions and the activation strategies they adopted. Regional governments had little
financial incentive to activate effectively. The challenge was deeply political. Flemish
nationalism had become increasingly focused on fiscal transfers to Wallonia (Béland and
Lecours 2005, 273). The Walloon and Brussels regional authorities were associated with
“a culture of dependency” (ibid, 273); according to the Flemish nationalists this could
only be ended by splitting social security. Walloon and Brussels policy-makers argued
that their comparatively high unemployment rates were due to exogenous structural
factors such as migration and deindustrialization. In 2004, the Verhofstadt II government
addressed the issue and negotiated a federal-regional cooperation agreement, based on
detailed minimum requirements for regional activation and enhanced federal-regional
cooperation. This resulted in a consistent activation effort, intensified federal-regional
cooperation, and regional convergence regarding the way activation was organized
(Vandenbroucke et al., 2016, 60). The 2004 agreement explicitly addressed institutional
moral hazard with strict minimum requirements. It codified requirements (e.g. at which
intervals and with which clients the regions had to conduct interviews), and established a
close-monitoring and gradual sanctioning system for the individuals concerned.
Although the federal-regional cooperation agreement was successful, it could be
considered as a ‘second-best solution’ (Vandenbroucke, 2007): according to this political
argument, ideally, all the instruments of activation, including punitive ones, had to be
concentrated at one level of government for it to be maximally efficient and humane.
Between 2009 and 2011 a new constitutional reform was negotiated, which went into
effect in 2015. The reform decentralized more political responsibilities for UI activation: all
activation, monitoring and sanctioning instruments were transferred to the regions, but
within a normative federal framework. This included the transfer of fiscal responsibilities
for activation, which until then was partly federal. This reform did not include specific
financial incentives for the regions to mitigate institutional moral hazard (which could be
expected to increase again); but it was accompanied by a new federal-regional agreement
in 2015, with minimum requirements for regional activation. So although regions gained
more competencies, their autonomy in the treatment of unemployed people remained
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limited by federal regulation.
The constitutional reform also affected SA activation. Because UI can be prolonged
indefinitely, SA used to play a marginal role in Belgium; however, the relative size of the
SA caseload has been steadily increasing (Van Mechelen, Zamora, & Cantillon, 2016).
SA benefits were, and still are, federally co-insured for at least 50-65 percent and the
municipalities finance the rest. The federal government organized and funded SA
activation instruments, but left considerable political autonomy to the municipalities.
Traditionally, municipalities focused most on the well-being of their clients. In 2002 a
new federal law shifted the discourse on SA policy more towards activation (De Bie &
Vandenbussche, 2016; Vandenbroucke, Luigjes, & Lievens, 2016). Nevertheless, federal
minimum requirements remained vague and municipal political responsibility was largely
untouched. Municipalities applied different activation strategies (Bogaerts et al., 2010;
Hermans, 2005). Despite the federal and municipal co-financing of benefits, there was
no structural transmission of information between the municipalities and the federal
government concerning SA activation. With the constitutional reform, the regions took
over the former federal political responsibilities in regulating and financing all activation
responsibilities, including SA. The municipal role remained unchanged, meaning that
municipalities still implement benefits and ALMPs and retain their fiscal responsibility for
SA benefits. Even though the regions may be better equipped to integrate the municipal
policies in their overall activation effort and to monitor their performance (compared to
the federal government), they have no financial incentive to do so effectively. Additionally,
it is common practice in Belgium to use work programs to shift persons from SA to UI.44
This is explicitly allowed, and at times even promoted, by the federal government and not
regarded as dumping – contrary to Switzerland.
While we find that concerns about ineffective UI activation polarized the public debate,
institutional moral hazard in SA is, so far, not a salient issue. The combination of
municipal autonomy and inter-municipal solidarity (via federal and regional funding)
is deeply entrenched in the Belgian political fabric, whilst inter-regional solidarity has
been controversial for many years. The Belgian case demonstrated the importance of
subnational differences in unemployment performance but also that there are differences
44 On differences in the use of such practices and in municipal performance, see Vandenbroucke, Luigjes and Lievens
(2016).
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in the extent to which institutional moral hazard is perceived as a problem in UI versus SA.

3.3 United States
The US federal government is reluctant to restrict state autonomy. Instead it relies more
on financial incentives to steer state behavior. We will discuss UI and the impact of the
recent crisis, and subsequently the major reform of SA in 1996 and how that relates to
interactions between the different state and federal SA programs.
Political responsibility for UI is a federal-state cooperation. The federal government
imposes administrative minimum requirements for state UI programs, but important
parameters (e.g. eligibility and generosity) are set by the states. The federal government
finances the administration costs through a payroll tax on employers. States finance
benefits from their UI trust funds through their own payroll taxes. Hence, states have
incentives to keep UI caseloads as low as possible and to reduce their tax pressure on
employers. When state trust funds are depleted, the federal government steps in to
finance UI benefits. To prevent states from relying on federal fiscal support, the federal
backstop is a loan which has to be repaid. Moreover, if a state continues to borrow for over
a year, the federal government will increase its tax pressure by applying ‘penalty rates’
on employers in that state, putting political pressure on the state government to refill its
trust fund. So, in principle, the design of the UI system mitigates that moral hazard.
The federal penalties are meant to pressure states to maintain adequate trust fund solvency.
However, because federal financing requirements and penalties for state borrowing have
not been changed (or even indexed) since 1983, the system is becoming ineffective. As a
result, before the crisis, the vast majority of state trust funds did not meet (non-binding)
federal solvency targets (GAO, 2010, 10-12) and during the Great Recession 36 state trust
funds became insolvent and had to borrow. Additionally, when unemployment levels rise
extraordinarily fast, the federal government extends state UI benefits. During the previous
crisis, federally financed benefits extended the maximum duration of state UI benefits from
26 up to 99 weeks.45 Thus, the federal government financed both depleted state trust funds
and extended benefits. To regain solvency, some states increased their UI payroll taxes,
45 We refer here to the Extended Benefit program (normally co-insured 50/50 but during the crisis completely federally funded) and Emergency Unemployment Compensation.
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but many states also responded by restricting eligibility and making UI less generous.
While this might be opportunistic state-level behavior, it is not institutional moral hazard
as it does not increase the risk of unemployment. The Obama administration wanted
states to maintain generosity of state UI programs and therefore, it created minimum
requirements regarding state UI programs as a condition for federally funded extended
benefits. But these minimum requirements could be circumvented and they were limited
to the duration of the extended programs that ended in 2014, after which the states were
free to reduce both generosity and coverage – which many states did.
Also the states had no financial incentives to effectively activate beneficiaries of federally
financed extended benefits. Again this was addressed through some federal minimum
requirements that were aimed at state activation efforts for people receiving extended
benefits (Klerman, 2013). But the Obama administration was more concerned about state
trust fund solvency and the generosity and coverage of state UI benefits than ineffective
activation. In short, federal concerns focused on the economic stabilization function of
state UI programs and state reliance on federal funding. The extraordinary situation of
the Great Recession and all the federal dollars flowing into the UI system legitimated
the imposition of stricter minimum requirements by the federal level, but as the crisis
subsided that consensus quickly dissipated.
SA in the US is more residual and targeted than in our other cases. Before 1996, the
main SA program (Aid for Families with Dependent Children, AFDC) was implemented
by the states within a federal regulatory framework that left relatively little political
responsibility for states. This scheme was focused on families with children, in particular
on single mothers. Benefits were federally co-insured for 50 up to almost 85 percent,
depending on the state. In the 1990s, federal actors grew increasingly concerned about
growing AFDC-caseloads and ineffective activation efforts. At the same time, state
agitation for more autonomy in SA resonated with federal policy-makers (Haskins, 2006,
35). Many states had already received waivers from federal AFDC legislation, which in
their eyes was too constraining. The 1996 reform addressed both federal concerns about
rapidly growing caseloads and state concerns about constraining federal legislation with
financial remedies. AFDC was transformed into a block grant funded system: Temporary
Assistance for Needy Families (TANF) which was still mostly focused on single mothers.
94

The federal government legislated mandatory time-limits for TANF benefit duration to
limit individual-level moral hazard. Because of the block grants, states no longer had “the
promise of increased federal funds as an incentive for greater outlays of state dollars”
(Hoke, 1998, 120). In return, while TANF included some minimum requirements regarding
activation, state-level political responsibility regarding SA was greatly expanded. Initially,
caseloads shrunk enormously, partly because of the time-limits. But as those reductions
levelled off by 2000, states easily circumvented the limited federal activation requirements
through loopholes (Germanis, 2016). Moreover, their newfound autonomy enabled states
to redirect their block grant funds away from SA benefits and towards supplanting existing
state expenditures (Germanis, 2015, 32). Although states argued they operated within their
legal prerogative, in 2001 the Bush administration proposed to substantially strengthen
federal minimum requirements regarding state TANF programs. States perceived this
move as federal overreach. The debate waged until 2005, when a watered-down version
of the initial proposal was finally passed (Allard, 2007). The watered-down version of
the minimum requirements had a lot of loopholes and states are still able to use TANF
as a “slush fund” (Germanis, 2015, 40, 53). In short, since the 1996 reform, the federal
government’s ability to regain control over TANF has been very limited.
State-run TANF programs interact with several federal SA-adjacent programs. States
have fiscal incentives to move people from AFDC/TANF to Supplemental Security Income
(SSI), a federal disability scheme. In the early 1990s, SSI caseloads exploded (Berkowitz &
DeWitt, 2013, 181-183). There was evidence that pointed to caseload transfers from AFDC
to SSI as a contributing factor (Kubik, 2003). The 1996 reform included some measures
to restrict access to SSI (Rogowski et al., 2002), making such transfers more difficult. Ten
years after the introduction of TANF, the fiscal gains for states to shift a beneficiary from
TANF to SSI have increased and evidence suggests that such transfers continued after
1996 (Wamhoff & Wiseman, 2006). TANF also interacts with food stamps (Supplemental
Nutrition Assistance Program, SNAP), which are almost completely federally regulated
and financed, with only administrative state-level responsibilities (Moffitt, 2015). A recent
study finds that a significant portion of state savings on TANF cash benefits are replaced
by federal expenditures on SNAP and SSI (Chapter 5). Some of these issues have been
noted in federal reports (GAO, 2001; GAO, 2012) but after the 2005 reform, there has been
little federal appetite to reform TANF regulations.
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In the US, as in the European cases, institutional moral hazard is both present and caused
concerns among policy-makers. In terms of resolving such concerns, the emphasis is
more on financial remedies than minimum requirements. UI is based on a sophisticated
financial design and the AFDC-TANF transformation combines more autonomy with the
switch from co-insurance to block grants. In general, the federal government seems very
reluctant or unable to address institutional moral hazard through limiting state autonomy.
The US case, therefore, suggests a link between how closely guarded subnational
autonomy is and the way in which institutional moral hazard can be addressed.

4. Discussion
We find that our starting hypothesis holds: in all three cases institutional moral hazard
has A) affected the regulation of unemployment and B) led to intergovernmental tensions
and ultimately to reforms. However, the guise it took, the level of federal concerns and the
way in which it was remedied, differed between the cases. We first summarize differences
and similarities between how institutional moral hazard affected the three cases and
how it has been dealt with. We then formulate three propositions that aim to explain the
observed variation and distinguish two types of intergovernmental conflict that can arise.

4.1 Variation and similarities between the three cases
In Switzerland and Belgium, UI is relatively generous (Table 3.1); in these cases, a dominant
institutional moral hazard concern was ineffective UI activation. In the US, concerns
about ineffective activation related mostly to SA rather than UI because under normal
circumstances states finance UI benefits themselves, which precludes incentives for
ineffective activation. When the US federal government financed extended benefits, there
were some federal concerns about ineffective state activation efforts.46 The Belgian case
is interesting in this regard because UI activation was fiercely politicized, while possible
ineffective activation of federally co-insured SA received little attention. This can be
partially explained by a difference in generosity between UI and SA: the level of UI benefits
46 However, during that time the federal government was more concerned about states not being generous enough
for UI to act as a macroeconomic stabilizer. This reflects that both conditionality and opportunistic use of federal grants
are relatively uncontroversial during economic crises (Trein, 2019, 6).
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can be higher, UI is not mean-tested (as is SA), and UI benefits are in principle unlimited
in time. Another partial explanation is that Belgian regional unemployment performance
were structurally divergent and that the resulting interregional redistribution is highly
controversial.
In Switzerland there was cantonal resistance against centralization of both UI activation
and SA. Especially SA has long been a cantonal prerogative, any attempts to centralize
it were seen as unconstitutional, but even federal attempts to assert more control over
cantonal UI activation were largely thwarted in the name of cantonal autonomy. In the US,
state-led agitation against federal SA regulations resulted in expanded state autonomy
during the 1996 TANF reform, and the federal government had to resort to financial
remedies to mitigate concerns about ineffective activation.47 A subsequent modest federal
attempt to regain more control over TANF led to a very drawn-out political struggle which
resulted in ineffective watered-down minimum requirements. And in Belgium, strong
concerns about ineffective UI activation were addressed through cooperation agreements
– not unilateral federal dictates.
In our cases, different benefit schemes interact but the degree to which this is
problematized varies. Interactions between benefit schemes were prominent subject
of disputes in Switzerland and the Swiss federal government closed off pathways for
interactions between cantonal SA and federal schemes. Similar interactions in the US
were addressed in 1996 but have gone relatively uncontested since. In Belgium, transfers
from SA to UI were explicitly allowed and even promoted by the federal government. This
relatively unusual feature can be explained by the fact that, historically, SA was seen as
only a very marginal, residual instrument of social protection in Belgium.

47 Although the US federal government utilized financial remedies more than the Swiss and Belgian federal governments, there is no clear-cut dichotomy between choosing financial remedies and choosing minimum requirements.
The two types of remedies are not mutually exclusive.
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Table 3.1 Overview of generosity and government expenditures on unemployment insurance and social assistance
in the three cases during the time periods discussed. Source: OECD tax-benefit database & SOCX database.
Unemployment insurance
Country

Time period

Gross

Maximum duration

replacement rate
Switzerland

Introduction cantonal

Reform of activation

activation (1995)

(1999-2008)

Expenditure
as % of GDP2

1

30%

104 weeks

29 to 37%

104 weeks

0,4 to 1,0%

Belgium

Cooperation

42%

Unlimited*

Sixth - reform (2009-

agreement (2003-

2011)

2004)
37-38%

Unlimited*

3 to 3,1%

United States

Extended and

23%**

99 weeks

0,9%

2,8%

0,4%

emergency UI
benefits (2008-2014)
Social assistance
Country

Time period

Benefit as % of

Maximum duration

average wage3
Switzerland

Reform of activation (1999-

Expenditure
as % of GDP4

21 to 28,6%**

Unlimited

0,2 to 0,4%

21 to 22,2%**

Unlimited

0,3 to 0,4%

26,8%**

Unlimited

0,5%

Not available

No federal limit

0,3%

2,8%

Federal limit: 60

0,1%

2008)
Debate on SA centralization
(2004-2008)
Belgium

Constitutional reform (20092011)

United States

AFDC-TANF
(1995-1996)
TANF reauthorization (2005)

months
1) OECD tax-benefit database: (summary measure of benefit entitlements) average of the gross unemployment benefit replacement rates for two earnings levels, three family situations and three durations of unemployment, 2001,
2003, 2005, 2007, 2009, 2011. 2) SOCX database: unemployment benefits (10-7-1-1-1), 1990-2013. 3) OECD tax-benefit database: maximum amounts of SA benefits for head of household + spouse in percentage of average wage,
2002, 2005, 2007, 2010. US: maximum amounts of family benefits (TANF) for a household with one child aged 3-12,
in percentage of average wage, based on Michigan, 2002, 2005, 2007, 2010. 4) SOCX database: income maintenance
(10-9-1-1-1/2/3/4, includes other spending than SA cash benefits, for USA 1995: 10-5-1-1-1 + 10-7-1-1-2, USA
1997-2012: 10-5-1-1-2 + 10-7-1-1-3, 19, USA 1996=missing), 1990-2012. *) Contingent on renewal by authorities. **)
Nearest available years.
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4.2 General propositions regarding institutional moral
hazard
Based on our analysis, we identify three factors that affect the salience of institutional
moral hazard and the way in which it is remedied (or not). First, the generosity of benefits
(Table 3.1).48 Generosity of benefits affects the overall level of spending that is involved,
which affects the political sensitivity to the risk of unemployment. More importantly, high
generosity implies more individual moral hazard and increases the urgency of effective
activation, which in turn puts more pressure on subnational governments responsible for
ALMPs. Thus, we claim that the more generous benefits are and the more generous the
federal financing is, the higher the salience of institutional moral hazard (Table 3.2).

Table 3.2. Generosity of benefit schemes and federal insurance and the salience of institutional moral hazard.
Ungenerous federal insurance

Ungenerous benefits

Generous federal insurance

Low salience: due to a low potential

Moderate salience: while there is some

for institutional moral hazard.

potential for institutional moral hazard,
it is limited by low individual-level moral
hazard.

Generous benefits

Moderate salience: while there

High salience: due to a high potential for

is some potential for institutional

institutional moral hazard.

moral hazard, it is limited by high
subnational sensitivity to the risk of
unemployment.

Second, our cases demonstrate the importance of the constitutional context of subnational
autonomy. ‘Owning’ social policies enhances the legitimacy of subnational governments,
which is why centralizing them could lead to intergovernmental conflict (Bonoli, Natili, &
Trein, 2019). Since concerns about institutional moral hazard have to be balanced against
the political sensitivity of subnational autonomy, federal governments have to tread lightly.
Partly, this reflects the political realities of federations, where central governments are
more constrained in using hard measures to overcome coordination challenges vis-à-vis
unitary countries (Øverbye et al., 2010). The more subnational autonomy is constitutionally
entrenched, the more difficult and contentious minimum requirements will be. This is a
48 See the Figure 3.A1 in the Appendix for a comparison, including measures of heterogeneity, qualitative assessments of constitutional contexts, concerns about institutional moral hazard and policy remedies implemented.
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matter of degree, however, because we have seen that even federal governments do not
shy away from minimum requirements. So our contention is that the more subnational
autonomy is constitutionally entrenched, the less federal governments can rely on
minimum requirements.
Third, the Belgian experience further suggests that regional differences in employment
performance contribute to the salience of institutional moral hazard. If such differences are
structural, benefits are perceived as permanent, redistributive transfers; this undermines
the very notion of insurance-based solidarity. This chimes with Trein’s expectation that
in countries with heterogeneous collective identities such as Belgium, clear distinctions
between net-payers and net-receivers negatively affect solidarity (Trein, 2019, 6-7).
Furthermore, interregional differences easily convey the idea that policy differences are
the causal factor, regardless of whether this is accurate. The heightened salience, in turn,
can push governments to confront institutional moral hazard. From this we derive that
clear structural differences in subnational employment rates increase the concern for
institutional moral hazard.
It seems that the dynamic of SA differs from that of UI for reasons that apply to many
countries. This can be explained by our first two propositions above. In our cases, federal
governments were either less concerned about SA-related moral hazard or less inclined
to limit subnational political responsibilities. SA is not only often less generous than UI
benefits, SA beneficiaries are seen to have more substantial and more complex needs than
UI beneficiaries which is why many countries allow more subnational autonomy and less
codified work requirements in dealing with SA caseloads vis-à-vis UI caseloads (Minas et
al., 2012, 288; Van Berkel, De Graaf, & Sirovátka, 2011b, 241). Moreover, local autonomy
regarding SA often has a long historical pedigree, and local governments are in nearly
all contemporary welfare states the level of government that is trusted most by citizens
(Fitzgerald & Wolak, 2016). All these factors limit both concern about and initiatives against
institutional moral hazard. And when federal governments partially finance SA, they seem
more ready to resort to financial remedies rather than limit subnational autonomy.
The analysis of our cases allows us to distinguish two types of challenges to federal
control. First, challenges can arise over the interpretation of the ‘insurance contract’.
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Disentangling the manifestation of true risks and the impact of behavior is difficult and to
a large degree a matter of perception, which in turn can lead to conflict. For instance, while
Flemish nationalists argued that Walloon and Brussels comparatively poor employment
performance was mostly due to institutional moral hazard, Walloon and Brussels policymakers themselves argued that it was caused by exogenous circumstances. Similar
issues can arise over the performance measures that federal governments use to monitor
or influence subnational behavior. Specifically, subnational governments can argue that
(proposed) targets are not valid indicators to gage or steer their performance, as illustrated
by Swiss debates over the possibility of a bonus/malus system for UI activation. Another
instance of this same type of challenge can occur over whether transfers of caseloads
from subnationally financed schemes to federally financed schemes constitute dumping.
Again, the challenge addresses the extent to which a manifested ‘risk’ (in this case the
number of claimants of federally financed schemes) is influenced by subnational behavior.
When Swiss cantons shifted caseloads from SA to both UI and disability insurance,
the federal government perceived this as cantons ‘dumping’ their caseloads in federal
schemes, while the cantons themselves argued that they were acting in within both the
spirit and the letter of the law.
The second, more fundamental, type of challenge can arise when minimum requirements
are imposed by a federal government as part of the ‘insurance contract’: which subnational
governments sometimes perceive as federal ‘overreach’. We saw this in Switzerland
during the initial federal attempts to dictate UI activation policies and in debates over
centralizing SA. We find another example of this in the US during debate over stricter
minimum requirements for TANF where states put up a strong resistance against what
they perceived as violation of their political autonomy.

5. Conclusion
The reorientation of welfare states towards activation policies went hand-in-hand
with a tendency to decentralize such policies, resulting in more pronounced multilevel
governance. Our findings suggest that multilevel governance in the regulation of
unemployment can lead to intergovernmental tensions, specifically institutional moral
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hazard, which in turn give rise to further reforms of the regulation of unemployment. Our
theoretical framework conceptualizes intergovernmental relations in the regulation of
unemployment as federal-subnational insurance contracts. In Switzerland, the two main
issues were ineffective activation of UI and the dumping of SA caseloads. In Belgium, the
issue of ineffective activation of UI has been fiercely politicized for years, but policy-makers
were unconcerned by dumping practices. In the US, most concerns about institutional
moral hazard related to SA, and US federal policy-makers emphasized financial remedies
over minimum requirements.
We identified three factors that can explain the observed variation between our cases:
the generosity of insurance, the constitutional context of subnational autonomy and
structural differences in subnational employment performance. Furthermore, we
distinguish between two types of intergovernmental challenges: one whereby subnational
governments question the federal interpretation of the insurance contract and another
whereby subnational governments fundamentally reject the federal authority to regulate
their policy-behavior. Further research is needed to analyze whether our perspective
holds for other multi-tiered welfare states, specifically decentralized unitary countries.
In contrast to federations, subnational governments in decentralized unitary countries
generally have less constitutional autonomy and less fiscal capacity. Thus it is likely that
central governments in such countries, when faced with institutional moral hazard, will
rely more on minimum requirements than financial remedies.
Our findings are also relevant in the context of European debates on ‘risk-sharing’ in
the Monetary Union, particularly regarding proposals to create a Eurozone scheme of
unemployment re-insurance (European Commission, 2017, 25-26). While the EU has
extensive experience with benchmarking and performance measurement, the integration
of traditional core state powers at the EU-level has been controversial – even in times of
crisis (Genschel & Jachtenfuchs, 2018). Therefore, the EU would likely have to resort
to a different mix of remedies than federal governments examined in this Chapter. Further
research is required to identify what remedies would be feasible and legal in an EU-context
in order to transpose our findings to the EU-level. Nonetheless our analysis shows that
institutional moral hazard can be mitigated, at least to some degree, and that this issue
does not need to paralyze the multilevel governance of the regulation of unemployment. In
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short, institutional moral hazard requires a careful balancing act between the incentives
and responsibilities of different levels of government.
We expect that institutional moral hazard also affects other policy areas where a social
risk is insured by federal governments and where subnational political responsibilities
can influence that risk, such as long-term care for the elderly (Vabo, 2010). But more
research is necessary to establish if (and how) that is the case when both the nature of the
insured risk and the intergovernmental division of labor are different to the regulation of
unemployment.49

49 Two example of such differences: first, in healthcare, there is a lot of policy emphasis on preventing the insured
‘risks’ from materializing, while activation policies are aimed at mitigating the risk once it has materialized; second, in
healthcare, the pay-outs for the insured risk need not take the form of cash benefits.
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Appendix
Table 3.A1 Summary of benefit generosity, interregional differences, constitutional context, concerns about moral
hazard and remedies implemented in our 3 cases during relevant policy episodes.
Country

Episode

Switzerland

SA benefit as
% of average
wage3 & social
expenditure4

Not applicable

Not available,
0,3%*

Low

Low
(22-23)

Not applicable

2,8%,
0,1%

Low

Low
(19)

Extended and
emergency UI
benefits
(2008-2014)

23%*,
99 weeks6,
0,4%*

Not applicable

Medium

Low
(22-23)

Introduction
cantonal
activation
(1995)

30%,
104 weeks,
0,9%

Not applicable

High

High
(50)

29-37%,
104 weeks,
0,4-1%

21-28,6%*,
0,2-0,4%

Medium

High
(38-58)

TANF
reauthorization
(2005)

Reform of
activation
(1999-2008)

Debate on SA
centralization
(2004-2008)
Cooperation
agreement
(2003-2004)
Belgium

Heterogeneity

UI gross replacement
rate1, maximum
duration &
expenditure2
AFDC-TANF
(1995-1996)

United States

Generosity

Constitutional
reform (20092011)

21-22,2%*,

Not applicable

0,3-0,4%

Summary of
generosity

Medium

Coefficient of variation
of sub-central
unemployment rates5

High
(38-49)

42%,
Unlimited7,
2,8%

Not applicable

High

High
(38-39)

37-38%,
Unlimited7
3-3,1%

26,8%*,
0,5%*

High

High
(43-46)

1OECD tax-benefit database: (summary measure of benefit entitlements) average of the gross unemployment benefit replacement rates
for two earnings levels, three family situations and three durations of unemployment, 2001, 2003, 2005, 2007, 2009, 2011. 2 SOCX database:
unemployment benefits (10-7-1-1-1), 1990-2013. 3OECD tax-benefit database: maximum amounts of SA benefits for head of household +
spouse in percentage of average wage, 2002, 2005, 2007, 2010. US: maximum amounts of family benefits (TANF) for a household with one
child aged 3-12, in percentage of average wage, based on Michigan, 2002, 2005, 2007, 2010. 4 SOCX database: income maintenance (10-9-
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Qualitative assessment of
constitutional context

Concerns about institutional moral
hazard

Policy remedies implemented

Federal and state push towards

Federal concerns about state incentives for

Switch from co-insurance to block grants,

more state autonomy.

ineffective activation and some concerns

much more state autonomy, relaxation of

about dumping.

minimum requirements, but introduction
of participation requirements.

States contested federal

Federal concerns about state manipulation

Ineffective tightening of participation

‘overreach’ in the form of proposed

of minimum requirements and misuse of

requirements, introduction of sanctions

minimum requirements.

funding. Little concern about dumping.

for states.

Relatively little constitutional

Limited federal concerns about the lack

Minimum requirements for beneficiaries

contestation.

of incentives to effectively activate UI

that received top-ups, but limited to the

beneficiaries receiving top-ups.

duration of the crisis.

Federal push towards

Federal concerns about cantonal autonomy

Creation of cantonal system, minimum

centralization, cantonal push back

in UI activation which resulted in ineffective

requirements including potential bonus/

against federal controls.

activation.

malus, focus on UI activation was

Federal push towards

Federal concerns about dumping practices

Relaxation of minimum requirements,

centralization, cantonal push back

and about cantons prioritizing SA activation

changes in eligibility criteria to prevent

against federal controls.

over UI activation.

dumping, funding for activation offices

reinforced through monitoring system.

capped and cantons have to co-finance
ALMPs for SA clients.
Renewed attempts at

Federal concerns about SA fragmentation,

Intergovernmental cooperation,

centralization, cantonal push back

differences between UI and SA activation and

introduction of non-binding common

against federal overreach.

dumping.

guidelines but no increased federal

Political tensions w.r.t. the

Regional disparities in activation endangered

Introduction of strict minimum

legitimacy and sustainability of

federal solidarity, specifically because of

requirements, better and stricter

‘federal solidarity’ in the domain of

concerns for ineffective activation.

monitoring, better intergovernmental

control.

social security.

transmission of data.

A push towards decentralization.

Focus on rationalizing policy responsibilities

Legal framework consolidates existing

But also political persistent need

but also on continued mitigation of

minimum requirements, UI activation

to legitimize the federal solidarity

institutional moral hazard.

is now funded by regions; regions also

embedded in social security, and

competent for municipal SA activation.

further push for activation.
1-1-1/2/3/4, includes other spending than SA cash benefits, for USA 1995: 10-5-1-1-1 + 10-7-1-1-2, USA 1997-2012: 10-5-1-1-2 + 10-7-11-3, 19, USA 1996=missing), 1990-2012. 5Figures in parentheses represent heterogeneity (the range of coefficient of variation during the
relevant years) among the relevant sub-central governments. 6This represents the high point during regular, extended and emergency UI
benefits, this did not apply to all states for all the relevant years; regular benefit duration was generally 26 weeks. 7Contingent on renewal
by authorities. *Nearest available year.
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4
Caught between
federal solidarity
and regional
autonomy: Belgian
unemployment
insurance and
activation policies
Christiaan Luigjes & Johan De Deken

1. Introduction
Since the 1990s, OECD countries have reoriented their welfare states towards activation
policies that reinforce work incentives for the unemployed (Bonoli, 2010). Such policies
are premised on the individual responsibility of beneficiaries to find re-employment. This
is a departure from ‘passive’ benefit schemes that insured workers against income-loss
due to economic circumstances over which the unemployed have no influence. We argue
that the shift from perceiving unemployment as an ‘externally induced’ risk towards
an ‘individually induced’ risk can lead to intergovernmental tensions when subnational
governments are put in charge of activation policies. This problem is particularly salient
when significant socioeconomic differences prevail between the subnational entities,
and is further aggravated when subnational governments differ in their diagnosis of the
causes of unemployment and the proposed remedies.
In the context of unemployment insurance (UI), perceiving unemployment as a risk that
to a significant extent is influenced by the behavior of individual beneficiaries gives rise to
a higher concern for individual-level moral hazard: jobseekers are suspected to put less
effort in their job search activities than they would have in the absence of UI. Activation
policies seek to mitigate this form of moral hazard. In many countries, the responsibility
for activation policies has been decentralized to subnational governments (Van Berkel,
De Graaf, & Sirovátka, 2011). Such decentralization adds an intergovernmental dimension
to the causes of unemployment as subnational governments also influence the risk
of unemployment, this intergovernmental dimension will be clarified below. If those
subnational governments do not finance UI, they are subject to institutional moral hazard.
In this context, they have little financial incentive to activate UI beneficiaries as effectively
as possible. By analyzing the Belgian case, we show that multi-tiered welfare states
either have to accept some reduction of federal solidarity or accept a higher degree of
institutional moral hazard if they want subnational governments to be responsible for
activation policies.
We first discuss the shift from ‘external’ to ‘endogenous’ causes for unemployment in
terms of the behavior of individual jobseeker, and how this difference can overlap with
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different perceptions of subnational governments about the appropriateness of activation
policies (Section 2). We then turn to the methodology and case selection (Section 3). In
Section 4 we analyze Belgian intergovernmental relations regarding UI and activation
policies, specifically the reforms in 2004 and 2011-2016. Based on the empirical analysis
we discuss our contribution to the literature: the perception of unemployment as an
endogenous risk poses an additional challenge in multi-tiered welfare states (Section 5).
We discuss the relevance of our findings for debates about the possibility of a European
Unemployment Benefit Scheme (EUBS). Section 6 concludes.

2. The causes of unemployment
and moral hazard
In modern societies risks are conceived of as calculable uncertainty that is tradable and
can be managed through markets (Knight, 1921). According to Anthony Giddens, industrial
societies were dominated by “external risks”: unwanted outcomes that, although they
affect individuals unexpectedly, “happen regularly enough and often enough in a whole
population of people to be broadly predictable” (Giddens, 1999a, 4). External risks were the
epitome of the Knightian concept of risk as a calculable uncertainty in terms of probability
theory, and hence can in principle be traded. There are uncertainties that in principle
are tradable, but for which the management through markets still can fail because of
information failures. Such contingencies, including unemployment, can only be covered
by social insurance because its compulsory nature allows to “break the link between
premium and individual risks.” (Barr, 2012, 98).
The capacity to engage in risk trading strongly correlates with the economic circumstances
of a person. Therefore, throughout the 20th century, the protection of labor from
uncertainty by non-market mechanisms, was accepted as a legitimate response to such
adverse market externalities. This has led to a “socialization of responsibility” and a
waning of the assignment of individual blame (Rosanvallon, 1995, 29). The legitimacy of
social insurance too depended in part on a Rawlsian veil of ignorance of the risk factors
that led to the conditions to require aid. To the extent a population imagined itself as
homogenous and no one exactly knew who is likely to experience e.g. unemployment or
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outlive their savings, the members of such a society were willing to contribute to a risk
pool from which they were likely to benefit from as anyone else. Towards the turn of the
century, this dominant approach to uncertainty started to change: instead of something
menacing, uncertainty came to be framed as something that could be turned into
“calculable opportunities” (Crouch, 2015, 11). This is partially related to Niklas Luhmann’s
theory of the ‘risk society’ that associated a series of developments with a technology
driven modernization process, including amongst others, the increased importance of
individual decision making processes and increased possibilities to recognize and attribute
responsibility for mistakes (Luhmann, 1991). The social policy implications of this change
are expressed in the New Social Risk paradigm, that translated the contrast between
external and endogenous risks into the division between welfare state interventions aimed
at mitigating ‘old’ and ‘new’ social risks (Bonoli, 2007; Häusermann, 2012; Taylor-Gooby,
2004). According to this perspective, classical social insurance is aimed at compensating
the population of industrialized countries against such ‘old’ risks as unemployment,
becoming too old or suffering from ill-health – assuming that those affected by these
risks can do little to improve their situation. The New Social Risks approach, by contrast,
attributes a more active role for people to cope with risk. It considers them to be much
more endogenous rather than external to individual behavior. On the one hand it identified
‘new’ forms of uncertainty that came in the wake of a series of societal developments
such as population ageing and the associated care problems, instable family structures,
or the risk of inadequate labor market qualifications. On the other hand it introduced a
different perspective of how to deal with the ‘old’ social risks, that have come to be seen
as more predictable and more susceptible to the behavior of those who are exposed to
them (Rosanvallon, 1995). Individual risk profiles came to be seen as correlating with
individual life courses that are in part a consequence by the good and bad decisions for
which individuals are increasingly seen as partly responsible. This was made possible by
change in the political Zeitgeist in which the acceptance of solidarity is made conditional
upon control over personal behavior.
This new approach to risk also appears to be at the core of the ‘activation turn’ of the
welfare state (Bonoli, 2012) and the advance of the Third Way project espoused first in
the US and UK, and, later on, also influenced welfare state reforms in Continental Europe
(Bonoli & Powell, 2002; Lewis & Surrender, 2004). Rather than compensating people for
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the risks they are exposed to, social policies are to enable people individually to manage
those risks (Dean, 2007). The underlying assumption is that the ‘old’ problems of a class
society have been transcended, and that welfare states have to be reoriented to address
the changing socioeconomic circumstances. “People must adapt to the market rather
than reduce their exposure to it; the individual is seen as responsible for insuring his or
her own employment and can choose from the jobs offered, become self-employed or
seek forms of education that will improve his or her employability. Unemployment is thus
an individual problem…” (Crouch, 2015, 12). This individualistic understanding of the ‘old’
risks such as unemployment, and the possible strategies to overcome those risks, has
led the proponents of this approach to a narrow scope of possible remedies, reducing
policy interventions to a restricted set of supply-side labor market, welfare and education
policies.
UI can incentivize jobless workers to stay unemployed for longer than they would have in
the absence of insurance. This is a text-book case of moral hazard, a well-known issue
in the discussion of UI (Barr, 2012, 92-93; 139-140). The stronger the emphasis that is
placed on individual behavior as the determining factor for unemployment, the higher the
salience of moral hazard as a policy-issue. In the 1990s a reorientation of welfare states
took place: “the primary role of social policy is not the distribution of resources to provide
for people’s needs, but to mitigate risk and to enable people individually to manage risk”
(Dean, 2007, 577). Welfare states started to implement ‘activation policies’ that sought
to strengthen work incentives for unemployed individuals (Bonoli, 2010). Such policies
attempted to reduce the incidence of individual moral hazard in what were considered
‘passive’ income-replacement schemes.
Simultaneously one could observe a decentralization trend of the responsibilities of
central governments for the activation part of policies related to unemployment (Finn,
2000; Sabatinelli, 2010). The decentralization of activation policies adds an institutional,
or intergovernmental, dimension to the diagnosis of the risk of unemployment. When
subnational governments became responsible for mitigating individual moral hazard
through activation policies, those subnational governments themselves also became able
to influence the risk of unemployment. Here one can draw a parallel with the trend we
observed at the individual level: just as individuals are called upon to take responsibility for
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themselves, so are regions that experience a higher incidence of unemployment expected
to do. As long as the population of a country perceived itself as homogenous such that it
no one knew who was likely to experience unemployment, they were willingly contributing
to a nation-wide unemployment scheme from which they all were as likely to benefit from.
But when it becomes more transparent what the factors are that generate unemployment,
those individuals or those regions who do not or to a lesser extent exhibit those features,
will start to wonder why they should contribute to a scheme, whose benefits will almost
surely go disproportionately to a subgroup or a region whose members can be identified
in advance.
The suspicion emerges that if subnational governments are not liable for the financing
of unemployment benefits, they have little financial incentive to activate jobless workers
as effectively as possible. Against the counterfactual wherein subnational governments
are responsible for both activation and the financing of unemployment-related benefits,
federal financing of UI can be interpreted as a kind of intergovernmental insurance
contract. Hence, from such perspective, the lack of effective subnational activation efforts
can be interpreted as institutional moral hazard. The high incidence of unemployment
in a region becomes less to be seen as externally induced, but more a ‘manufactured’
consequence of an apparent government failure.50
On the other hand, what may appear as a form of institutional moral hazard might actually
be the manifestation of a divergence of the diagnosis of the problem of unemployment
between different governments in a multi-tiered welfare state. Differences in the
diagnosis of unemployment between policy-makers in part might reflect regional
disparities in socioeconomic realities. Hence the risks might be partly outside the control
of subnational governments without necessarily being a pure ‘external’ accident of fate.
In some socioeconomic context activation in general or particular activation strategies
might make more sense than in others. If one conceives federally financed UI as an
intergovernmental contract among subnational governments (horizontal) and between
subnational governments and the federal government (vertical), one can distinguish
two types of concern regarding the ‘manufacturing’ of the risk of unemployment and
50 Our use of the term ‘manufactured’ only superficially echoes its use by Giddens in his diagnosis of the risk society
(Giddens, 1999b). What we have in mind here is not so much the incalculable nature of the risks, but the fact that they
are in part seen as a homegrown problem and the result of flawed policy decisions.
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ineffective activation policies. Subnational government might be suspected by the
federal government of not making the necessary effort to contain the costs of the federal
insurance; and one subnational government can suspect another of abusing the federal
solidarity embedded in the federal insurance.
This intergovernmental dimension introduced by the decentralization of activation policies
further complicates the tension between social insurance through federally funded
benefits and the potential for individual-level moral hazard. In Figure 4.1 we illustrate
a three-way tension between possible goals for policies that seek to address the risk
of unemployment: 1) federally organized interpersonal solidarity; UI; 2) subnational
autonomy; and 3) mitigation of moral hazard at the institutional level. To the extent that
actors seek for a reconciliation of two of these three goals, this may result in policies that
go at the expense of a third goal. Thus a combination of maintaining federal solidarity in
UI and granting full regional autonomy in activation efforts (position A) is likely to result
in a high degree of institutional moral hazard. Institutional moral hazard can be mitigated
through either federal minimum requirements for regional activation policies or through
financial remedies such as making regions partly liable for financing UI. Minimum
requirements for activation efforts regarding beneficiaries of fully federally financed UI
benefits reduces regional autonomy (position A). Financial remedies that make regions
finance (part of) the UI benefit costs goes at the expense of federal interpersonal solidarity
(position C).
Figure 4.1. Three-way tension between policy goals concerning labor market policies in multi-tiered welfare states.
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3. Process tracing & the Belgian
case
We analyze Belgian intergovernmental relations in UI and activation policies.51 Our period
of interest starts in 1999 with the proclamation of five resolutions of the Flemish parliament
that demanded more regional autonomy, which exemplify intergovernmental tensions
over social security. Following the 1999 elections a new federal government the launched
of the ‘active welfare state’, which shifted the perception of the risk of unemployment.52
This period covers two important reforms of activation policies: the 2004 cooperation
agreement and the sixth constitutional reform that was negotiated in 2010-2011. Belgium
is an interesting case because of the confluence of three factors. First, regional autonomy
is a salient issue, especially because of the presence of Flemish nationalist parties.53
Second, and related to the first, activation policies are decentralized to the regions while UI
is federally financed. Third, the unemployment rates of the Brussels and Wallonia regions
are structurally higher than that of Flanders.54 Such differences add to the perception of
institutional moral hazard as the underlying cause for unemployment. Simultaneously,
there is also a clear geographical and linguistic division in the perceptions of the causes of
unemployment. In short, Belgium is an extreme case where intergovernmental relations
in UI and activation policies are highly politicized. However, as we argue in Section 5, other
welfare states with federally financed UI and decentralized activation policies will be faced
with similar issues even if intergovernmental relations are not as politicized.
Our research question is to what extent the perception of unemployment as a risk
that is heavily influenced by individual and institutional behavior has complicated the
decentralization of labor market policies in Belgium, and has led to further reforms
of the intergovernmental division of responsibilities in labor market policies. More
51 By design, Belgium has a single-tiered unemployment benefit system. Social assistance is reserved for individuals with little connection to the labor market (De Deken, 2013). We therefore focus on UI and not social assistance.
However, there are important interactions between social assistance and UI. These interactions are described in the
Appendix.
52 While this new federal government aimed to modernize the Belgian welfare state it deliberately did not follow
through on the Flemish resolutions. However, these resolutions were put back on the table during the sixth constitutional reform (see Section 4.3).
53 Flemish nationalism is a political movement that promotes the autonomy of the Dutch-speaking part of Belgium.
Thus, it is a form of subcentral nationalism where in many other countries ‘nationalism’ is often associated with the
central level, i.e. the country as a whole.
54 See Figures 4.A1 and 4.A2 in the Appendix
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specifically, we ask how since 1999, concerns about institutional moral hazard and
regional autonomy have affected the intergovernmental division of labor concerning
UI and activation policies. The relationship between the intergovernmental division of
responsibilities and institutional moral hazard is reciprocal one. We therefore employ a
process tracing methodology that can account for endogenously generated preferences
and can incorporate feedback effects (Falleti, 2016, 458). To examine the perceptions
and motivations of policy-makers and how they have influenced the reform process, we
interviewed 37 politicians, civil servants and non-governmental experts at both the federal
and regional level.55 Politicians include (former) cabinet members, parliamentarians and
their staff – selected on the basis of their involvement in labor market policy. Civil servants
were selected from the relevant ministries and institutions. Non-governmental experts
include academics and functionaries of trade unions and employers’ associations. We also
analyzed policy-documents, parliamentary hearings, interviews and newspaper articles.
Finally, we looked at official statistics on sanctions and intergovernmental transmissions
of information about activation policies.

4. Intergovernmental tensions
regarding unemployment
insurance and activation policies
Before activation policies were decentralized, the federal National Employment Office
(Rijksdienst voor Arbeidsvoorziening/l’Office National de l’Emploi or RVA/ONEM) was in charge
of granting UI benefits, a limited form of coaching56 (mainly job placement) and monitoring
(following up on job search behavior and sanctioning). During the 1970s, the RVA/ONEM
was accused of confusing their monitoring and coaching responsibilities (Dumont, 2015,
328). Under pressure from the unions, the RVA/ONEM internally separated coaching
and monitoring roles into different departments. The Second Constitutional Reform in
1980 decentralized the political responsibility for coaching to newly created regional
activation offices.57 The regional activation offices would develop more comprehensive
55 See the Appendix of Chapter 2 for the interview template.
56 We refer here to ‘coaching’ for the sake of congruency. However, initially this was mainly limited to job placement
while individual coaching policies were developed later on.
57 This decentralization was implemented in 1989. Initially, training was decentralized to the communities and other
coaching responsibilities were decentralized to the regions. Later these responsibilities were merged in the regional
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coaching policies than just job-placement efforts.58 The RVA/ONEM remained responsible
for monitoring and granting benefits. Between 1992 and 2001, the federal government
and the regions and communities entered into six ‘cooperation agreements’ that revolved
around two main issues: ensuring some subnational activation efforts and creating a
regional obligation to transfer information regarding the behavior of the unemployed to
the RVA/ONEM. This is where we start our empirical analysis. But before we do, it is
important to note that party politics are divided along two crosscutting cleavages: ideology
and geography. Traditionally, however, political parties in Brussels and Wallonia are more
leftwing than their Flemish counterparts and only in Flanders are there major nationalist
parties active – which tend to be towards the right of the spectrum.

4.1 The Active Welfare State
In 1999 the Flemish parliament adopted five resolutions which outlined Flemish desires
for more autonomy.59 Following the 1999 federal elections a new federal government
placed the ‘active welfare state’ on the agenda (Verhofdstadt, 1999, Section 6). While
both the federal government declaration and the Flemish resolutions only mentioned UI
in passing, the two themes of activation and autonomy came to dominate the UI-policy
debate. Especially the concern for activation grew during the 1990s as it did elsewhere in
Europe during that same period.
The six cooperation agreements between 1992 and 2001 did little to resolve growing
concerns regarding ineffective activation policies. The final agreement of 2001 only
enforced minimum activation to combat youth unemployment60 and the information
that regions transmitted to the RVA/ONEM was incomplete at best. The main concern
of the 1999 Verhofdstadt I government that included Francophone and Flemish liberal,
socialist and green parties, was to enforce not just the ‘rights’ but also the ‘duties’ of the
unemployed, i.e. their obligation to comply with the procedures of the activation offices

activation offices.
58 See Table 4.1 in Section 4.3 for an overview of intergovernmental responsibilities since 1980.
59 See https://www.vlaamsparlement.be/dossiers/5-resoluties-van-1999-over-de-staatshervorming
60 See https://www.etaamb.be/nl/samenwerkingsakkoord-van-31-augustus-2001_n2001012876.html
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and to actively look for work themselves.61 A federal politician argued that “in the 1990s
we had a poor conception of rights and duties. The conception was poor because people
had a right to cash but not to coaching, it was poor because no obligations were organized.
And all that, in my eyes, had to change” (Respondent 34). In short, the perception of
unemployment as a purely externally induced risk shifted towards unemployment as a
risk heavily influenced by individual behavior.62
In 2003, a new government (Verhofstadt II) went to work on these changes under the
auspices of federal minister Vandenbroucke from the Flemish Socialist Party. First, this
meant reforming the main existing federal monitoring tool, the ‘Article 80’ sanction, which
suspended benefits to persons whose unemployment spell was “abnormally long” (i.e.
more than twice the average in the district where recipient was registered at the labor
exchange). These sanctions were criticized by leftwing parties and trade unions for being
harsh and sudden. In effect they disproportionately affected women, as breadwinners
were exempted from this rule. Article 80 was seen as a counterproductive method of
monitoring job search activities. Second, and at least as important, there were concerns
about ineffective regional coaching policies, mainly from the side of rightwing parties
but also from the side of minister Vandenbroucke. Especially the Brussels and Walloon
activation efforts were considered to be insufficient. In Brussels, coaching was only done
on a voluntary basis; and the Walloon activation office transmitted almost no information
to the RVA/ONEM about the non-compliance of the unemployed with the regional activation
efforts.63 Because the RVA/ONEM used that information to impose sanctions (suspending
the benefits of unwilling recipients), there were relatively far more unemployed being
suspended in the Flanders region than in Brussel or Wallonia. But federal concerns were
not limited to Brussels and Wallonia: Flemish activation policies largely disregarded the
most difficult to activate unemployed (FOD WASO, 2008, 15). Replacing Article 80 sanctions
with gradual sanctions and a system of minimum requirements that would force regions
to intensify and systematically structure their activation efforts for all unemployed below
the age of 50 addressed concerns from both leftwing and rightwing parties at the federal
level.64
61 Many respondents cited enforcing “rights and duties” as the underlying reason behind the 2004 agreement. For
example Respondents 9, 10, 11, 13, 15, 16, 18, 27, 34 and 35.
62 Vandenbroucke, who was minister for employment in Verhofdstadt I, later described the motivations behind this
reform effort and thereby explicitly referred to the New Social Risk paradigm (2012, 44-47).
63 See Table 4.A1 in the Appendix.
64 For a more detailed description of the aims see Vandenbroucke (2012, 71-72).
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The federal government was not the only concerned actor. Interregional tensions regarding
‘implicit transfers’ in social security, referring to a surplus in contributions from Flanders
and disproportionate outflows mainly to Wallonia, had been brewing for years. One of the
Flemish resolutions of 1999 demanded de-federalizing (i.e. breaking up) certain branches
of the social security system (though not UI). These tensions spilled over into UI; because
for years the unemployment rates had been consistently higher Brussels and Wallonia,
especially right-of-center Flemish policy-makers attributed this to a lack of activation
efforts in the Brussels and Wallonia. Some Flemish politicians also suspected the
reluctance of the Walloon authorities to transmit to the federal RVA/ONEM information on
the search behavior of the unemployed in their region, to be part of an electoral strategy.
According to one politician, the Flemish perception was that at that time Walloon socialists
wanted to keep their electoral base “in dependency” as an electoral strategy (Respondent
31). Federal politicians confirmed that regional differences in terms of employment and
sanctions, and Flemish discontent about them, was an important motivation for initiating
negotiations about new minimum requirements (Respondents 13 and 34).
However, stricter minimum activation requirements were controversial. In Flanders they
were controversial because it was feared that such requirements would restrict regional
autonomy. In Wallonia and Brussels, the very notions of the ‘active welfare state’ and the
reliance on activation requirements this implied, were contested by the dominant Socialist
Party and the influential trade unions.65 They argued that such measures infringe on the
“unconditional right” of workers to UI protection (Respondent 21, see also Respondent
27). Many Walloon civil servants, backed by the unions, felt that transmitting data would
damage their relationship with beneficiaries and that sanctions would unduly agonize
the unemployed (Respondents 30). According to the Francophone unions, which were
traditionally more leftwing and influential in their region than their Flemish counterparts,
the 2004 minimum requirements represented a new stance towards the unemployed:
one that focused on individual responsibility and monitoring (Respondent 18). “We moved
away from collective responsibility towards individual responsibility. That is to say, in the
past unemployment was a collective responsibility […] And suddenly, there is this new way
of thinking” (Respondent 2).
65 Although not all Francophone parties shared this opposition. The Walloon liberal party, which was part of the government, was in favor of activation policies (Respondent 27).
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So why did the regions consent to the 2004 cooperation agreement? First, a lot of actors
involved saw the Article 80 sanctions as unjust and/or ineffective, and wanted to reform
it. Second, Flanders was already developing more thorough activation efforts and
transmitting a lot of information about their benefit recipients to the RVA/ONEM. For
the Flemish regional authorities the cooperation agreement would force their Brussels
and Walloon counterparts to move in that same direction. Respondent 27 described how
initially the Francophone socialists were opposed to activation policies, but that after 2004
they did implement coaching policies similar to those of Flanders. Moreover, according
to Respondent 24 argued that after 2004 the regional activation offices engaged in a
“sort of bidding war” in terms of how many transmissions they could do. The agreement
thus addressed Flemish concerns about ineffective activation efforts in Wallonia and
Brussels and helped to ease concerns about interregional transfers through UI. The
Francophone actors hoped that the agreement would reduce threats to the generosity of
UI and temper calls for ending the federal nature of UI. Flemish actors at both the federal
and regional level often directly tied their concerns about lacking Brussels and Walloon
activation efforts to the potentially unlimited duration of UI.66 “So if you say ‘we are not
going to limit [UI duration], because in principle it is unlimited in duration, but you have to
monitor job search’ and then you do not monitor job search sufficiently, naturally you will
have a flaw in the system” (Respondent 32). Calls to limit UI duration were explicit and
widespread in Flanders, but there was also the more unspoken and far-reaching fear that
interregional transfers in UI could provoke a regional split of the entire UI system. While
some respondents doubted the feasibility of regionalizing UI, many noted that Brussels
and Walloon policy-makers felt that the federal nature of UI was threatened.67 “It was
actually the fear that insufficiently strong activation would be the gefundenes fressen for
the Flemish to call for a full regionalization of UI. That was the fear. ‘We need to activate
otherwise we cannot maintain a federal UI’” (Respondent 23). Walloon and Brussels
policy-makers and unions felt they had to agree to activation requirements to safeguard a
robust and federally financed UI.

66 For example Respondents 9, 12, 16, 19, 32, 35 discuss these Flemish concerns.
67 For example Francophone Respondents 2, 21 and 30, also federal and Flemish Respondents 12, 15, 13 and 30.
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4.2 A stronger federal role
The 2004 cooperation agreement codified a stricter enforcement of the ‘duties’ of the
unemployed in three ways.68 First, the regional activation offices were required to
intensify their coaching responsibilities for predetermined target groups according to
a predetermined timetable. UI beneficiaries were required to cooperate with coaching
efforts. Second, instead of the old Article 80-sanctions, the federal RVA/ONEM created
a monitoring procedure of individual job search behavior, separate but parallel to the
regional coaching efforts which included a gradual build-up of potential sanctions. This
new form of monitoring was to be done by so-called RVA/ONEM ‘facilitators’.69 Third,
the regional offices and the RVA/ONEM agreed on a systematic and electronic sharing
of data about coaching and monitoring efforts. The RVA/ONEM remained responsible
for implementing sanctions – although in a more gradual fashion than the old Article
80 sanctions – either on the basis of their own monitoring procedure or on the basis of
regional information transmitted by the regional authorities.
The 2004 agreement mitigated some concerns about moral hazard mainly because
the new federal procedure resulted in a much more intensive monitoring of job search
behavior. Especially in Wallonia, the RVA/ONEM monitoring resulted in a rising numbers
of sanctions.70 Furthermore, the regional activation offices transmitted more data about
beneficiaries to the RVA/ONEM;71 and especially the Brussels activation office hired more
staff to more intensively coach the unemployed (Respondent 20). However, the cooperation
agreement was not a panacea: even though the number of information transmissions
increased, there remained significant intergovernmental tensions about the quality of
the information that was transmitted by the regional authorities and whether it should
lead to sanctions (Respondents 12 and 21). And while the activation offices intensified
their coaching efforts, leftwing policy-makers and trade unions in Brussels and Wallonia
continued to see federal sanctioning as too harsh and ineffective. There was continued
resistance to sanctions and therefore hesitance to transmit data about the compliance
of the unemployed with regional coaching policies (Respondent 21). This shows that
68 See Table 4.A2 and Figure 4.A1 in the Appendix for an overview.
69 The term ‘facilitator’ was coined by Walloon Socialist party leader Di Rupo to make the federal monitoring efforts
sound more acceptable (Respondent 34).
70 See Figure 4.A4 in the Appendix.
71 See Table 4.A2 in the Appendix.
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especially leftwing Walloon actors did not fully buy into the framing of unemployment as
an individual-level responsibility enforced through sanctions. A Walloon politician noted
that the cooperation agreement was more about showing loyalty to the federal level than
about creating a substantial policy change within the regions (Respondent 28).
In Flanders many policy-makers but also employers’ associations endorsed the stricter
sanctioning regime72, but expressed reservations about the “rigidity” of the 2004 agreement
(Respondent 7). The cooperation agreement was alleged to provide not enough regional
flexibility (Respondent 19). The unemployed were confronted with two ‘faces’: the federal
facilitator that monitored their job search, and the regional consultant that offered them
coaching. Actors from all three regions argued that this often resulted in confusion and
contradictions for both the unemployed and the public officials.73 The division of labor
between federal monitoring and regional coaching was increasingly seen as inefficient
and especially Flemish actors started calling for ‘homogenous’ policy-competences by
bringing together coaching and monitoring responsibilities at the regional level.74 This
call was even supported by some of the main actors in Wallonia: thus in 2008, the director
of the Flemish activation office and the Flemish and Walloon ministers of employment,
both socialists, publicly advocated for decentralization of federal activation policies in
order to adjust those policies the specifics of the regional labor markets (Leroy, 2008;
Vandenbroucke & Marcourt, 2008).
These calls coincided with a resurgence of Flemish nationalism: in 2009 two Flemish
nationalist parties (the extreme right Vlaams Belang and the separatist Nieuwe Vlaamse
Alliantie, N-VA) gained almost a third of the seats in the regional parliament. Importantly,
the aforementioned call to decentralize active labor market policies was surprising as
it came from the left. As such, it was based on different arguments than those made by
Flemish nationalists: rather than arguing in favor of breaking up federal social security,
the regional ministers argued that increased regional autonomy in activation policies
would improve the effectiveness of regional efforts and thereby strengthen federal
solidarity. When the N-VA joined the new Flemish government in 2009, that government
announced it would seek a constitutional reform that would not just regionalize significant
72 For example Respondents 7, 15 and 32.
73 For example Respondent 9, 11, 12, 24 and 27. One federal civil servant, however, vehemently disagreed and argued
that this notion was used a pretext for decentralization (Respondent 16).
74 For example Respondents 11, 23 and 27.
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parts of the social security system – explicitly referring to the 1999 Flemish resolutions
(Flemish government, 2009, 97 and 99-102) – but also regionalize other responsibilities
including active labor market policies.75 In addition the Flemish government wanted more
regional fiscal autonomy and fiscal responsibility. In 2010 the N-VA became the biggest
party in the federal elections and exerted immense political pressure on other parties
and governments to fundamentally reshape intergovernmental relations; a constitutional
reform seemed inevitable.
The notion of financial ‘responsibilization’ of the regions became a “central concept” for
the Flemish government (Flemish government, 2009, 11 and 99) and was raised to the
forefront during the negotiations of the constitutional reform (Respondents 2, 31 and
32). In this context ‘responsibilization’ refers to making regional governments financially
sensitive to the budgetary implications of their policies. Under the existing system of
unemployment protection the federal government financed UI benefits and the regions
did not feel the financial consequences of their coaching successes. The idea was that
labor market policies could be decentralized if that would be combined with the right
incentives to make regions financially sensitive to the consequences of their actions
so regional autonomy could be expanded while institutional moral hazard would be
mitigated. The 2004 agreement had been welcomed by the federal civil servants76, but
regional policy-makers complained about bureaucratic constraints under the cooperation
system. In Flanders policy actors demanded more autonomy and the Flemish nationalists
wanted to reduce the implicit social security transfers. Brussels and Walloon policymakers were dissatisfied with the strictness of the federal monitoring and continued to
be predominantly concerned with maintaining federal solidarity.

4.3 The sixth constitutional reform and beyond
It took 541 days to form a new government that agreed on the outlines of a constitutional
reform which included – amongst many other decentralization efforts – a reform of the
Finance Law (which regulates the way regional authorities are financed) and a further
75 The Flemish demands were not limited to labor market policies. One particularly thorny issue concerned the electoral district Brussels-Halle-Vilvoorde, see Sinardet (2010).
76 In their eyes in was not perfect, but it worked; one called it a historically unprecedented improvement and another
said: “the big improvement in 2004, in my mind, was precisely the safeguarding of uniformity by placing monitoring of
job search at the federal level” (Respondents 16 and 35).
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decentralization of labor market policies (Belgian government, 2011).77 An important
aim was the creation of ‘homogenous’ policy-competences at the regional level by
decentralizing the responsibility for monitoring and sanctioning to the regional activation
offices. The federal government still prescribed a ‘normative framework’ with minimum
requirements for the regional activation policies, but these were less strict than the 2004
minimum requirements (Respondent 35).78 Former RVA/ONEM facilitators were transferred
to the regional activation offices that from now on were in charge of both the ‘carrot’ and
the ‘stick’ (see Table 4.1). This resolved the tension between the federal monitoring role
versus the regional coaching role mentioned earlier and is perhaps the clearest example
of ‘homogenizing’ regional policy competences. Other labor market programs, such
as selective social contribution credits to stimulate the employment for certain target
groups (doelgroepenbeleid/stratégie de groupe cible)79 and the service voucher scheme
that sought to promote the formalization of domestic work (dienstencheques/titre-service)
were also transferred to the regions. The motivation to regionalize some of these various
labor market policies was arguably more one of decentralization for its own sake rather
than creating homogenous competences. Several civil servants and experts noted that
the overriding goal of decentralizing the domestic work voucher scheme for example was
to increase the budgetary mass that was decentralized: “it was especially the purpose to
transfer responsibilities worth 4 billion euros. That was the premise. It should be a large
package with worth significant resources” (Respondent 35, see also Respondent 23). This
brings us to the financial element of the sixth constitutional reform.

77 The “Bijzondere wet betreffende de financiering van de Gemeenschappen en de Gewesten/Loi spéciale relative
au financement des Communautés et des Régions”. For a complete overview of the changes made see Velaers et al.
(2014).
78 The federal framework outlines defines different target groups of beneficiaries, the duties of beneficiaries and
describes the monitoring responsibilities of the regions. See Table 4.A3 in the Appendix for a summary, for reference
the 2004 cooperation agreement is summarized in the Appendix by Table 4.A1 and Figure 4.A3.
79 These selective social contribution credits could be considered the linchpin of the decentralization of labor market
policies. Before the sixth constitutional reform there had been an important intergovernmental conflict over the design
of the then-federal social contribution credits because it was too much a one-size-fits-all approach.
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Table 4.1. Overview of intergovernmental division of responsibilities regarding activation policies since 1980.
Pre-1980

1980-2004
(second constitutional
reform)

2004-2015
(cooperation
agreement)

2015-present
(sixth constitutional
reform)

Coaching

Federal
limited to job
placement

Regional
subject to a series
of relaxed minimum
requirements

Regional
subject to
strict minimum
requirements

Regional
subject to relaxed
minimum requirements

Monitoring

Federal

Federal
mostly limited to Article
80

Federal
intensified procedure
of gradual sanctions

Regional
subject to relaxed
minimum requirements

Transmission
of data

None

Limited

Automatic

Automatic contested

For our purposes, the two most important policy goals of the changes to the Finance Law
were: expanding regional fiscal autonomy and increasing regional fiscal responsibilization
through the principle of juste retour.80 These are two distinct goals, favored in different
degrees by different political actors. Fiscal autonomy and fiscal responsibilization were
often conflated in the public debate. More fiscal autonomy was a demand from the
Flemish center-right and Flemish nationalists, but was not favored by other parties. It
was achieved by expanding the regional tax capacity while reducing the amount of federalregion lump sum transfers, so that a larger share of the regions’ expenditures is financed
through regional taxes (Decoster & Sas, 2013, 11). This expansion of fiscal autonomy
concerning the general revenues of the regions did not increase fiscal responsibilization
of the regions.81
Responsibilization was promoted by the director of the Flemish activation office (Leroy,
2008) and by Vandenbroucke and Meert, both of the Flemish Socialist Party. The latter
two developed a model that would give bonuses to regions based on the number of
jobseekers that were reemployed (Vandenbroucke & Meert, 2010). Other Flemish parties,
mainly on the center-right, also wanted fiscal responsibilization but they were perhaps
more focused on increasing regional fiscal autonomy. During the negotiations for the
constitutional reform, models based on the employment of jobseekers were dismissed
for being too impractical (Respondents 31, and 36). Instead the negotiators agreed on
decentralizing the budgets associated with all the decentralized labor market policies
80 The Appendix describes this in more detail.
81 See the detailed description of fiscal autonomy and fiscal responsibility in the sixth constitutional reform in the
Appendix. See also Decoster & Sas (2013, 16).
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through a newly created lump sum-transfer. This transfer would be divided between
the regions according to the ‘juste retour-principle’, i.e. according to the regional share
in the total resources raised by the federal personal income tax. The higher the share
of federal personal income tax collected in a region, the larger that region’s share of
the lump sum transfer. This is responsibilization of a very different kind than the model
developed by Vandenbroucke and Meert. First, it is a less direct form of responsibilization
because it is tied to regional economic growth rather than specifically tied to regional
employment successes. Second, instead of giving regions bonuses, it transferred the
whole budget for labor market policies which would then be divided according to juste
retour. A politician described how fiscal autonomy and fiscal responsibilization were often
conflated during the negotiations, and that for Flemish rightwing parties decentralizing
large sums of funding and increasing fiscal autonomy mattered more than the policy goal
of responsibilization (Respondent 36).
The responsibilization element in the newly created labor market policy-transfer was
hampered by three factors. First, if all of the reforms to the Finance Law would have come
into effect immediately after the constitutional reform, it would have entailed a large shift
of resources previously spent in Wallonia and Brussels towards Flanders (Decoster &
Sas, 2013, 26-27). Especially for Wallonia, this shift is mostly explained by how the new
labor market policy-transfer is divided (Decoster & Sas, 2013, 26-27). To give regions time
to adjust, the negotiators agreed on a ‘transition mechanism’ that would assure that no
subnational government would lose of gain for a period of 10 years, and which would be
faded out over another period of 10 years (Dumont, 2015, 317). The transition mechanism
affects all of the reforms made to the financing law. In doing so it also largely nullifies the
effects of the responsibilization element of the labor market-transfer, at least for the first 10
years. Second, the changes made to the financial incentives of the regions regarding labor
market policies proved to be incredibly opaque: according to several of the respondents
we interviewed, only a handful of experts truly understand the financial consequences
of the reformed Finance Law for regional labor market policies (Respondents 9 and 23).
This complexity made it difficult for regional policy-makers to assess the relationship
between their labor market policies and their financing, and therefore it reduced the
potential responsibilization effect. Third, the decentralized resources were transferred to
the regions, who in turn finance their own activation offices with lump-sums that have not
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been reformed. Thus, the impact of responsibilization might have been felt at the regional
ministerial level but not directly by the activation offices. “And now it [responsibilization] is
translated in a generic lump sum payment from the federal level to the Flemish. So for us
[regional activation office] that does not weigh in, we do not feel that because our funding
comes directly from the Flemish government” (Respondent 11, Respondent 21 confirms
this for the Walloon office). As a result, the reformed Finance Law resulted in more fiscal
autonomy, but its effects on fiscal responsibilization are ambiguous.
The constitutional reform met many of the Flemish desires, but what about the position of
Brussels and Wallonia? “Labor market policies was the only part of it [the constitutional
reform] where there was some [non-Flemish] demand to decentralize. But interestingly
this was not the Brussels side but the Walloon side” (Respondent 27). However, the wish to
decentralize labor market policies was less strong in Wallonia than in Flanders. It appears
that the Brussels and Walloon negotiators in the end agreed with the constitutional reform
to allow for a breakthrough in the historically uniquely long period to form a national
government (Respondent 17) and to safeguard some form of federal solidarity. Rightof-center Flemish parties now explicitly called for de-federalizing parts of the social
security system. When asked what Wallonia got out of the agreement, Respondent 21
said: “Left or right, all the Walloon parties are aware that if we were to regionalize social
security we are going towards confederalism. […] All the parties were aware that Wallonia
would experience serious difficulties”. For Francophone unions it was evident that the
constitutional reform was aimed at eroding federal solidarity (Respondent 2). And while
the constitutional reform did de-federalize other parts of social security system (e.g.
family allowances), it left the duration of UI benefits and its federal nature untouched.
Moreover, as explained above the responsibilization element in the new labor market
policy-transfer would not come fully into effect for another 20 years, which at least during
this transition period primarily benefitted Wallonia (Decoster & Sas, 2013). In short, both
federal solidarity through UI and funding for labor market policies were safeguarded at
least for the time being.
Brussels actors felt somewhat ignored by the other two regions (Respondents 6 and 27).
While the Brussels region produces a lot of economic wealth, much of its highly educated
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workforces reside in Flanders or Wallonia.82 In contrast, a relatively large share of the
Brussels residents are low-income households. And because personal income tax is
collected on the basis of place of residence, not employment, the share of personal income
tax collected in Brussels is relatively small vis-a-vis the economic wealth produced there.
This concerned Brussels policy-makers, also because the new responsibilization element
is based on the regional share of personal income tax collected (Respondents 5, 20 and
27). However, the Brussels region received a separate lump sum of 496 million euros,
earmarked for improving mobility and security among other things (Decoster & Sas, 2013,
33). This additional funding is why Brussels ultimately agreed to the constitutional reform
(Respondents 20 and 26). But while the additional funding remedied some of Brussels
economic woes, these funds themselves cannot be spent on labor market policies.
Immediately after the regionalization of monitoring and sanctioning responsibilities,
there was a significant decline in the number of sanctions according to the RVA/ONEM
that still publishes the official statistics on sanctions. Before the RVA/ONEM was
responsible for deciding on sanctions for coaching based on information transmissions
by the regions and for deciding on sanctions in the context of monitoring based on their
own discretion. 2016 (2017 for Brussels) was the first year in which the regions were fully
responsible for decision-making regarding sanctions. Figure 4.2 illustrates the amount
of monetary sanctions and ‘warnings’, which are also counted as sanctions. Interestingly,
the most significant relative decline in 2016 could be observed in Flanders, not Wallonia.
The publication of these sanction statistics immediately after the decentralization led
to some public controversy in Flanders: the Christian Democrats accused the Minister
of employment (who belonged to the Flemish nationalists) of ‘being more lax than the
socialists in Wallonia’ (Steel, 2017). The Flemish parliament summoned the minister and
the director of the Flemish activation office to explain what was going on. During that
hearing, the director attributed the initial decline to a start-up phase, but also to the fact
that the staff of the activation offices were still adjusting to their new sanctioning role in
the implementation of the decentralized sanctioning mechanism (Kerbache, 2017).83

82 See Figure 4.A5 in the Appendix shows that only slightly more than 50 percent of the Brussels workforce resides
in Brussels itself.
83 Respondents attributed the decline to the similar factors as the Flemish director. For Flanders Respondents 7 and
8, For Wallonia Respondent 21, for Brussels Respondent 5.
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Figure 4.2. Number of sanctions regarding coaching and job search, federal government responsible for 2010-mid
2015 for Wallonia and Flanders and 2010-mid 2016 for Brussels, Flanders and Wallonia responsible since mid-2015
and Brussels since mid-2016. Source: RVA/ONEM.

Another explanation of the unexpected outcome was that the Flemish activation office had
developed a new approach to activation. While all regional activation offices maintained
a formal separation between coaching and sanctioning, the new Flemish approach
integrated some of the monitoring efforts in coaching sessions. This new approach was
not compatible with the way in which the federal RVA/ONEM processed and published
its statistics. According to the Flemish director, the numbers of his activation office
and those published by the RVA/ONEM were incompatible because the federal agency
overlooked some actions imposed by his administration (Kerbache, 2017, 6-7). Many
of our respondents mentioned the difficulty of reconciling the actions of the Flemish
activation office and the official RVA/ONEM statistics.84 The director promised the Flemish
Parliament that his office would more strictly enforce the sanctioning regime and that
the necessary “mentality switch” among his staff was underway. In 2017, sanctions
increased somewhat as a result of the stricter enforcement of sanctions. However, he
also said that his office would stick to the new approach – which he considered to be
84 For example Respondents 7, 8, 12, 31, 32 and 35.
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“much more effective” than the old RVA/ONEM method (Kerbache, 2017, 7-8). A federal
expert summarized the Flemish position as: “why did we do a constitutional reform if we
would continue to do things the same?” (Respondent 12).
Although the public controversy focused on Flanders, one can also observed a decline in
the number of imposed sanctions in the two other regions too: in Wallonia, there was a shift
away from monetary sanctions towards warnings. In Brussels the number of sanctions
collapsed in 2017. Respondents cited an improving economy, slow changes in the mindset of regional civil servants and start-up issues as the explanations (Respondents 5 and
6). The Brussels and Walloon activation offices initially copied the RVA/ONEM monitoring
procedure and they kept monitoring and coaching strictly separated internally. This was
done for two reasons. First, the Francophone unions continued to favor the separation
as they had done in the past (Respondent 21). Second, there was an old fear: “there is a
group of people in Wallonia that indeed fears that if we do not sanction enough, we open
the door for new Flemish demands to split UI”, specifically Walloon rightwing parties and
employers’ associations (Respondent 21). But after seeing the effective outcome of the
new Flemish approach, this mood started to turn around. According to a federal civilservant the Walloon activation office started to be criticized from within the region, for
being too strict in its sanctioning policies – even stricter than Flanders and Brussels
(Respondent 35). Both the Brussels and the Wallonia started to adopt the new Flemish
approach; though, according to the director of the Walloon activation office, this still
required some convincing (De Lobel, 2019).
Federal civil servants and employers’ associations became very concerned about this
new regional direction. “We do not have a fetish for sanctions […] but for us it is the only
indicator of saying ‘how is activation implemented?’” (Respondent 12). According to one
civil servant, decentralization has made the performance of regional offices almost
incomparable because everyone uses different statistics (Respondent 16). Another federal
civil servant stated that the federal normative framework was no longer adequate to “give
the federal level enough guarantees and also provide sufficient flexibility to the regions to
develop their own policy. The current federal framework does not work like that as they
[regions] either do not respect it or they say ‘we cannot respect it because our system is
so different’” (Respondent 35). “The uniformity from the intervening period [2004-2015]
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we had due to the agreement in 2004 is gone” (Respondent 35). In short, federal civil
servants feel that at best regional activation efforts can no longer be measured and/or
compared, and at worst they are deviating from the federal framework. This results in
increased potential for institutional moral hazard.85
Simultaneously, Brussels and Walloon actors became increasingly worried about the
implications once the responsibilization would start to take effect in 2025.86 “Wallonia has
always said: ‘after the sixth constitutional reform we need to recover economically, or
we are in deep trouble’” (Respondent 2). The question of whether the responsibilization
element in the labor market policy-transfer functions properly depends on the extent to
which the decentralized monitoring and other labor market policies will allow regional
policy-makers to increase their share of personal income tax. If this is not the case and
factors outside the control of regional policy-makers have a stronger impact than regional
activation efforts (i.e. unemployment indeed is more an ‘external’ than an ‘endogenous’
risk), the regions that are the most negatively affected by those exogenous factors will
lose resources needed to fund activation policies. All this could result in a downward
spiral whereby regions hardest hit by negative external factors will also receive less funds
for activation policies which would hamper their employment performance further. Hence
the assessment of the implications of the new responsibilization element is strongly
intertwined with the way in which one construes the risk of unemployment. But at the
same time it is evident that the ability of the federal government to distinguish the impact
of regional policies and external factors on the risk of unemployment is diminished.

85 A 2011 evaluation study of the 2004 system predicted these types of issues: “First, when monitoring and sanctioning
would be transferred to the regions, this means that the regions will de facto determine the duration of unemployment
benefits. The regional decisions would therefore determine the federal expenditures for unemployment insurance
without having to finance this themselves. […] Second, when monitoring and sanctioning would be transferred to the
regions it would evolve the role of regional coaches. They would, more than before and within the bounds of regulations,
have to learn to balance the tensions between their three assignments: coaching, monitoring and sanctioning.” (Cockx
et al., 2011, 11, own translation).
86 For example Respondents 5, 6, 17, 21 and 22.
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5. Federal solidarity, regional
autonomy and institutional
moral hazard
This section will argue that policy makers are faced with a tension between three
policy goals: 1) maintaining interpersonal solidarity through a federally organized UI; 2)
extending subnational autonomy in labor market policies; and 3) mitigating institutional
moral hazard of the regions. We will argue that in the Belgian case this three-way tension
might have been driven to the extreme because of the particular set up of the federal state
structure and way in which regional socioeconomic disparities overlap with fundamentally
different views on how to explain and cope with the problem of unemployment.
Historically, Brussels and Walloon policy-makers have emphasized external factors as
a cause for unemployment – specifically the dramatic deindustrialization in Wallonia
and mass migration in Brussels. With the launch of the active welfare state, the federal
government started to emphasize the individual nature of the risk of unemployment, and
activation policies came to be seen as a way to enforce the obligations of benefit recipients
in order to mitigate individual moral hazard. The problem though was that following a
series of constitutional reforms implemented since the 1980s, the responsibility over
activation policies (i.e. coaching of UI recipients) had been decentralized to the regions.
The federal governments of 1999 and 2003 gradually became convinced that their regional
counterparts did not fulfill their part of the deal of enforcing that the beneficiaries of
federally funded benefits fulfilled the obligations that came with the new activation regime.
Brussels and Walloon policy-makers – most notably the dominant Socialist Party and the
trade unions – justified this lack of compliance by continuing to emphasize the external
causes of the risk of unemployment over factors related to individual-level behavior of the
benefit recipients. More nuanced, leftwing actors from those two regions felt that enforcing
the duties of the unemployed should not infringe on their rights. But respondents also
noted the lack of activation efforts was also caused by the limited capacity of regional
activation offices – especially in Brussels. In contrast, federal policy-makers perceived
the lack of activation efforts as a sign of institutional moral hazard. Similarly, some
Flemish actors were concerned that the two other regions kept their benefit recipients in
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dependency as an electoral strategy, resulting in implicit interregional transfers through
UI. In short, the perception of unemployment as a risk that is endogenous to individual
and institutional behavior, in the context of a multi-tiered welfare states where regions
are responsible for activation but do not finance UI, can lead to concern for institutional
moral hazard.
In principle, institutional moral hazard can also be mitigated through financial incentives by
making the regions responsible for financing (part of) UI. But such a decentralization would
have detrimental consequences for the Walloon and Brussels regions and was opposed by
their policy-makers and the political parties in the federal governments of the early 2000s,
including the Flemish socialists and liberals. Instead, the 2004 cooperation agreement
sought to contain institutional moral hazard by imposing minimum requirements through
forcing the regions to coach their benefit recipients more intensively, but also through
a more forceful federal monitoring procedure. But such minimum requirements and
federal oversight reduced regional autonomy, which was resented by Flemish regional
policy-makers. And as in Flanders there was already a consensus amongst most policy
makers for the need of activation policies, there was no perceived need to be subdued by
federal controls. Hence in all the three regions there was a continued dissatisfaction with
the attempt of the federal authorities to reinstate control, albeit for different reasons: in
the Brussels and Walloon regions, though recognizing the necessity to improve coaching,
the federally imposed sanctioning was considered inappropriate for the socioeconomic
context of their regions; in Flanders by contrast the federal interference was rejected as
it was considered a step back that undermined the recently acquired regional autonomy
in the field.
In the context of a resurgence of Flemish nationalism in the 2009 and 2010 elections,
a new constitutional reform became inevitable. Flemish-nationalist parties demanded
more regional autonomy and wanted to erode the solidaristic elements in UI – by limiting
the duration of benefits or even by splitting altogether the system of UI. Again, the main
aim of Brussels and Walloon actors, was to safeguard federal solidarity through UI. A
responsibilization mechanism could have been the basis of compromise, but the way in
which it had been designed had resulted in a questioning of its effectiveness. One of the
reasons is that responsibilization was to come into full effect only after 2034. That had
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been part of the compromise in order to give Wallonia and Brussels sufficient time to
adjust to the new regime. But it remains an open question to what extent those regions
will be capable to use their newly acquired policy competences in the field of activation
to increase the employment rate and broaden their tax base to offset the loss of federal
transfers. Belgium might well again experience a strong divergence of regional reemployment performance that might lead to escalating interregional transfers through
UI. Federal civil servants are already concerned that the regions do not fully comply with
the current system of minimum requirements, and that they are unable to adequately
monitor the regional performance, an information asymmetry that is bound to aggravate
the potential for institutional moral hazard.
We return to the three-way tension represented in Figure 4.1. The situation before the
2004 cooperation agreement corresponded somewhat to position A: UI was federal and
regions had significant autonomy in terms of coaching policies. With the launch of the
active welfare state, the federal government sought to mitigate what it came to perceive
as a problem of institutional moral hazard while the at same time maintaining solidarity.
Nationalist and rightwing Flemish politicians in the opposition wanted to tackle this
problem by limiting transfers of the federal UI and extend regional autonomy. Wallonia and
Brussels sought to maintain federal solidarity at all costs. After the adoption of the 2004
cooperation agreement, the policy configuration moved towards the B axis: nationwide
solidarity was maintained in the area of UI but the federal government limited regional
autonomy by imposing minimum requirements for the activation efforts of the regional
authorities. When during the subsequent period regional policy-makers demanded more
autonomy, the sixth constitutional reform shifted the policies back towards axis A: it gave
the regions more responsibilities and imposed weaker minimum requirements.
One can also use Figure 7.1 to situate the policy positions of the different actors. Typically,
Brussels and Walloon actors are closer to position A: their priority is to preserve a
nationwide solidarity. Ideally they also would like to have some regional autonomy in
order to be able to tailor their policies to the socioeconomic situation of their regions.
But because the influential Brussels and Walloon leftwing parties and trade unions view
unemployment primarily as an externally induced risk they are not very concerned about
the problem of individual or institutional moral hazard. Employers’ associations but also
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the federal governments of 1999 and 200387 viewed unemployment as a risk endogenous
to individual and institutional behavior but they also wanted to maintain solidarity,
therefore they are closer to position B. Flemish nationalists want regional autonomy first
and foremost, and limiting federal solidarity would entail less interregional transfers,
position C. Importantly, this is an ideal-typical representation that oversimplifies the
myriad nuances and idiosyncrasies of real-life actors and the differences within regions.
Belgium is a particularly salient case for the analysis of the problem of institutional moral
hazard, because there is a clear divergence along linguistic and geographical borders
in the way in which the main causes of unemployment are perceived. This divergence
is reinforced by the presence of a strong separatist political movement in one of the
subnational entities and by strong regional disparities in the incidence of unemployment.
However, given the paradigmatic change one can observe within most developed welfare
states to see unemployment as an individual risk combined with a trend of decentralizing
labor market policies (Finn, 2000; Sabatinelli, 2010), it is our contention that this kind of
dynamic is bound to affect all multi-tiered welfare states where lower levels of government
are involved in the devising and implementing labor market policies. How this dynamic
unfolds depends is contingent upon a number of factors such as the (constitutional)
autonomy of subnational governments and the extent to which there are federally
embedded mechanisms that ensure a degree of nationwide solidarity. For instance, in the
United States there are almost no federal minimum activation requirements for states
regarding UI, but the potential for institutional moral hazard and the level of federal
solidarity are lower because the federal government only finances UI benefits during
times of crisis (Vandenbroucke, Luigjes, Wood, & Lievens, 2016). This dynamic also plays
a role in debates on the possibility of a European Unemployment Benefit Scheme (EUBS).
A EUBS could stabilize the economies of European member states through disbursing UI
benefits to unemployed workers in crisis-hit countries; benefits financed by all member
states. This EU-level solidarity could bring about the threat of institutional moral hazard
(Vandenbroucke, Luigjes, Wood, & Lievens, 2016). Mitigating that institutional moral
hazard through minimum requirements for member state labor market policies will be
controversial as it infringes on their autonomy over social policy. Mitigating institutional
moral hazard through lowering the level of solidarity might well reduce the stabilization
capacity of a EUBS.

87 Specifically the Flemish parties in those governments.
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6. Conclusion
With the launch of the active welfare state, the Belgian policy-discourse shifted towards
emphasizing individual responsibility for unemployment. Jobseekers not just had the
right to UI but also the duty to find re-employment. The 2004 agreement was aimed at
reducing that institutional moral hazard, resulting in less regional autonomy. For Flemish
actors, this agreement mitigated their concerns about interregional transfers but they
also resented the lack of autonomy. Francophone policy-makers wanted to maintain
federal solidarity but contested the strict federal monitoring procedures. Under pressure
from Flemish nationalism, the sixth constitutional reform in 2011 granted the regions
much more autonomy and included a fiscal responsibilization element that was to make
the regions more sensitive to the outcomes of the policies they now could decide upon
themselves. However, so far that responsibilization did not produce the expected outcomes.
Because of the decentralization of labor market competences regional activation policies
diverged even more from federal regulations, or at least became incompatible with federal
oversight. Thus, the sixth constitutional reform may well have inadvertently increased the
potential for institutional moral hazard.
This case study of Belgian intergovernmental relations in the fields of UI and activation
policies demonstrates the difficulties of multi-tiered welfare states to reconcile three
different policy-goals: maintaining a nation-wide solidarity through a federally funded UI;
ensuring a strengthening of regional autonomy in activation policies and finally, mitigating
the incidence of institutional moral hazard. Multi-tiered welfare states have to engage
in negotiating the tension between these three policy goals. While the idiosyncrasies of
Belgium make these trade-offs particularly difficult, it is likely to affect all multi-tiered
welfare states to some degree. This is reflected in European debates on the possibility of
a EUBS: a higher stabilization capacity (i.e. more solidarity) will increase the potential for
institutional moral hazard, which can be mitigated through minimum requirements but
only at the expense of autonomy of individual member states.
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Appendix
Social assistance and the link with unemployment
insurance
By design, Belgium has a single-tiered unemployment benefit system (De Deken, 2013).
When someone becomes unemployed and is eligible for UI benefits, one can potentially
remain in UI indefinitely. Over time, the level of UI benefits tapers off to a flat-rate social
minimum. So once in UI, with the exception if of suspension from UI for non-compliance
with activation efforts, the unemployed will not come in contact with social assistance
(SA). Belgian SA is a benefit of last resort for individuals with no previous connection
to the labor market. For that reason, this Chapter focuses on UI. However, there are
interactions between SA and UI that are relevant in the broader context of this thesis,
but before we turn to those interactions we first briefly discuss the governance of SA. SA
is regulated by federal legislation but operated by local authorities (Openbaar centrum
voor maatschappelijk welzijn/Centre public d’action sociale, OMCW/CPAS). Local authorities
have discretion in terms of assessing eligibility and especially in helping beneficiaries
enter the labor market (De Wilde, 2016; Vandenbroucke et al., 2016). This discretion
results in important variations between OCMW/CPAS’s in terms of how beneficiaries are
supported and activated (Hermans, 2005).88 Benefits are financed for 50 up to 65 percent
by the federal government, the rest of the benefits and most of the operational costs
are financed by the local authorities.89 One of the central activation measures used by
local authorities, and most relevant for the purposes of this Chapter, is the so-called
Article 60§7 measure whereby beneficiaries are given a job contract either by the local
authorities themselves or by a third party. This offers beneficiaries the chance of gaining
work experience and by the end of the contract the beneficiary becomes eligible for UI.
The federal government provides a wage-cost subsidy and exempts the contract from
social contributions. Local authorities finance the rest of the wage costs and also finance
the coaching of individuals that are in Article 60§7-jobs.
88 Given the socioeconomic context of the benefit scheme, the policies of local authorities have to balance social
re-integration against actual activation policies similar to those implemented for UI beneficiaries (De Bie & Vandenbussche, 2016).
89 The local-federal co-financing of benefits reduces the potential for ineffective activation. For a more detailed analysis of institutional moral hazard in SA see Vandenbroucke, Luigjes and Lievens (2016).
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In other countries, similar measures have been regarded as ‘dumping’, i.e. a form of
institutional moral hazard whereby caseloads are transferred from subnationally financed
benefits to federally financed benefits to reduce subnational costs (Chapter 3). In Belgium
however, Article 60§7-jobs are encouraged by the federal government because it allows
those SA beneficiaries who are able to work to transition to the job market; or at least
they will be subjected to regional activation measures associated with UI that are more
narrowly focused on job search than the efforts of the OCMW/CPAS’s. In fact, in 1999
and in 2002, to promote the activation of SA beneficiaries in the context of the active
welfare state reforms, the federal government increased its subsidies for Article 60§7
jobs, making it a cheaper instrument for the local authorities (Dumont, 2015, 386-390).
This shows that the federal government did not perceive Article 60§7 as a ‘dumping’
practice. Two local civil servants and one local politician confirmed that the federal
government never attempted to discourage the use of this instrument (Respondents 26,
33 and 36). Moreover, while they acknowledged that in the medium term local authorities
would financially gain from Article 60§7 and that some local authorities used it for that
reason, they also stressed that Article 60§7-jobs require an initial investment from local
authorities which discouraged using this measure for cost-saving at least in the short
term. Rather, many local authorities perceived Article 60§7 as the “Walhalla” of good
activation policies (Respondent 26). There are significant differences in the degree to
which local authorities utilized the Article 60§7 measure (Vandenbroucke et al., 2016).
According to Respondents 26 and 33, these differences can be attributed to 1) the financial
and administrative capacity of individual OCMW/CPAS’s, 2) the number of vacancies in a
municipality and 3) the fact that in Flanders there was a stronger emphasis on activation
than in the Francophone municipalities.
With the sixth constitutional reform, the financial and oversight responsibilities regarding
Article 60§7 were transferred from the federal government to the regions as part of the
decentralized activation measures.90 The regions have no financial incentive to reduce
transfers from SA to UI as they bear no financial responsibility for either benefit. But
given that they now finance part of the costs of Article 60§7-jobs they do have a financial
90 Officially the motivation was to homogenize policy competences at the regional level. However, Respondent 33
noted that Article 60§7 was also included in the decentralization to enhance the size of the budget associated with the
decentralized ALMP responsibilities to placate Flemish demands for autonomy.
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incentive to discourage the use of this measure (Dumont, 2015, 391). Following the sixth
constitutional reform, the use of Article 60§7 declined in all regions. Flemish policymakers considered abolishing the measure altogether. However, this was not necessarily
out of budgetary concerns. Rather, Flemish policy-makers thought that their regional
activation office “is much better at activation, so why should OCMW/CPAS’s be involved?”
(Respondent 26). Ultimately, Flanders opted to reform the measure to improve the outflow
to the labor market by imposing stricter criteria for its use. It also it reformed the way in
which it was financed, according to Respondent 26 to show “we in Flanders can do it much
better [than the federal government]”. The new regulation and complicated financing
structure of Article 60§7 contributed to its decline in Flanders (Respondent 26). A recent
evaluation study showed that after the reform use of the measure in Flanders declined
by 13 percent and that OCMW/CPAS’s attributed this to the strict criteria and regulatory
burden as well as an adjustment phase (IDEA Consult, 2018). The SA caseload in Wallonia
is larger than in Flanders and there are less vacancies while Walloon local authorities
emphasize activation less strictly than Flemish ones. For these reasons, Article 60§7 was
already less utilized in Wallonia before the sixth constitutional reform. Local authorities
are under immense pressure to manage their caseloads but also to keep their operational
costs as low as possible. Walloon policy-makers did not reform the Article 60§7-measure
after 2015 but local policy-makers feared that the Walloon government would not continue
to finance the use of Article 60§7 at the same level as the federal government did. The
sixth constitutional reform “created a fear that where before the federal purse was open,
now the [regional] purse is closed” (Respondent 33).
In summary, Article 60§7-jobs were not perceived by the federal government as a dumping
practice. Rather, Article 60§7was seen as a way to strengthen individual responsibility
to enter the labor market. Whether the regionalization of financial and oversight
responsibilities during the sixth constitutional reform has increased the effectiveness of
the Article 60§7-measure remains to be seen. Local policy-makers from Wallonia and
Flanders stated that regional policy-makers did not understand the Article 60§7-measure
and that cooperation between OCMW/CPAS’s and regional activation offices was strained
(Respondents 26 and 33). The evaluation study showed that a plurality of Flemish local
civil servants is dissatisfied with the new regional system (IDEA Consult, 2018, 64). The
regionalization of the Article 60§7-measure has resulted in declining use. If one perceives
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Article 60§7-jobs as a dumping scheme, institutional moral hazard decreased. If one
perceives Article 60§7-jobs as a good method of getting SA beneficiaries to enter the
labor market, it seems that the effectiveness of local activation efforts was hampered by
the sixth constitutional reform.

Fiscal autonomy and fiscal responsibilization during
the sixth constitutional reform91
In the context of this thesis, the two most important policy goals of reforming the finance
law during the sixth constitutional reforms were: expanding regional fiscal autonomy
and increasing regional fiscal responsibilization. Given that these two policy goals are
sometimes conflated, it is crucial to lay out clearly how the sixth constitutional reform
aimed to achieve these policy goals and how they are distinct from each other. We
discuss the increase in fiscal autonomy concerning the regional general revenues, the
responsibilization element in the budgets associated with decentralized labor market
policies, and the financial transition mechanism.
To understand how fiscal autonomy has been expanded, we must first understand the
situation before the sixth constitutional reform. ‘Fiscal autonomy’ here refers to the
degree to which a level of government finances its expenditures from the resources it
raises through its own taxation policies (Decoster & Sas, 2013, 8). Under the old system,
the regions financed 43,9 percent of their expenditures through their own taxes (Decoster
& Sas, 2013, 11). The rest of regional resources were provided by the federal government
through lump sum transfers. By far the most important of these intergovernmental
transfers were in turn financed by the federal personal income tax92, so called ‘personal
income tax-transfers’. These personal income tax-transfers were divided between the
regions based on the principle of ‘juste retour’, i.e. according to the regional share in the
total resources raised by the federal personal income tax (Decoster & Sas, 2013, 15).
The higher the share of federal personal income tax collected in a region, the larger that
region’s share of the lump sum transfers. The idea behind this method of dividing the
91 This Section heavily relies on Decoster & Sas (2013), who provide the full list of policy goals of the negotiators, a
more detailed analysis and simulations of the effects of the reform. See also see Chapters 27 and 28 in Velaers et al.
(2014)
92 The regions were allowed to increase/decrease the federal personal income tax by a margin of 6,75 percent
through regional surcharges/credits.
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lump sum transfers was to incentivize the regions to create economic growth in their own
jurisdiction: more economic growth (relative to the other regions) entailed a higher share
of personal income tax collected in that region which in turn resulted in a larger share
of the transfer. In short, the juste retour-principle is a form of responsibilization that was
already present in intergovernmental transfers before the sixth constitutional reform.
The reformed finance law increased regional fiscal autonomy by almost 30 percentage
points to where 73,3 percent of regional expenditures were financed through regional
taxes (Decoster & Sas, 2013, 11). This was largely achieved by replacing the personal
income tax-transfers with regional tax revenues. Specifically, the old personal income
tax-transfers were abolished. This gave room to the federal government to decrease
its personal income tax rates by around 25 percent. The regions were allowed to fill
that space by raising a surcharge on the federal personal income tax.93 The newfound
regional taxation capacity largely compensated for the abolished personal income taxtransfers. In short, by replacing intergovernmental transfers with regional tax capacity,
fiscal autonomy increased. However, this expansion of fiscal autonomy did not lead to
more fiscal responsibilization: “because the regional surcharges replaced transfers to the
regions that were already subject to the juste retour-principle” (Decoster & Sas, 2013, 16,
own translation).
Importantly, the above concerns the general revenues of the regions. We will now
discuss the financing of the decentralized labor market policies such as monitoring
responsibilities, the social contribution credits and service voucher scheme for domestic
work.94 The budgets for these policies have been decentralized to the regions through a
separate and newly created lump sum-transfer that contained a fiscal responsibilization
element. This new labor market policy-transfer, similar to the old personal income taxtransfers, is divided between the regions based on the juste retour-principle. This entails
that region where the highest share of personal income taxes is collected will receive the
largest share of the transfer. So the regions are now incentivized to increase economic
growth in their region in two ways: 1) because that will increase their tax revenues, and
2) because that will increase their share of the labor market policy-transfer. However, as
93 In a budget neutral scenario, this entailed a regional surcharge of 33 percent on the 75 percent remainder of the
federal personal income tax rate (one third of 75 is 25). The regional autonomy in setting this surcharge is limited by
federal legislation. The tax base itself is also still subject to federal legislation.
94 The latter two are financially the largest components of the decentralized labor market policies.
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mentioned above, the first does not entail an increase in fiscal responsibilization relative
to the situation before the constitutional reform. The second does result in more fiscal
responsibilization because before the constitutional reform, the federal government spent
its resources on the now decentralized labor market policies irrespective of the regional
share of personal income tax.
One should distinguish between the responsibilization model as developed by
Vandenbroucke and Meert and the fiscal juste retour-principle in the new labor market
policy-transfer. First, the former incentivizes regional employment successes, where
the latter is incentivizes the economic growth of the regions. Employment and economic
growth are related: employment leads, ceteris paribus, to economic growth as market
incomes are generally higher than income-replacement benefits. But the link between
economic growth and labor market policies is less direct than the link between employment
successes and labor market policies. Second, the model developed by Vandenbroucke
and Meert does not necessarily require the decentralization of budgets associated
with labor market policies but relies on providing regions bonuses for every jobseeker
that is reemployed. By contrast, the option chosen by the negotiators is premised on
decentralizing such budgets that are to be divided based on the juste retour-principle.
Finally, we come to the transition mechanism. If all of the reforms to the finance law
would have come into effect immediately after the constitutional reform, it would have
entailed a large shift of resources previously spent in Wallonia (which would have ‘lost’
577 million euros per year) and Brussels (which would have ‘lost’ 83 million euros per
year) towards Flanders (which would have ‘won’ 333 million euros per year) (Decoster &
Sas, 2013, 26-27).95 The Walloon losses are largely explained by how the new labor market
policy-transfer will be divided (Decoster & Sas, 2013, 26-27); according to the juste retourprinciple Wallonia would claim a share of that transfer that was smaller than the share
of funds the federal government used to spend in Wallonia before the reform. However,
the negotiators agreed at the outset that – at least in the short term – no subnational
government could lose or gain vis-à-vis the situation before the reform. For this reason,
95 Importantly these regional win-loss figures for the regions are not the complete picture. As Decoster & Sas argue,
one should be sceptical of regional win-loss framing because Belgians are subject to multiple subnational governments (2013, 43-44). Besides the regions, citizens also belong to linguistic communities. Community governments
have their own financing which is structured in a different way than that of the regions and which is also differently
affected by the sixth constitutional reform.
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the negotiators agreed on a transition mechanism whereby any subnational government
that would receive more relative to 2014 (the last year before the reform takes effect)
would hand over a sum equal to its ‘winnings’ and any subnational government that would
lose funding relative to 2014 would be compensated.96 After 2025, the sums that are
handed over/used to compensate losses will decrease by 10 percentage points annually.
As a result, the transition mechanism would be phased out by 2035.
The transition mechanism affects all of the reforms made to the financing law. In doing so,
it also affects the new labor market policy-transfer. Specifically, the transition mechanism
largely nullifies the responsibilization element in that transfer during the first ten years.
Between 2025 and 2035, the regions will start to be affected by the responsibilization
element as the transition mechanism fades out. Therefore, the agreement between the
negotiators that there can be no subnational winners or losers of the reform for 10 years,
hampers the policy goal of fiscal responsibilization – but it does not affect the policy goal
of expanding regional fiscal autonomy. Brussels and Wallonia are expected use the 10
years provided by the transition mechanism to improve their economic performance
or suffer the consequences in terms of their share of the labor market policy-transfer.
Specifically, these two regions must raise the income levels of their citizens, relative to
that of Flanders, significantly to prevent the impending losses implied by the juste retourprinciple in the labor market policy-transfer; see Decoster & Sas (2013) for simulations
of different scenarios.

96 This mechanism is not indexed for inflation, so over time its effects will diminish.
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Tables and Figures
Figure 4.A1. Regional unemployment rate, 1995-2016. Source: Labour Force Survey (retrieved from: https://statbel.
fgov.be/nl/themas/werk-opleiding/arbeidsmarkt/werkgelegenheid-en-werkloosheid/plus)

Figure 4.A2. Annual regional averages for unemployed jobseekers who are fully benefit-eligible for UI as percentage of working age population, 2000-2016. Source: own computation from UI caseload (RVA, retrieved from: Retrieved from: https://www.rva.be/nl/documentatie/statistieken/statistische-publicaties/jaarverslagen/bijlagetabellen/
statistisch-overzicht-2017) and working age population (LFS, retrieved from: https://statbel.fgov.be/nl/themas/
werk-opleiding/arbeidsmarkt/werkgelegenheid-en-werkloosheid/plus)
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Table 4.A3. The what, who and how of the 2004 intergovernmental cooperation agreement regarding activation of
the unemployed. Source: FOD WASO (2008), Royal Decree of September 17 2005 (C-2006/12616).
What

Who

How

Intensification of
activation responsibilities

Regional* activation
offices

For new unemployed of 25 years or younger: coaching
must be initiated before the 6th month of unemployment
For new unemployed of above 25 years**: coaching must
be initiated before the 12th month of unemployment
For long-term unemployment: intensive coaching*** as
soon as possible
For unemployed that did not receive coaching yet:
intensive coaching*** within 2 months after the
unemployed have been notified by the RVA/ONEM

Restructured monitoring

Federal (RVA/ONEM)

Structured monitoring procedure, whereby the
possibility for sanctions is predictable and gradual
Developing a federal procedure for monitoring job
search behavior so as to not be completely dependent on
regional data transmissions
Hiring ‘facilitators’, federal employees that monitor the
unemployed parallel but separate from the regional
coaching efforts

Better intergovernmental
transmission of data and
information

Federal (RVA/ONEM)

Automatic transmission of data regarding the
unemployed who have been contacted by the RVA/ONEM
in the context of monitoring
Automatic transmission data on outflows: beneficiaries
that leave the UI system
Automatic transmission data regarding exemptions:
unemployed who are exempted from registering for UI

Regional* activation
offices

Transmission of data on actions taken with every
individual unemployed (coaching meetings, activation
efforts, training etc.): date of the action, how long
training/activation actions take, reactions of the
unemployed, etc.
Transmission of data on offers made to every individual
unemployed (job offers, training offers etc.): response of
the unemployed and results

* Including the German-speaking community
** This refers to the unemployed of <30 of age from July 1 2004, of <40 from July 1 2005 and of <50 from July 1 2006
*** ’Intensive coaching’ (intensieve begeleiding) is a term codified with a specific meaning in the cooperation
agreement
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Figure 4.A3. The restructured federal monitoring procedure, according to the 2004 intergovernmental cooperation
agreement regarding the activation of the unemployed, that runs separate but parallel from regional coaching
efforts. Source: Lievens & Vandenbroucke (2015).

Warning letter
First interview
Positive evaluation

New invitation after
16 months

Negative evaluation

Action plan
+ obligations

After 4 months

First interview
Positive evaluation

New invitation after
12 months

Negative evaluation

More intensive action
plan + limited sanction

First interview
again

After 4 months

First interview
Positive evaluation

Full benefit
New invitation after
12 months

Negative evaluation

Possible defensive
suspention

Figure 4.A4. Number of financial sanctions applied by the RVA/ONEM to beneficiaries for lacking job search behavior per region, 2005-2011. Source: RVA/ONEM (2016, 117)
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Table 4.A3. Total transmissions on behavior of the unemployed (not showing up at regional office; lack of positive
cooperation; refusal to take jobs; refusal to take up coaching) per region 2001-2003. Source: FOD WASO for 20012003 (2008, 80), RVA/ONEM and Respondent 34 for 2011.
2001

2002

2003

2011

Flanders

7.118

6.782

6.736

28.594

Wallonia

914

834

596

41.543

Brussels

3.685

2.822

3.158

9.552

Table 4.A4. Summary of the federal normative framework. Source: RVA/ONEM, https://www.rva.be/sites/default/
files/assets/publications/Rapport_Annuel/2016/provisoire/Sanctions_NL.pdf
Definition of three target
groups

Full-time unemployed of 60 years or younger.
Full-time unemployed of 60 years and older.
Part-time unemployed.

Definition of ‘the duties of
beneficiaries

The beneficiary must be enrolled and actively searching for work.
The beneficiary must comply actively in coaching and training.
The beneficiary must be actively looking for work on his/her own.

Definition of regional
‘monitoring’ responsibilities

Monitoring must be conducted throughout the duration of benefit receipt.
The beneficiary must be monitored regarding: compliance, his/her own job
search activities, possible periods of labor or training and other actions that
could lead to reemployment.

Timing of monitoring

Young beneficiaries must be monitored bi-annually.
The unemployed of between 25 and 60 years must be monitored at least
once a year.

Procedure for noncompliance

The first negative evaluation should lead to a written warning.
The second negative evaluation should lead to a decrease of benefits.
The third negative evaluation should lead to suspension of benefits.

Possible exemptions
regarding monitoring

Beneficiaries can be exempted from being monitored for training or other
reasons (capped at 12% of the total caseload).

Monitoring of the elderly and
part-time unemployed

Beneficiaries of 60 year or older and part-time beneficiaries are exempted
from the duty to actively look for work.

Figure 4.A5. Residence of the Brussels workforce in 2016. Source: Labour Force Survey (retrieved from: Retrieved
from: https://statbel.fgov.be/nl/themas/werk-opleiding/arbeidsmarkt/werkgelegenheid-en-werkloosheid/plus)
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5
Incentive to
retrench?
Investigating
the interactions
of state and
federal social
assistance
programs
after welfare
reform97
Zachary Parolin & Christiaan Luigjes
97 In 2019 a version of this Chapter has been published as a research
article in Social Service Review (Volume 93, issue 2) under the same
title. While Dr. Zachary Parolin is the first author of that article and I am
indebted to him, any potential faults in this Chapter are my own.

1. Introduction
The decline of cash assistance has been a large focus of American poverty and policy
research from 1996 onward. After welfare reform and the introduction of the stateadministered Temporary Assistance for Needy Families (TANF) program, the provision
of cash assistance has steadily declined across all states. Simultaneously, however,
spending on two federally-funded social transfer programs – Supplemental Nutrition
Assistance Program (SNAP, or ‘food stamps’) and Supplemental Security Income (SSI, a
means-tested income supplement targeted at blind, disabled, and/or older-age adults) –
has increased throughout the past two decades. This Chapter investigates the relationship
of these divergent trends. Specifically, we investigate the extent to which retrenchment of
state-administered TANF cash assistance has led to increases in participation and levels
of household benefit receipt of the federally-funded SNAP and SSI programs.
We emphasize two perspectives on why an investigation into the interactions of the TANF,
SNAP, and SSI programs is necessary. From a household income perspective, this analysis
of program interaction places the social consequences of TANF’s decline in the context of
growing SNAP and SSI caseloads. The decrease of TANF cash assistance from 1997 onward
has been cited as a key contributor to rising poverty rates over time and differences in
poverty rates between states (Edin and Shaefer, 2016; Parolin, 2018). Less clear, however,
is whether and how retrenchment in TANF cash assistance has affected participation
levels and benefit values of SNAP and SSI. Economic theories of program participation
suggest that declining generosity of TANF would increase the relative incentive for an
eligible household to pursue SNAP or SSI benefits (Keane and Moffitt, 1998). Moreover,
declines in TANF benefit levels may have a mechanical effect on the level of SNAP benefits
among households receiving both. To what extent, then, has TANF retrenchment led to
increases in benefit allocations of SNAP and SSI? And to what extent have gains in SNAP
and SSI allocations offset TANF’s decline?
From a state incentive perspective, this analysis reveals whether state governments can
shift the burden of cash assistance to the federal government through a retrenchment in
TANF assistance. Prior to the introduction of TANF, the federal government matched at
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least 50 percent of states’ allocations of cash assistance for low-income families; thus, an
increase in state expenditures on cash assistance would directly lead to an equal or larger
increase in federal expenditures. In response to rapidly rising cash assistance caseloads,
policymakers introduced a ‘block grant’ funding structure to cap the annual amount of
federal spending and simultaneously provide states more flexibility in administering
social assistance funds. While the block grant severed the direct link between fluctuations
in TANF caseloads and federal costs, the flexibility granted to the states may provide
them opportunities to influence federal spending on other social programs, such as SNAP
and SSI. Moreover, we demonstrate that the structure of the TANF block grant plausibly
provides state governments a financial incentive to cut back on the generosity of TANF
benefits. Spending less on cash assistance allows states to reallocate the preserved TANF
funds to supplant non-TANF state expenditures, such as foster care services, childcare
assistance, wage subsidies, and other policy areas that might otherwise be funded through
general state revenues (Germanis, 2015; Chernick, 2000).
Our findings shed light on each of these inquiries and contribute to American welfare
state literature in three primary ways. First, we utilize a novel methodological approach
to clarify the relationship between the decline in TANF and the rise of SNAP and SSI.
Using household-level data on TANF, SNAP, and SSI participation and benefit receipt from
1997 to 2015, we apply a variation of a differences-in-differences method to capture the
effects of policy-induced changes in TANF benefit allocations on changes in SNAP and SSI
allocations. Acknowledging the issue of underreporting of benefit receipt in household
income data, we perform our analysis on a version of the Current Population Survey (CPS
ASEC) that adjusts for underreporting of SNAP, TANF, and SSI. As sensitivity checks,
however, we also present results based on the unadjusted version of the CPS ASEC and
on microdata from SNAP Quality Control reports.
Second, we clarify the extent to which SNAP and SSI have offset the decline of TANF
benefit generosity for the average single-mother household. Our primary findings suggest
a $50 per month policy-induced decline in a state’s TANF cash assistance allocations leads
to an increase of between $17 to $32 per month in federal SNAP and SSI allocations.
In other words, the federal government has plausibly filled in for around half of states’
retrenchment in TANF benefit generosity. From a household income perspective, the
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decline of TANF still leads to a net loss in total provision of social assistance, but our
findings show that the overall decline of social assistance from the mid-1990s onward is
perhaps less severe than a focus purely on TANF would suggest.
Finally, our findings suggest that the structure of TANF and the interaction among the three
social assistance programs plausibly provides state governments a financial incentive to
cut back on TANF assistance. Not only can states shift the burden of social assistance to
the federal government, but they can then reallocate the recouped TANF funds toward
programs and services that might otherwise be funded with general state revenues.

2. Background & Theory
2.1 The Decline of TANF
The legislation that introduced TANF transformed three core components of stateadministered social assistance. First, it strengthened the conditionality requirements
attached to the receipt of cash assistance. Under Aid to Families with Dependent Children
(AFDC), the predecessor program to TANF, families under a certain income threshold
were entitled to cash support. With the introduction of TANF, however, that entitlement
was ended and recipients would be required to engage in ‘work participation activities’ or
employment to continue receiving cash support beyond a certain duration (Falk, 2014).
Second, the legislation expanded the scope of the program’s objectives. While AFDC
was primarily a cash assistance program, TANF funds can be allocated to any of the
program’s four statutory purposes: “to provide assistance to needy families,” “to end the
dependence of needy parents on government benefits by promoting job preparation, work,
and marriage,” “to prevent and reduce the incidence of out-of-wedlock pregnancies,”
and “to encourage the formation and maintenance of two-parent families”.98 Third, TANF
replaced the open-ended federal matching scheme with non-indexed block grants and a
mandatory ‘Maintenance of Effort’ (MOE) requirement (a level of expenditures that states
must commit to the program) (Falk, 2016). Ending the federal-state match ensured that
states would “no longer have the promise of increased federal funds as an incentive for
98 The Personal Responsibility and Work Opportunity Reconciliation Act, 42 U.S.C. § 601 (1996).
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greater outlays of state dollars” (Hoke, 1998: 128). As we will describe, however, the
combination of these three changes may still allow states to induce greater levels of
federal expenditures.
Since the implementation of TANF, caseloads have consistently declined. During the same
timeframe (1997 to 2015), caseloads for the federally-funded SNAP and SSI programs have
increased. Figure 5.1 depicts the trends in participation rates among the three benefits
from 1997 onward among households headed by a single mother without a college degree
(age 18-44) – the primary target and beneficiary of the TANF program. TANF caseloads
have fallen from about 23 percent of single mothers in 1997 to around 7 percent in 2015.
By 2015, the share of single mothers participating in the SSI program had converged with
the share receiving cash support from TANF.99
Figure 5.1 Share of single mothers (age 18-44) receiving TANF, SNAP, and SSI benefits from 1997 – 2015

Note: Benefit participation levels are derived from the CPS ASEC applying TRIM3 benefit imputations for TANF, SSI, and SNAP.
Participation in a benefit indicates that the household received a positive value of the benefit in the income reference period. Sample
includes single mothers between the ages of 18 and 44 without a college degree. Figure is the authors’ own

99 Both child and adult blind/disabled SSI cases have increased from 1997 onward. However, the age composition of
the cases is roughly the same in 2015 as it was in 1997: around 22 percent of blind/disabled SSI cases are child cases,
whereas around 78 percent are adult/elderly cases (Social Security Administration, 2017). As we measure benefit receipt at the household level, the distinction of whether the single mother or her child is being awarded SSI benefits is
not necessary within the context of this paper.
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The participation rate of single-mother households in SNAP steadily increased until 2008,
then experienced a sharp rise from 2008 onward due to an expansion of benefits and an
increase in demand for social assistance after the onset of the economic recession.100
A central focus of this Chapter is to understand the extent to which these diverging
trends in declining TANF assistance versus rising SNAP and SSI assistance are related.
Specifically, we investigate how the decisions of state policymakers to cut back on the
generosity of TANF cash assistance contribute to participation and levels of benefit receipt
of the federally-funded SNAP and SSI.

2.2 The Interactions of TANF, SNAP & SSI
Prior research has provided mixed evidence on the interactions between TANF and
SSI, as well as between TANF and SNAP. While each is targeted toward low-income
households, the programs feature different eligibility criteria, types of support provided,
and mechanisms for overlap or interaction.
The federally-funded SNAP, or ‘food stamps’, serves low-income families with benefits
earmarked for food and some basic necessities. Though each state administers the
provision of its own SNAP benefits, SNAP is different from the state-run TANF program
in that its benefit calculation procedures are set at the federal level. SNAP interacts with
TANF in regard to eligibility and benefit levels. Most straightforwardly, nearly all recipients
of TANF cash assistance are ‘categorically eligible’ for SNAP assistance. Categorical
eligibility implies that a person is eligible for SNAP on the basis of receipt of other specified
means-tested transfers, such as TANF (see Moffitt (2015) for a detailed discussion). While
the majority of TANF beneficiaries are also SNAP beneficiaries, the reverse is not true:
eligibility for SNAP does not grant access to TANF benefits, and most SNAP beneficiaries
do not receive TANF cash assistance (Klerman and Danielson, 2011). As Figure 5.1 shows,
more than half of single-mother households within the sample received SNAP assistance
in 2015, while only around 7 percent received TANF cash support. Though economic
circumstances, such as the rise of unemployment beginning in 2008, account for the bulk
100 These patterns of participation rates mirror overall expenditures on the three programs in 2014: SNAP benefits
reached nearly $70 billion in 2014, while SSI payments (toward all family types) reached $55 billion and TANF expenditures reached $32 billion, around $8 billion of which were allocated to cash assistance.
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of increasing SNAP participation in recent years, policy changes to TANF and SNAP also
appear to contribute to the divergent patterns in Figure 5.1 (Blank, 2002; Grogger et al.,
2002; Ganong and Liebman, 2018; Ziliak, 2015). As states’ TANF policies have become
more restrictive, accessibility to SNAP has, in nearly all states, been made easier through
modifications of asset limits, reporting requirements, and the duration of recertification
periods (Klerman and Danielson, 2011).
Additionally, the expansion of categorical eligibility may contribute to the number of
SNAP-without-TANF cash assistance cases. In 2001, the introduction of ‘broad-based
categorical eligibility’ (BBCE) meant that even households in which at least one person
receives noncash TANF services would be eligible for SNAP benefits (Falk and Aussenberg,
2014). The majority of states have since chosen to implement some form of BBCE, which
can extend SNAP eligibility to families through a mechanism as simple as offering a
brochure or the availability of a telephone hotline (Falk and Aussenberg, 2014). A federal
audit concluded that BBCE practices accounted for 2.6 percent of the total SNAP caseload
during the Great Recession (U.S. General Accounting Office, 2012), while Ganong and
Liebman (2018) estimate that BBCE increased SNAP enrollment by around 1.6 million
persons by 2011.
A relationship may also exist between TANF and SNAP benefit levels among households
receiving both. The level of SNAP benefits that an eligible household receives is inversely
related to its ‘net monthly family income.’ TANF benefits are included in this definition of
net income. Thus, lowering TANF benefits for a family that also receives SNAP may entail
an increase in SNAP benefit levels (Center on Budget & Policy Priorities, 2017; Schmidt
et al., 2016). This interaction remains unexplored in much of prior program interaction
research, but is assessed in our analyses as a potential mechanism for states to induce
greater levels of federal benefit allocations through a decrease in TANF generosity.
The extent of interaction between TANF and federally-funded SSI, meanwhile, is also
contested. While SSI also provides cash assistance, its eligibility criteria are far more
limiting than those of TANF or SNAP: SSI provides assistance for the low-income elderly,
blind and/or disabled.101 Nonetheless, prior studies have suggested that declining
101 It is unclear as to the extent of eligible TANF households that may also be eligible for SSI. A 2009 study showed
that over a quarter of TANF recipients between 22 and 55 years reported some physical, mental or emotional problem
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AFDC/TANF participation may be associated with an increase in SSI participation. Even
before welfare reform, state governments had an incentive to shift eligible low-income
households from AFDC to the more generous SSI program (Schmidt and Sevak, 2004;
Kubik, 2003). The incentives for eligible households to shift to SSI appeared to intensify
after welfare reform, as the transition to TANF made cash assistance “less attractive for
single mothers” (Schmidt and Sevak, 2004). Wiseman and Wamhoff (2006) also observe
that TANF strengthened the financial gains for states and low-income households to
transition from TANF to SSI, a practice which the federal government actively encourages
(Farrell, 2013). It is plausible that the extent to which TANF to SSI transitions are possible
varies across states. States with larger shares of residents experiencing adverse health
outcomes, for example, would plausibly have an easier time shifting TANF caseloads to
SSI.
Some empirical evidence exists to support the TANF-SSI interaction effect: Schmidt
(2012), Schmidt (2004), and Bound et al. (1998), for example, find that less generous staterun social assistance programs (AFDC and/or General Assistance) are associated with
higher levels of SSI participation. Similarly, Garrett and Glied (2000) provide evidence that
families tend to use SSI benefits and cash assistance from AFDC as substitutes. Others,
however, have casted doubt on the extent to which SSI-TANF transitions occur. In a study
of administrative records across 26 states, for example, Skemer and Bayes (2013) find
scant evidence to support the claim that TANF beneficiaries transfer over to SSI.
This Chapter attempts to add empirical and conceptual clarity to the mixed or incomplete
evidence on the relationships between TANF and SNAP/SSI in prior research. From a
methodological perspective, we follow Schmidt and Sevak (2004) in moving beyond the
use of state- or group-level means as dependent variables, which introduces greater
possibility for measurement error (as differences in the demographic characteristics of
the population across states and years can less adequately be controlled) and disallows
for evaluation of how demographic features affect the likelihood of program interaction.
Schmidt (2012), Garrett and Glied (2000), and Kubik (2003), for example, use stateyear means of program participation as their outcome variables, while Klerman and
that limits their work capacity (Loprest & Maag, 2009); whether such ailments translate into SSI eligibility is often a
subjective decision made by ground-level health professionals and SSI administrators. Only three percent of single
parent households in our 2015 sample received both TANF and SSI benefits.

162

Danielson (2011) operationalize clusters of program participants within state-years.
We instead use household-level data and include a robust set of demographic controls
to more appropriately account for differences in the composition of each state-year’s
population and to measure the effects of demographic characteristics on TANF, SSI, and
SNAP participation. Conceptually, we place the interaction of the three social assistance
programs in the context of household and state government incentive structures, which
we now describe in more detail.

3. Conceptual Framework
Our primary hypothesis states that a reduction in a state’s generosity of TANF cash
assistance leads to increases in SNAP and SSI benefit allocations within the state. With
respect to the relationship between TANF and SSI, our hypothesis rests on the economic
theory of program participation (Klerman and Danielson, 2011; Keane and Moffitt, 1998).
Specifically, we expect that the average single mother will evaluate the employment and
social assistance opportunities available to her and act in a way that maximizes utility.
Thus, a decline in the generosity of states’ TANF benefits relative to SSI benefits should
increase the likelihood that the single mother, if eligible, will pursue SSI benefits. With
respect to the relationship between TANF and SNAP, we expect to observe a mechanical
benefit substitution. Recall that a decline in the value of TANF benefits that a household
receives is likely to increase the level of SNAP benefits for which a single mother is eligible.
Together, these individual- or household-level responses to declining TANF generosity
then translate into our expected relationships at the state level: declines in TANF cash
assistance generosity will be associated with increases in federal allocation of SNAP and
SSI benefits. If the evidence corroborates our hypothesis, we can further conceptualize its
ramifications in the contexts of the economic security of low-income households and the
incentives facing state governments.
From a household income perspective, an analysis of program interaction places the social
consequences of TANF’s decline in the context of rising SNAP and SSI participation rates.
Retrenchment of TANF has been cited as a central contributor to rising levels of poverty,
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and ‘extreme’ poverty in particular (Edin and Shaefer, 2016; Danziger et al., 2012). Given
the rise of SNAP (as well as SSI) caseloads, however, to what extent has TANF’s decline
merely represented a shift from state-administered to federally-funded social transfer
programs?102 More specifically, to what extent is TANF retrenchment associated with
increases in federal allocations of SNAP and SSI benefits?
From a state incentive perspective, evidence supporting our hypothesis would indicate
an ability of state governments to shift the burden of cash assistance to the federal
government through a retrenchment in TANF cash assistance. Given the broad range of
purposes toward which states can allocate TANF funds, corroboration of our hypothesis
would also suggest that state governments experience a financial incentive to cut back
on cash assistance. As states’ TANF budgets are largely static over time (the federallyfunded block grant is set at a fixed value, and many states’ MOE spending tends not to
fluctuate much over time), any retrenchment in TANF cash assistance allocations frees
up funds that can be allocated toward other categories of policies and programs allowed
under TANF’s broad mandate (Germanis, 2015; Kubik, 2003; Chernick, 2000).

4. Data & Methods
Our analytical approach estimates the effect of differences in the generosity of states’
TANF benefits on participation rates and observed levels of benefit receipt of TANF,
SNAP, and SSI. We use household income data from the Current Population Survey March
Annual Social and Economic Supplement (CPS ASEC). The data cover each year from 1997
to 2015 — the first year of TANF implementation to the most recent year for which data on
all variables is available.103 We limit our sample to households headed by single women
without a college degree between the ages of 18 and 44 (n=117,219). This includes nonmarried women who are cohabitating with another unrelated adult.104 We are primarily
102 The pervasive practice in income measurement today is to include SNAP benefits into measurements of disposable household income (LIS, 2016; Short, 2012; Smeeding and Rainwater, 2001). See Beatty and Tuttle (2014) and
Hoynes, Schanzenbach, and Whitmore (2009) for evidence on the substitutability of SNAP and cash income.
103 As detailed later, we apply TRIM3 benefit imputations to the CPS ASEC in our primary analysis to adjust for underreporting. The latest year of TRIM3 data at time of writing is reference year 2015 (2016 CPS ASEC), hence our end
point. Performing our analyses on the unadjusted CPS data while adding in the latest two years of data (reference years
2016 and 2017) does not meaningfully alter our results.
104 In sensitivity checks, we find that dropping cohabitating couples from our analysis does not meaningfully affect
the results. The results are also robust to expanded age brackets (18-55 and 18-65 years old).
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interested in the interactions of TANF, SNAP, and SSI among single-mother households,
as this is the family type most likely to received means-tested transfers. As we explain
below, however, we include single women without children into the sample to provide a
comparison group in our estimation strategy.
We apply a variation of the differences-in-differences (DD) method to evaluate the effects
of policy-induced changes in TANF generosity on our outcomes variables (SNAP, SSI,
and TANF participation and observed levels of household benefit receipt). A standard DD
model compares the effects of a change in policy on a treatment group (those whom the
policy change affects) and a control group; thus, the method is most appropriate when
there is a single policy change or treatment event. With respect to TANF, however, many
policy changes have occurred across the 50 states at different times throughout the past
two decades.
To fully account for these changes across time and place, we follow Hoynes and Luttmer
(2010) and Hoynes and Patel (2015), among others, in constructing a ‘simulated’ TANF
generosity variable that captures changes in TANF generosity across year, state,
and household size. The intent of the simulated TANF variable is to provide a single
indicator that reflects policy-induced changes in TANF generosity within states over time,
independent of demographic or other compositional changes that may occur within the
population. Different from a standard DD model, this treatment variable is continuous
(non-binary). A similar method has been used in prior research to estimate the effects of
policy-induced changes in the Earned Income Tax Credit, income tax brackets, healthcare
expansion, and other social assistance programs (Cutler and Gruber, 1996; Eissa and
Hoynes, 2004; Hoynes and Patel, 2015; Milligan and Stabile, 2011; Schmidt et al., 2016;
Jones and Michelmore, 2016).
We estimate the effect of policy-induced changes in TANF generosity on TANF, SSI, and
SNAP participation rates and household benefit levels as follows:
yistf = β0 + β1TANFGenstf + β2Xi + β3αst + δs + γt + λf + εi

(1)

where i indexes individuals, s indexes states, t indexes years, and f indexes the size of the
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household.
Outcome variables (yistf): We test two sets of outcome variables: benefit participation and
observed levels of household benefit receipt of TANF, SSI, and SNAP. We define a household
as ‘participating’ in a benefit if any member of the household receives a positive cash
value of the benefit in the year of examination. We measure observed levels of household
benefit receipt in average monthly values (the annual reported value for a household
divided by 12) and in real terms with inflation adjustments derived from the annual CPI-U.
We top code levels of household benefit receipt at the 99th percentile (among households
receiving the respective benefit).
Figure 5.2 displays trends in real average monthly benefit levels for SNAP, SSI, and TANF
among all single-mother households in our sample (not limited to just those who receive
the benefits). Upon the implementation of TANF in 1997, the average single-mother
household received approximately $71 per month (in 2014 USD) in TANF cash support
— similar to the level of SNAP benefits and much higher than the level of SSI benefits.
By 2015, however, the average monthly value of TANF had declined to $22 per month,
while the average level of benefit receipt of SNAP and SSI had increased to $151 and $69,
respectively.
Explanatory variable (TANFGenstf): Our primary explanatory variable is the generosity of a
state’s TANF benefits for a given family size. We define ‘generosity’ as a combination of
the level of TANF cash benefits a given household can receive and the income eligibility
criteria used to define who can gain access to TANF benefits in a given state and year. We
construct a ‘simulated’ TANF variable to reflect policy-induced changes in the generosity
of TANF within states over time.
In the Appendix, we provide a step-by-step description of the construction of our simulated
TANF generosity variable. Here, we emphasize the two primary features of the generosity
variable, and how we calculate ‘generosity’ for each state-year from 1997 to 2015 in
accordance with those two features.
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Figure 5.2 Real average annual benefit receipt among single mothers (age 18-44), 1997-2015

Note: Benefit levels are derived from the CPS ASEC applying TRIM3 benefit imputations for TANF, SSI, and SNAP.
Mean household benefit levels include all single mothers (age 18 to 44) without a college degree, including those
that received zero value of the benefit during the income reference period. Figure is the authors’ own.

First, our TANF generosity variable only captures differences in states’ TANF policies and
not differences in individual characteristics or demographic features that vary across state
or year. An alternative approach that uses differences in state-year means of observed
TANF benefit receipt to predict differences in SSI and SNAP receipt would be susceptible
to a number of confounding factors in the relationship between TANF generosity and the
outcome variables. Our approach is largely able to avoid these concerns. We achieve this
by using an identical sample of single mothers (the national sample of single mothers in
1997, the first year of our analysis) for the calculation of generosity in each state-year. This
ensures that demographic differences across state or year do not affect the value of the
TANF generosity variable.
Second, our conceptualization of TANF generosity takes into account the level of TANF
cash benefits to which an eligible household would be entitled and the income eligibility
criteria used to define who can gain access to TANF benefits in a given state and year.
Given that benefit levels and income-eligibility thresholds are both determined at the
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state level and fluctuate across state and year, both should be taken into account when
assessing the relative generosity of TANF cash assistance. Simply applying the maximum
TANF benefit level for a family of three in a given state-year, for example, provides an
incomplete assessment of generosity: while it meets the first condition of measuring
policy and not demographic differences across state or time, it does not take into account
which income levels are actually eligible in a given state and year. To calculate generosity
while meeting these criteria, we use TANF policy parameters from the Urban Institute’s
Welfare Rules Database. We first identify which single mothers in the sample are eligible
for TANF cash assistance based on the income eligibility rules (including earned income
disregards applied for the purpose of determining eligibility) in each state and year. Among
all eligible households, we then calculate the TANF benefit value that each would receive
based on policy rules in the specific state and year. In doing so, we take into account the
number of children in the household (1, 2, 3, or 4+) when assessing income eligibility and
benefits levels. This calculation is explained in more detail in the Appendix (Table 5.A1).
After measuring the level of TANF benefits for which each household is eligible, we compute
the average TANF benefit value for each ‘year-state-household size’ cluster (19 years * 51
states * 4 household sizes = 3,876 clusters) in real USD. For example, our sample of single
mothers with two children in the state of Washington in 1997 could receive an average
TANF benefit of $137 per household; for the same family type living in Washington in 2015,
however, the average TANF benefit is $78 (both values in 2014 USD). This difference in
‘generosity’ is only due to policy changes made within the state of Washington between
1997 and 2015, and not due to demographic characteristics of the state that have changed
over time. The average benefit value for each cluster is operationalized as the simulated
TANF generosity variable (TANFGenstf) in Equation (1). All childless households headed by
a single woman – our comparison group – are allocated a value of zero for the simulated
TANF generosity. The evolution of the simulated TANF generosity for each state and
household size from 1997 to 2015 is presented in the Appendix (Figure 5.A1).
Demographic & State Control Variables: Xi in Equation (1) represents a vector of individual
and household controls. These include the education level of the household head (dummy
variable for less than high school degree, with high school degree as the reference group),
age of the head (dummy variables for under 25, between 25 and 34, with between 35
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to 44 as the reference group), race/ethnicity of the head (black, Hispanic, other race, or
Asian, with white as the reference group), and a dummy variable indicating whether the
household is located in a rural geographic area.
State-year controls (αst) include a state’s real GDP per capita, union density, unemployment
rate, and real value of the state’s statutory minimum wage (with the federally-mandated
minimum wage serving as the minimum value for each state-year). We also control for
the maximum value of SNAP benefits for the respective family size. As federal changes
to maximum SSI benefits are perfectly collinear with our year dummy, we do not include
these into our analysis.105 To account for the fact that access to TANF benefits is unequal
across time and state, we also include a set of three variables to indicate the strictness
of TANF sanctions or time limits: dummies to indicate whether the state-year features
immediate full-family sanctions, TANF time limits less than 60 months, and TANF family
caps (University of Kentucky Center for Poverty Research, 2016; Soss et al., 2008).
Similarly, we follow Klerman and Danielson (2011) and include eight indicators of SNAP
accessibility to account for differential access to SNAP within states over time (a full list of
these indicators can be found in the presentation of summary statistics in the Appendix,
Table 5.A4) State (δs), year (γt), and household size (λf) fixed effects control for, respectively,
time invariant differences on the outcome variable that vary across state, national trends
or policies that apply across all states but vary by year, and household size effects that
may influence the outcome variables. We apply robust standard errors clustered at the
state level.
In the modified DD model presented in Equation (1), the simulated TANF generosity
provides an estimate of how policy-induced changes in the generosity of TANF benefits
affect TANF, SNAP, and SSI participation and household benefit levels. While this
is sufficient to evaluate how changes in TANF generosity affect SNAP and SSI benefit
allocations, it does not provide an estimate of how changes in observed allocations of TANF
cash benefits relate to observed allocations of SSI and SNAP benefits. Consider that a
$50 per month policy-induced decrease in TANF generosity does not necessarily lead to
a $50 per month decrease in the TANF benefit allocations (the effect on actual benefit
105 Some states do offer a supplement to the federal SSI benefit; however, data on the level of these benefits is only
available through 2011. We therefore exclude state supplements to SSI from our primary analysis. In a sensitivity check
available upon request, we re-estimate our models over the years 1997 to 2011 while including the state SSI supplements. The indicators have no significant effect on our results.
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allocations may be smaller or larger than $50 per month).
To account for this possibility and to further contextualize our findings, we apply a twostage least-squares (2SLS) estimation to evaluate the relationship between policy-induced
changes in TANF benefit allocations (the sum of TANF cash assistance benefits allocated
to single-mother households in our sample) versus federal allocations of SSI and SNAP
benefits. This follows similar 2SLS (or indirect least squares) estimations applied in
Hoynes and Patel (2015) and Schmidt et al. (2016). The first stage estimates the effect of
TANF generosity on observed levels of TANF benefit receipt, as follows:

TANFistf =β0 + β1TANFGenstf + β2Xi + β3αst + δs+ γt+λf+ ϵi (2)

The slope of provides us the relationship between policy-induced differences in TANF
generosity (TANFGenstf) and the observed allocation of TANF benefits among our sample of
single female households (TANFistf, a continuous variable). This is identical to the version
of Equation (1) in which observed levels of TANF benefit receipt are set as the outcome
variable. We can then apply the predicted value of observed TANF benefit receipt (TANFistf)
in our second-stage equation. This is specified as:

γistf =β0 + β1TANFistf + β2Xi + β3αst + δs+ γt+λf+ ϵi (3)

Equation (3) thus estimates the effect of policy-driven decreases in TANF cash allocations
among single-parent households (TANFistf) on observed allocations of SNAP and SSI
benefits (γistf, a continuous variable indicating level of SNAP or SSI benefits received in
the household). For example, we can estimate the monthly increase in SNAP benefit
allocations due to TANF policy changes that reduce the average allocation of TANF benefits
by $50 per month among our sample of single-mother households.
In this case, our 2SLS setup is identical to an indirect least squares estimate. Applying the
indirect least squares estimate, we would estimate Equation (2) as a first stage estimate.
For the second stage, we would re-estimate Equation (2) but with observed level of SNAP
and SSI benefit receipt as the outcome variable. We could then simply divide β1 from our
second stage (the effect of TANF generosity on SNAP/SSI allocations) by β1 in our first
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stage (the effect of TANF generosity on TANF allocations) and multiply by 50 to estimate
the effect of a $50 policy-induced decline in TANF benefit allocations on SNAP and SSI
benefit allocations.

4.1 Accounting for Measurement Error in the CPS ASEC
In our primary analysis, we apply the Urban Institute’s TRIM3 corrections to account for
the substantial underreporting of means-tested transfers (including TANF, SNAP, and
SSI) in the CPS ASEC. Whereas the uncorrected CPS ASEC misses about half of TANF
and SNAP cash transfers in recent years, the TRIM3-adjusted data comes much closer to
capturing the full amount of cash assistance identified in administrative data (Zedlewski
and Giannarelli, 2015; Parolin, 2019). TRIM3 matches administrative records on TANF,
SNAP, and SSI caseloads across states to impute benefits back into the survey data,
allowing for more accurate estimates of SNAP, SSI, and TANF participation and benefit
levels.
To do so, TRIM3 first determines the eligibility of each unit or household within the CPS
ASEC data for SNAP, TANF, or SSI benefits. As Wheaton and Tran (2018: 30) summarize,
TRIM3 “follows the same steps as would be followed by a caseworker, such as applying
rules for noncitizens’ and students’ eligibility, applying the liquid assets (resource)
test, computing gross income, calculating deductions to determine net income, and
performing the income tests.” Afterward, monthly benefit values are assigned to each
eligible household based on program rules in the given state-year, as well as the size,
characteristics, and income of the household. Finally, TRIM3 predicts benefit participation
among eligible households. If an individual is eligible for a given program and reports
receiving benefits from that program, then TRIM3 keeps the person in its participation
count. Among those who are eligible but do not report benefit receipt, TRIM3 simulates
participation to meet administrative targets on household type (single-parent household,
two-parent household, number of individuals aged 60+), benefit receipt of TANF and
SSI, benefit levels (increments of $1-$50, $51-100, and so on), state of residence, and
citizenship status (Parolin, 2019).
While available evidence suggests that the utilization of these benefit imputations provides
an improvement over the unadjusted CPS ASEC, the use of TRIM3-adjusted data does
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introduce the possibility of measurement error. If the imputed benefits bias the overlap
of household participation in SNAP, TANF, and SSI, for example, our results may be overor under-stated. To account for this possibility, we also estimate our analyses on the
unadjusted CPS ASEC data as a sensitivity check. The findings, discussed in more detail
later, are not substantively different from our primary analysis.
Still, the unadjusted CPS ASEC also suffers from measurement error – hence the need for
the TRIM3 benefit imputations. As a separate sensitivity check on a sample other than the
CPS ASEC, we also estimate our results on the SNAP Quality Control (QC) microdata from
1997 to 2015 (the same years as our primary analysis). The QC reports sample households
receiving SNAP benefits; thus, we cannot use it to test the effect of TANF generosity on the
likelihood of participating in the SNAP program. We can, however, use the QC reports to
measure how changes to TANF generosity affect observed levels of SNAP benefit receipt.
We discuss this in more detail in the ‘Sensitivity Checks’ part of the next section.

5. Findings
5.1 Descriptive Findings
We first present descriptive findings with respect to the relationship of the simulated TANF
generosity variable and observed TANF, SSI, and SNAP benefit values among single-parent
families at the state-year level. In Figure 5.3, the average simulated TANF generosity
for each state-year is plotted on the Y-axis. On the X-axis is, as labeled accordingly, the
observed state-year mean of levels of household benefit receipt for the three programs.
As expected, a strong positive correlation (r=0.79) exists between the simulated TANF
generosity and the average observed level of household TANF benefits in a state-year.
In other words, in state-years where the generosity of TANF benefits is higher (through
higher benefit levels and/or higher income cutoffs applied to TANF eligibility), we generally
see higher levels of TANF benefits among single-parent households.
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Figure 5.3 Bivariate relationship between mean TANF generosity in state-year and mean observed TANF, SNAP,
and SSI benefit receipt

Note: The correlations for TANF, SNAP, and SSI benefit receipt are, respectively, r=0.79, r=-0.32,. And r=-0.09. Alaska, Hawaii, and Washington, D.C. tend to feature benefit values that deviate from the 48 contiguous United States
(for example, these three states represent the apparent outliers in TANF benefit receipt figure). When these three
states are removed, the correlations for TANF, SNAP, and SSI benefit receipt are, respectively, r=0.84, r=-0.36, and
r=.-0.07.

A negative relationship (r=-0.32), however, appears to exist between TANF generosity and
average observed SNAP benefits, as well as TANF generosity and mean observed SSI
benefits in a state-year (r=-0.09). In other words, a higher generosity of TANF benefits is
associated with lower observed household benefit levels of SNAP and SSI. Though these
findings provide initial support for our primary hypothesis, they are, of course, merely
descriptive patterns. We now turn to our regression models to formally evaluate the
relationships among the three programs.
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5.2 Estimation Results
We begin by presenting our logistic regression estimates of the effect of a state’s TANF
generosity on the likelihood of participation in the three programs. Table 5.1 describes
these findings. The first column shows that greater TANF generosity does relate to
higher levels of TANF participation. Specifically, we can estimate that a $50 per month
(just less than one standard deviation) policy-induced decrease in the generosity of TANF
benefits reduces the log odds of participation by around 9.9 percent among single-mother
households.
Table 5.1 Logistic Regression Estimates of Effect of State TANF Generosity on TANF, SSI & SNAP Participation

Simulated TANF Generosity

TANF Participation

SSI
Participation

SNAP Participation

0.002**

-0.002***

0.001

(0.001)

(0.000)

(0.001)

1.071

-0.496

-1.029*

(0.879)

(0.464)

(0.481)

0.006

-0.001

-0.008

(0.011)

(0.016)

(0.012)

0.033

-0.015

0.039*

(0.023)

(0.025)

(0.016)

-0.034

0.038

-0.053*

(0.042)

(0.039)

(0.021)

-0.515***

0.095*

0.046

(0.120)

(0.048)

(0.057)

-0.106

-0.092

0.010

(0.187)

(0.060)

(0.108)

0.177

-0.010

-0.092

(0.203)

(0.095)

(0.061)

0.003

0.002

0.002**

(0.001)

(0.001)

(0.001)

0.025

0.030

0.026

(0.082)

(0.059)

(0.044)

-0.041

0.023

0.100*

(0.086)

(0.057)

(0.050)

-0.173

-0.030

-0.137

State Controls
State GDP Per Cap.

State Union Density

State Unemployment Rate

State Minimum Wage

TANF, Immediate Full-Family Sanction

Strict TANF Time Limits

TANF Family Cap

Max SNAP Benefits

SNAP Asset Test Increase

Combined SNAP & SSI Application

Share of SNAP Recipients with
Recertification Periods under Three Months

*
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(0.183)

(0.085)

(0.108)

0.163

-0.072

0.025

(0.086)

(0.064)

(0.070)

-0.201

0.016

-0.248***

(0.105)

(0.050)

(0.074)

-0.092

-0.103*

-0.192***

(0.114)

(0.049)

(0.048)

-0.033

-0.034

0.091

(0.074)

(0.044)

(0.072)

0.083

-0.056

0.030

(0.067)

(0.051)

(0.052)

0.694***

0.674***

0.707***

(0.036)

(0.039)

(0.021)

0.821***

-0.480***

0.561***

(0.029)

(0.041)

(0.021)

0.227***

-0.199***

0.209***

(0.027)

(0.026)

(0.019)

0.593***

0.339***

0.527***

(0.032)

(0.040)

(0.027)

0.197**

0.270***

0.170***

(0.064)

(0.047)

(0.050)

0.171

0.362

0.352***

(0.061)

(0.049)

-0.325

-0.061

-0.541***

(0.065)

(0.068)

(0.058)

0.096

0.220

0.273***

(0.037)

(0.045)

(0.035)

State Fixed Effects

X

X

X

Year Fixed Effects

X

X

X

Family Size Fixed Effects

X

X

X

Observations

117,219

117,219

117,219

Share of SNAP Benefits as EBT Payments

Fingerprinting During SNAP Eligibility

SNAP Eligibility Extended to Noncitizens

Simplified SNAP Reporting Procedures

Vehicle Exemption in Asset Test

Demographic Controls
Less Than High School

Under 25 Years Old

25 to 34 Years Old

Black

Hispanic

Other Race

**

***

(0.061)
Asian

Rural

***

**

***

Note: Participation in a benefit indicates that the household received a positive value of the benefit in the reference
year. Sample includes households headed by a single female without a college degree between the ages of 18 and
44. Standard errors in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001.
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The second column displays the estimates for the likelihood of SSI participation. Here, we
find a negative and statistically significant relationship between the generosity of TANF
benefits and the utilization of SSI among households headed by a single woman. For a
$50 per month policy-induced decrease in the generosity of TANF benefits, the log odds of
receiving SSI benefits increase by around 8.5 percent – closely resembling the effect size
of TANF’s decline shown in the first column.
The third column shows that the simulated TANF generosity is not significantly related
to SNAP participation among single-mother households. This finding aligns with our
expectations: on one hand, lower TANF generosity leads to lower TANF participation, and
TANF participation grants eligibility for SNAP; on the other hand, lower TANF generosity
increases the relative incentive for a household to pursue SNAP benefits directly. The
opposing forces effectively ‘cancel out’ and the estimated effect on participation is close
to zero. This may be not the case for household benefit values, however; this is the focus
of the next set of analyses. Table 5.2 presents the results.

Table 5.2 OLS Estimates Effect of State TANF Generosity on Observed Levels of TANF, SSI & SNAP Household
Benefit Receipt

Simulated TANF Generosity

Monthly TANF Benefits

Monthly SSI Benefits

Monthly SNAP Benefits

1.07

-0.13

-0.39***

(0.05)

(0.05)

(0.04)

-35.22

-31.99

-31.56

(33.29)

(28.11)

(30.59)

0.31

-0.32

-0.99

(0.59)

(0.88)

(0.63)

0.93

-2.68

1.89

(1.48)

(1.86)

(1.19)

-6.29

1.85

-4.18*

(2.03)

(3.16)

(1.72)

-2.97

3.59

3.74

(3.21)

(3.73)

(3.20)

-7.66

-4.05

7.75

(5.00)

(3.73)

(9.18)

-1.05

3.76

-3.20

(4.22)

(4.39)

(4.61)

-0.09

0.27*

1.59***

(0.08)

(0.10)

(0.18)

-0.44

3.52

0.18

***

*

State Controls
State GDP Per Cap. (log)

State Union Density

State Unemployment Rate

State Minimum Wage

TANF, Immediate Full-Family Sanction

Strict TANF Time Limits

TANF Family Cap

Max SNAP Benefits

SNAP Asset Test Increase

**
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Combined SNAP & SSI Application

(2.46)

(4.78)

(3.12)

1.00

3.44

3.40

(3.85)

(3.50)

(2.93)

Share of SNAP Recipients with
Recertification Periods under Three
Months

-12.05

1.61

-0.51

(6.39)

(4.96)

(5.18)

Share of SNAP Benefits as EBT
Payments

2.31

-0.18

1.78

(5.86)

(3.18)

(2.70)

Fingerprinting During SNAP Eligibility

-2.54

-1.35

-16.00**

(4.61)
SNAP Eligibility Extended to Noncitizens

Simplified SNAP Reporting Procedures

Vehicle Exemption in Asset Test

(4.49)

(5.68)

-15.14

-10.56

-1.80

(6.82)

(3.54)

(2.73)

-1.65

-3.85

3.21

(3.06)

(3.11)

(4.59)

3.00

-1.71

2.72

(2.05)

(4.69)

(3.24)

22.34***

39.94***

43.63***

(4.79)

(2.53)

(1.38)

24.51***

-23.64***

47.10***

(4.39)

(1.89)

(1.82)

9.07***

-13.31***

18.21***

(2.30)

(2.24)

(0.96)

*

**

Demographic Controls
Less Than High School

Under 25 Years Old

25 to 34 Years Old

Black

19.66

21.30

33.15***

(3.29)

(2.88)

(2.04)

3.14

7.55

-1.90

(4.59)

(4.84)

*

5.79

23.74

23.11***

(2.70)

(5.83)

(3.98)

-14.96*

-0.70

-25.04***

(5.88)

(4.31)

(4.50)

-0.52

13.38***

11.91***

(0.88)

(3.15)

(2.37)

State Fixed Effects

X

X

X

Year Fixed Effects

X

X

X

Family Size Fixed Effects

X

X

X

Observations

117,219

117,219

117,219

Hispanic

Other Race

Asian

Rural

***

***

(4.50)
***

Observed levels of household benefit receipt (outcome variable) refer to the total value of the program’s benefits
that the household received in the reference year, divided by 12 to provide an average monthly amount. Sample
includes households headed by a single female without a college degree between the ages of 18 and 44. Standard
errors in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001.
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The first column demonstrates that, as expected, greater TANF generosity leads to higher
observed TANF benefit levels. Specifically, a $50 per month decrease in TANF generosity
is associated with a $53 per month decrease in observed levels of TANF benefit receipt for
the average household headed by a single mother.
The second and third columns present what are perhaps the more consequential results.
We find that TANF generosity is negatively associated with observed levels of both SSI
and SNAP benefit receipt. In other words, a policy-induced decrease in TANF generosity
is associated with an increase in observed levels of SSI and SNAP benefits among singlemother households. Specifically, we can estimate that a $50 decrease in TANF generosity
would increase SSI benefits by an average $6 per month, while SNAP benefits would
increase by an average of $20 per month. In sum, the $50 policy-induced decrease in
TANF generosity results in a $53 decrease in observed receipt of TANF benefits for the
average single-mother household, but a $26 increase in combined SNAP and SSI benefits.
We can take these estimates a step farther to estimate how a $50 policy-induced
decline in observed benefit allocations of TANF assistance relate to SSI and SNAP benefit
allocations. As described in equations (2) and (3) in the prior section, we perform a twostage least-squares estimation to predict how a $50 policy-induced decrease in allocated
TANF benefits relate to increases in allocated SNAP and SSI benefits. Table 5.3 shows the
results.

Table 5.3 Two-Stage Least-Squares Estimation of Policy-Induced Changes in TANF Benefit Allocations on SSI &
SNAP Benefit Allocations
Monthly SSI Benefits

Monthly SNAP Benefits

Monthly SSI + SNAP Benefits

-0.12*

-0.37***

-0.49***

(0.05)

(0.04)

(0.08)

Demographic Controls

X

X

X

State Controls

X

X

X

State Fixed Effects

X

X

X

Year Fixed Effects

X

X

X

Family Size Fixed Effects

X

X

X

Observations

117,219

117,219

117,219

Monthly TANF Benefits

Standard errors in parentheses. Demographic and state-level controls are identical to those used in prior models
(see Table 5.1, Table 5.2). Sample includes households headed by a single female without a college degree between
the ages of 18 and 44. * p < 0.05, ** p < 0.01, *** p < 0.001.
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Here, we interpret the coefficients as the effect of policy-induced differences in TANF cash
assistance allocations on differences in SSI and SNAP allocations among our population
of households headed by a single mother (ages 18 to 44). The final column of Table 5.3,
for example, suggests that a $50 policy-induced decline in TANF benefit allocations
contributes to a $25 per month increase in combined SNAP and SSI benefit allocations.106
Taking standard errors into account, we can estimate a 95 percent confidence band of a
$17 to $32 increase in SNAP and SSI benefit allocations. Figure 5.4 contextualizes the key
findings by program type.

Figure 5.4 Estimated effect of $50/mo policy-induced decrease in TANF benefit allocations on average levels of SSI
& SNAP benefit receipt among single mothers (ages 18-44 without college education)

Note: Figure depicts results from Table 5.3.

We estimate that about $19 of the gains in federal benefit allocations (76 percent of the
total increase) are due to increases in SNAP benefits, and about $6 per month (24 percent
of the increase) from gains in SSI benefits. In all, the federal government appears to fill in
for around half of states’ retrenchment of TANF cash assistance generosity.
For further contextualization of the findings, we can also estimate a counterfactual
change in TANF and SNAP/SSI benefit allocations in 2015 if each state were to have the
same TANF generosity it offered in 1997. For example, how would TANF and SNAP/SSI
106 Consistent with our explanation of the indirect least squares approach in the prior section, the effect of a policy-induced change in TANF benefit allocations on SNAP/SSI allocations can also be derived by hand from the estimated
effects presented in Table 5.2. Adding the coefficients for SSI and SNAP (-0.128 and -0.391 = -0.519) and dividing by the
coefficient for TANF (1.07) leads to an estimated slope of -0.485. This is precisely the effect found in the third column
of Table 5.3 using the 2SLS approach.
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allocations differ if the state of Washington had not cut its generosity by 40 percent (in
real terms) between 1997 and 2015? Moreover, if each state had decided not to alter its
TANF generosity, how much more would they collectively allocate in cash assistance? We
estimate that state governments would have allocated a collective $2.2 billion (2014 USD)
more TANF cash assistance to single mothers without a college degree (ages 18-44) in
2015 if each state’s generosity were the same as it was in 1997. As a result of this increase
in TANF allocations, we estimate that combined federal allocations of SNAP and SSI for
single-mother households would have decreased by $1.3 billion in 2015. The net gain for
low-income single-mother households would thus be about $1 billion more in additional
social assistance allocations in 2015, and in a form – cash assistance – that can be spent
on a broader bundle of necessities relative to food stamps and is more accessible relative
to disability assistance.

5.3 Sensitivity Checks
We perform three sensitivity checks to investigate how our primary findings hold across
alternative samples. These include (1) using the unadjusted CPS ASEC data rather than
the TRIM3-adjusted version applied in the primary analysis, (2) using SNAP Quality Control
microdata to corroborate the relationship between TANF generosity and observed levels
of SNAP benefit receipt, and (3) re-estimating our results while applying Tobit models to
account for the heavy censorship of our dependent variables.
Uncorrected CPS ASEC Data — Our primary analysis uses the TRIM3-adjusted version of the
CPS ASEC that adjusts for the underreporting of TANF, SNAP, and SSI benefits. To account
for this possibility of measurement error within the imputations, we re-run our analyses
on the unadjusted (standard) CPS ASEC data. The results, as presented in the Appendix
(Table 5.A2), show that the findings closely resemble those of our primary analysis: rather
than a $50 decline in TANF generosity leading to a $25 increase in federal allocations
of SNAP and SSI benefits, the analyses using the unadjusted CPS ASEC estimate a $22
increase in federal benefit allocations. The differences between the two estimates are not
statistically significant. Applying the TRIM3-adjusted CPS ASEC thus does not substantially
alter the empirical estimates of program interaction. It does, however, provide a more
accurate estimate of the relative effect of a policy-induced changes in TANF, as the total
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allocation of TANF, SNAP, and SSI benefits in the TRIM3-adjusted CPS ASEC much more
closely matches administrative data.
SNAP Quality Control Data — We also test whether our results hold when estimated in a
separate sample altogether. Specifically, we use microdata from the SNAP Quality Control
(QC) reports from 1997 to 2015, provided by the U.S. Department of Agriculture (Gray et
al., 2015). The QC reports provide annual data on monthly samples of SNAP participants
across the U.S. As surveys, the SNAP QC reports are also prone to measurement error;
however, they are unique in that they target only households receiving SNAP benefits
and, thus, provide a useful and representative portrait of the characteristics of SNAP
recipients (Parolin, 2019, 878). We setup the QC sample in the same way as our CPS ASEC
samples, identifying households headed by a single female and including the same set
of demographic and state-level controls (n=250,050). Just as in our primary sample, we
import the TANF generosity indicators based on the state, year, and household size of
the single female. Given that all households in the sample received SNAP benefits, we
can only estimate the effect of TANF generosity on the intensive margin of SNAP benefit
receipt. In other words, the outcome variable is set as the level of SNAP benefits that the
given household received during the month.
As shown in the Appendix (Table 5.A3), we again find a negative and statistically significant
effect of TANF generosity on observed SNAP benefit levels. However, the magnitude
appears to be smaller than our findings in the CPS ASEC. The results from the QC data
suggest that a $50 policy-induced decrease in TANF benefit allocations is associated
with a $12 increase in SNAP benefit allocations (compared to a $19 increase in SNAP
benefit allocations in our primary analysis). The lower magnitude in the SNAP QC sample
appears to be primarily due to all households in the sample receiving at least some level
of SNAP benefits. When restricting our CPS ASEC estimates to single-female households
receiving at least $1 in monthly SNAP benefits, for example, the effect of TANF generosity
similarly declines ($15 increase in SNAP allocations) and is not statistically different from
the effect found in the SNAP QC estimates.
Tobit Estimates — As a final sensitivity check, we re-estimate our results using a series of
Tobit models rather than an OLS specification. Tobit models, also referred to as censored
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regression models, are useful in linear estimates when the dependent variable of interest
is censored at a lower- or upper-bound. In our case, observed levels of SNAP, TANF,
and SSI benefit receipt are heavily censored at zero, as much of the population under
examination does not receive the respective benefit (this is especially true for TANF and
SSI).
Our re-estimates of Equation (1), available upon request, remain statistically significant
when estimating the effect of TANF generosity on observed levels of SNAP, TANF, and SSI
benefit receipt using the Tobit specification. However, the T scores for the effect of TANF
generosity decrease substantially when switching from OLS to the Tobit model. In our
model predicting levels of observed SNAP benefit receipt, TANF generosity is significant
only at the 95 percent confidence level. For observed levels of TANF and SSI receipt, the
effect of TANF generosity remains significant at the 99 percent confidence level despite
the more conservative standard errors. Re-estimating our final 2SLS model as a Tobit
with continuous endogenous covariates also produces comparable results to our primary
findings: the effect of a change in TANF benefit allocations on change in combined SNAP
and SSI allocations increases in magnitude (compared to our OLS estimate in the primary
analysis) while the Z score remains roughly the same.
We do not directly interpret the magnitude of the results (the coefficients) from the Tobit
models in the same way as our OLS estimates. In technical terms, the Tobit coefficient
measures the probability of receiving a positive value of the respective benefit multiplied
by the value of the benefit among those who receive it (McDonald and Moffitt, 1980). Thus,
we focus our sensitivity check on the continuity of the direction and statistical significance
of the effects. As such, the results of the Tobit models appear to support our primary
findings.

6. Discussion
The divergent trends in benefit allocations of the state-managed TANF program and
federally-financed SNAP and SSI programs served as the starting point for this Chapter.
Though cash assistance from the TANF has declined throughout the past two decades,
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participation in SNAP and SSI programs has gradually increased. We set out to understand
the relationship between these trends, hypothesizing that retrenchment in the generosity
of TANF has contributed to increases in SNAP and SSI benefit allocations.
Our findings corroborate this hypothesis, suggesting that a $50 policy-induced decline in
states’ TANF allocations leads to an increase of between $17 to $32 per month in federal
allocations of SNAP and SSI benefits among single-mother households. In other words,
the rise of SNAP benefit allocations throughout the past two decades is not solely due to
rising unemployment, increases in benefit levels, or broadening eligibility requirements.
Instead, the evidence suggests that declining TANF generosity has contributed to an
increase in SNAP benefit levels for the average single-mother household. Similarly, the
rise in SSI benefit allocations cannot be attributed solely to economic circumstances or
increases in the number of individuals with disabilities. Instead, the evidence suggests that
the decline of TANF generosity has increased the relative incentive for eligible individuals
to pursue SSI benefits. These findings are consistent with economic theories of program
participation: as the relative gains of participating in a social assistance program increase,
a greater share of eligible households appear to do so.
We proposed that the relationship between TANF, SNAP, and SSI carries consequences
for state governments and low-income households alike. From a household income
perspective, we find that despite TANF retrenchment generating increases in SNAP and
SSI benefit allocations, the decline of TANF has still led to net losses in the provision of
social assistance in the U.S. In a counterfactual scenario in which states had not retrenched
their TANF generosity from 1997 onward, for example, we estimated that the net gain in
social assistance spending would be about $1 billion more in 2015 (in 2014 USD). At the
same time, it is important to recognize that the rise of SSI and SNAP benefits have, for the
average household, partially offset TANF’s decline. The federal government compensates
around 50 cents for every dollar pulled back from declines in TANF benefit generosity.
Thus, rather than straightforward retrenchment in the provision of cash assistance, the
decline of TANF has in part led to a shift toward federally-funded social assistance benefits.
That said, the net distributive effects of these program interactions are not even across
households: among households where no individuals are plausibly eligible for SSI, for
example, the average increase in SSI expenditures carries little meaning. Excluding SSI
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from our calculations, we see that a $50 decline in TANF is associated with $19 increase
in SNAP (see Figure 5.3), rather than the combined $25 increase when SSI was included.
From the perspective of state governments, the negative relationship between TANF
generosity and SNAP/SSI benefit allocations leads to two important findings. First,
state governments have an ability to shift the burden of cash assistance to the federal
government through a retrenchment of TANF cash support. In other words, cutting back
on their own cash assistance support allows states to induce greater federal expenditures
on SNAP and SSI. This pattern serves as a case of institutional moral hazard. Moral
hazard at the individual level refers to the ability of an insured individual to influence the
liability of the insurer (Barr, 2004); similarly, institutional moral hazard, as discussed in
Vandenbroucke et al. (2016), reflects the ability of state governments to influence the
extent to which the federal government is liable for protecting against the societal risks
of poverty and deprivation.
This institutional moral hazard partially contradicts one important aim of welfare reform:
reducing the ability of state governments to unilaterally induce federal expenditures.
As described before, the federal government would match at least 50 percent of states’
allocations of cash assistance prior to the introduction of TANF. The block grant funding
structure introduced during the transition to TANF was designed in part to sever the
relationship between state’s cash assistance caseloads and federal expenditures. Our
findings show, however, that state governments can still affect federal expenditures
through fluctuations in TANF caseloads, even if through a more indirect mechanism than
before.
Second, the negative relationship between TANF and SNAP/SSI benefit allocations,
combined with the flexibility allowed to states in allocating their TANF block grant, plausibly
provides state governments a financial incentive to disinvest in cash assistance. While
we do not presume that the program interactions showcased in this Chapter serve as a
motivation for state policymakers to cut back on cash assistance, the findings nonetheless
reveal that a disincentive structure exists: spending less on TANF cash assistance has
the dual effect of shifting the burden of social assistance to the federal government and
preserving TANF funds that can be used to supplant general state revenues (Germanis,
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2015; Kubik, 2003).
Evidence from government reports and state documents suggests that these ‘preserved’
TANF resources are used to fund programs such as foster care services, family health
programs, dental assistance, compulsive gambler support, grants to private foundations,
and a variety of other programs or services that are only tangentially related to TANF’s
core purposes (Parolin, 2018; U.S. General Accounting Office, 2001). Indeed, the General
Accounting Office (2001) tracked 10 states’ TANF funding decisions in 1999-2000 and
found that ‘supplantation’ was a common practice within each. State documents also
acknowledge the practice: a state report from Montana, for example, explicitly describes
its “innovative and creative uses of TANF and state MOE funds” to “reduce general fund
expenditures” (Gervais, 2000: 1). The document provides a list of state services that could
be shifted under the funding structure of TANF in order to preserve more than $3.2 million
per year of its general state revenues. Consider also that by 2014, 10 states allocated less
than 10 percent of their TANF budgets toward the provision of cash assistance.
Finally, several possibilities exist for future research to build on our findings or to address
the limitations of our study. First, future research should continue to parse the intention
and motives of policymakers in determining how to allocate their TANF funds. Though our
evaluation of state TANF benefit allocations makes a compelling case that a disincentive
structure exists with respect to states’ provision of cash assistance, our reliance on
quantitative data is nonetheless limiting in its ability to capture the precise motives of state
governments. Second, as our conceptualization of TANF generosity focuses primarily on
benefit levels and income eligibility standards, we are likely to underestimate the extent
to which state policy decisions lead to declines in received TANF benefits and gains in
SNAP/SSI benefits. Future analyses might go further to understand how state outreach
efforts and differences in conditionality or sanctioning schemes exacerbate the threat of
institutional moral hazard. Moreover, future analyses of program interaction in the U.S.
might expand beyond the TANF program and seek to understand how differences in states’
minimum wage policies, for example, relate to increased federal spending on SNAP, SSI
or the Earned Income Tax Credit.
More generally, future research should continue to measure and understand the
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relationship between state- and federally-funded social transfer programs in the U.S. As
this study shows, focusing solely on changes in benefit allocations in one program, such
as TANF, may mask interaction effects that partially mitigate the social consequences
of the program’s decline. How low-income households and state governments respond
to the incentive structures that these program interactions create deserves continued
attention as American welfare state research moves forward.
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Appendix
Calculation & trends in simulated TANF generosity,
2SLS and summary statistics
We largely follow Hoynes and Luttmer (2010) and Hoynes and Patel (2015) in calculating
our simulated TANF generosity variable. We define ‘generosity’ as a combination of the
level of potential TANF cash benefits and the income eligibility criteria used to define who
can gain access to TANF benefits in a given state and year.
We first determine whether each household meets the income eligibility criteria given
the household’s respective state, year, and family size. Importantly, we only assess
income eligibility and not eligibility rules relating to asset tests, lifetime time limits, work
requirements, drug testing, or other parameters that may vary across state and time.
Income eligibility criteria are derived from the Urban Institute’s Welfare Rules Databook
and Database (2015). If the household’s gross and/or net income exceed the eligibility
cutoff in the respective state and year, we deem it ineligible and set its simulated TANF
benefit to zero. Among income-eligible households, the TANF benefit formula is then
applied as follows:
B = M – P*(I-D)
where B is the calculated TANF benefit level; M is the maximum TANF benefit level given
the state, year, and family size; I is the net countable income (market wages and unearned
income) for benefit calculation purposes; P is the relative earnings disregard (a share
of net countable income that goes uncounted for benefit calculation purposes); and D
is the flat earnings disregard (a dollar value that goes uncounted in benefit calculation
purposes).
As described in the Chapter, we estimate the mean benefit level for each state, year, and
family-size cluster, then merge the mean benefit value back into our primary dataset
matching based on the cluster to which each household belongs. The table below
summarizes the key steps in the benefit calculation process. The figures below depict
trends in the simulated TANF generosity variable over time by family type, as well as
state- and region-level changes over time.
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Table 5.A1 Summary of TANF benefit generosity calculation

Aim:

Procedure:

1. Create identical sample of single

1. Open sample of single mothers in 1997 sample of the

mothers for the calculation of each

CPS ASEC (first year of our analysis)

state-year’s TANF generosity

2. Create an identical copy of the sample for each

Purpose: Using an identical sample

subsequent year of analysis (1998, 1999, 2000, …, 2015).

for each state-year ensures that

For each year, we now have the same exact sample of

differences in our simulated TANF

single mothers, with the only difference being the years

generosity variable are due to policy

(1997 through 2015) attached to the sample.

differences only, and not differences 3. Convert household income values of each of the
in demographic composition across

replicated samples (1998 to 2015 versions of sample)

state or year

from 1997 USD to current dollars. We now have the same
sample of single mothers for each year from 1997 to
2015 with the only difference in the 19 samples being the
inflation adjustments in household incomes.
4. For each year of the replicated sample (described
above), perform steps 5 through 7, below, for each state
and Washington, DC:

2. Calculate TANF generosity in

5. Assume that the entire sample of single mothers,

each state-year

described above, lives in the respective state. Use the

Purpose: On the identical samples

given state-year’s TANF policy parameters from the

of single mothers, we calculate

Urban Institute’s Welfare Rules Database to calculate

generosity for each state-year in

income eligibility for each single-mother household,

a manner that takes into account

taking into account earned income disregards for purpose

income eligibility thresholds,

of eligibility determination

earned income disregards, and

6. Among eligible households in the given state-year,

maximum TANF benefit values

calculate the benefit value that household would receive
given household size, TANF maximum benefit values, and
earned income disregards.
7. Compute the average TANF benefit value for each
‘year-state-household size’ cluster (19 years * 51 states
* 4 household sizes = 3,876 clusters) in real USD. Export
this data and merge back into the sample being used to
estimate effects of TANF generosity on SNAP/SSI benefit
allocations.
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Figure 5.A1 Trends in mean simulated monthly TANF generosity (2014 USD) values by number of children in
household (1997 to 2015)

Figure 5.A2 Trends in mean simulated monthly TANF generosity (2014 USD) values by region: Northeast

Note: Y-axis begins at 50. States in Northeast include CT, ME, MA, NH, RI, VT, NJ, NY, PA. Dotted black line represents mean value of
region-year.
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Figure 5.A3 Trends in mean simulated monthly TANF generosity (2014 USD) values by region: Midwest

Note: Y-axis begins at 50. States in Midwest include IL, IN, MI, OH, WI, IA, KS, MN, MO, NE, ND, SD. Dotted black line
represents mean value of region-year.
Figure 5.A4 Trends in mean simulated monthly TANF generosity (2014 USD) values by region: South

Note: Y-axis begins at 50. States in South include DE, DC, FL, GA, MD, SC, NC, VA, WV. Dotted black line represents
mean value of region-year.
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Figure 5.A5 Trends in mean simulated monthly TANF generosity (2014 USD) values by region: West

Note: Y-axis begins at 50. States in West include AZ, CO, ID, MT, NV, NM, UT, WY, AK, CA, HI, OR, WA. Dotted black
line represents mean value of region-year.

191

Table 5.A2 Two-Stage Least-Squares Estimation of Policy-Induced Changes in TANF Benefit Receipt on SSI & SNAP
Benefit Values using Uncorrected CPS ASEC Data (1997-2015)

Monthly SSI Benefits

Monthly SNAP
Benefits

Monthly SSI + SNAP
Benefits

-0.09

-0.35***

-0.44***

(0.05)

(0.07)

(0.10)

Demographic Controls

X

X

X

State Controls

X

X

X

State Fixed Effects

X

X

X

Year Fixed Effects

X

X

X

Family Size Fixed Effects

X

X

X

Observations

117,219

117,219

117,219

Monthly TANF Benefits

Standard errors in parentheses. Demographic and state-level controls are identical to those used in prior models
(see Table 5.1, Table 5.2). Sample includes households headed by a single female without a college degree between
the ages of 18 and 44. * p < 0.05, ** p < 0.01, *** p < 0.001.

Table 5.A3 Two-Stage Least-Squares Estimation of Policy-Induced Changes in TANF Benefit Allocations Benefit
Values using SNAP Quality Control Data (1997 – 2015)

Monthly SNAP Benefits
Monthly TANF Benefits

-0.24**
(0.08)

Demographic Controls

X

State Controls

X

State Fixed Effects

X

Year Fixed Effects

X

Family Size Fixed Effects

X

Observations

250,050

Standard errors in parentheses. Demographic and state-level controls are identical to those used in prior models
(see Table 5.1, Table 5.2). Sample includes households headed by a single female without a college degree between
the ages of 18 and 44. * p < 0.05, ** p < 0.01, *** p < 0.001.
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Table 5.A4 Summary Statistics (n=117,219)
Variable

Mean

Std. Dev.

Min

Max

Less than high school (edu)

0.54

0.50

0

1

Under 25 years old

0.24

0.43

0

1

25 to 34 years old

0.38

0.48

0

1

Black

0.25

0.43

0

1

Hispanic

0.20

0.40

0

1

Other rrace

0.05

0.21

0

1

Asian

0.03

0.16

0

1

Rural

0.20

0.40

0

1

Household size (1, 2, 3, 4, 5+)

2.29

1.18

1

5

HH received SSI benefits

0.10

0.31

0

1

HH received SNAP benefits

0.43

0.50

0

1

HH received TANF benefits

0.13

0.33

0

1

Level of SSI benefits received (HH, monthly, $2014)

66.56

228.24

0

3979.5

Level of SNAP benefits received (HH, monthly, $2014)

129.69

205.97

0

2170.5

Level of TANF benefits received (HH, monthly, $2014)

42.38

142.09

0

1098.9

GDP Per Capita (log)

10.75

0.23

10.25

12.061

State union density

12.17

6.08

2

26.9

State unemployment rate

5.95

2.02

2.3

13.7

State minimum wage (real)

7.50

0.78

5.145

10.49

Immediate TANF sanctions

0.36

0.48

0

1

TANF time limit less than 60 months

0.16

0.36

0

1

TANF family cap

0.43

0.49

0

1

Maximum SNAP benefits (real)

380.74

177.13

171.8

1359.6

SNAP Asset Increase

0.31

0.46

0

1

Combined SNAP & SSI Application

0.23

0.42

0

1

Share of SNAP Recipients with Recertification Periods
under Three Months

0.09

0.21

0

0.8894

Share of SNAP Benefits as EBT Payments

0.88

0.31

0

1

Fingerprinting During SNAP Eligibility

0.18

0.38

0

1

SNAP Eligibility Extended to Noncitizens

0.15

0.36

0

1

Simplified SNAP Reporting Procedures

0.62

0.48

0

1

Vehicle Exemption in Asset Test

0.50

0.50

0

1
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1. Introduction
Unemployment-related benefits are crucial policies for poverty-alleviation, redistribution
and/or macroeconomic stabilization. According to canonical fiscal federalism literature,
income redistribution and macroeconomic stabilization policies are best situated at the
national level (for an overview: Oates, 2005, specifically 351). Without well-designed
federal intervention, states are subjected to interstate tax competition which incentivizes
them to undersupply income-replacement benefits. Instead of outright centralization,
the US federal government encourages states to organize unemployment insurance (UI)
and welfare for the abled-bodied through federal fiscal support. That federal support for
state-operated programs restructures state-level incentives but, depending on how that
support is designed, it also risks that states either reduce their own fiscal efforts in favor
of federal dollars or that they oversupply benefits because the costs are insured by the
federal government. The intergovernmental division of labor requires a careful balancing
act between the incentives and interests of states and those of the federal government.
This Chapter examines mechanisms that structure the financial incentives of states
regarding the organization of unemployment-related benefits and conceptualizes federalstate relations as an “ongoing intergovernmental contracting process” (Rodden, 2006,

38). Section 2 develops the conceptual framework of intergovernmental contracts and
incentives further.
The Chapter uses process tracing (Section 3) to examine federal and state behavior
concerning unemployment-related benefits. The empirical basis consists of interviews at
the federal and state level, policy documents and administrative data. In welfare (Section
4), federal concerns about rising caseloads and rising federal expenditures influenced
the 1996 welfare reform which radically transformed federal fiscal support. This reform
inadvertently exposed states to interstate tax competition due to inadequate federal
minimum requirements. Federal policy-makers attempted to strengthen those minimum
requirements but were not very successful. In UI (Section 5), the dominant federal concern
was that states did not adequately fund and retrenched their UI programs, also due to
tax competition, which limited the macroeconomic potential of the UI system. During the
Great Recession, the federal government pumped unprecedented amounts of dollars
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in the UI system to ensure macroeconomic stabilization, in return, it encouraged states
to expand their own programs. However, Section 6 argues that state-level incentives to
undersupply both welfare and UI benefits remained as it proved difficult for federal policymakers to limit state autonomy. That under-provision is compensated by federal dollars
but only partially.

2. Conceptual framework: a
fiscal federalism approach to
unemployment-related benefit
programs
This Section differentiates three types of mechanisms that structure fiscal incentives
for states regarding the organization of unemployment-related benefits (Figure 6.1).
First, without well-designed federal intervention states are subjected to interstate
tax competition. Well-organized state-level unemployment-related benefit programs
generate positive externalities for neighboring states, arguably UI programs more than
welfare. The first generation of fiscal federalism literature prescribes that redistributive
and macroeconomic stabilization policies should be national-level responsibilities (Oates,
2005). Because individual states cannot internalize the positive externalities of their
policies, but also because of tax competitive pressures stemming from the mobility of
individuals and businesses (Rom, Peterson, & Schreve, 1998), there will be under-provision
of such policies. This collective action problem could completely dissuade states from
organizing unemployment-related programs even if they would otherwise prefer to do so.
The federal government can solve this collective action problem by a complete or partial
centralization of unemployment-related benefits. Partial centralization, which happened
in the US, can be understood as ‘intergovernmental contracts’ that stimulate states to
organize unemployment-related benefit programs through a combination of federal fiscal
support and minimum requirements for state-level programs. These intergovernmental
contracts restructure state-level incentives, depending on their specific design.
Second, if the federal government stimulates the organization of state-level unemployment201

related benefit programs through lump-sum financial support, it could improve generosity
of the benefits but it will also incentivize states to rely on federal financing. Even though
lump-sum federal support could improve the generosity of programs overall, states are
incentivized to replace their own efforts with federal dollars.108 The federal government can
mitigate these fiscal incentives by attaching minimum requirements for the organization
of state-operated programs as pre-conditions for its financial support.
Third, if the federal government wants to minimize the risk that federal dollars are used to
partially replace reduced state-level efforts, and wants to maximize the positive effects of
federal fiscal support on the generosity of benefits, the intergovernmental contract could
take the form of an ‘insurance contract’. For example, the federal government might finance
a fixed percentage of every individual benefit or provide complementary federal benefits
that are proportional to state-level benefits. This is referred to as intergovernmental
‘insurance’, because the federal support is triggered by, and is proportional to, the
materialization of the risk of unemployment in the states. Compared to lump-sum federal
support, this type of federal support produces a more positive effect on the generosity of
benefits (Chapter 7). The flipside of such an intergovernmental insurance contract is moral
hazard, which is inevitable in any insurance policy. Moral hazard occurs when, given the
context of asymmetric information, an insured party can influence the probability of risk
and/or the insured loss at a cost to itself that is smaller than the expected gain (Barr, 2012,
92). Intergovernmental insurance makes states by definition less sensitive to the risk of
unemployment. The decreased sensitivity of states can produce two types of institutional
moral hazard: less vigorous state-level reemployment efforts, or ‘ineffective activation’;
and a caseload shift to the federally insured program from other unemployment-related
programs which are more expensive for the states than the federally insured program,
or ‘dumping’. A federal government can mitigate institutional moral hazard by imposing
minimum requirements for state-level behavior or through financial remedies. Financial
remedies could entail lowering the share of benefit cost that is insured. More radically,
the federal government can switch to a lump-sum financing system.

108 For a formal illustration of this effect see the Appendix of Chapter 7.
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Figure 6.1 Mechanisms that structure financial incentives of states concerning the organization of unemploymentrelated benefits.

Figure 6.1 illustrates the three mechanisms, the risks – or ‘perverse’ state-level
incentives – with which they are associated, and the solutions to those risks. These
solutions need not be perfect. Minimum requirements can be gamed and/or have
unintended consequences, as we shall see regarding welfare. Moreover, “federalism is
more than mere administrative decentralization” (Rodden, 2006, 5), meaning that federal
governments cannot simply impose their will on states. States might resist the imposition
of new or tightened minimum requirements because that entails limiting state autonomy.
States might also resist changes to the federal fiscal support if those changes negatively
affect their budgets. For all these reasons, intergovernmental contracts are rarely static
and federal and state governments engage in an “ongoing contracting process”.109
The risks associated with the second and third mechanism are in the spirit of the second
generation fiscal federalism literature, which argues that governments are not purely
benevolent planners, but are also sensitive to their fiscal interests (Weingast, 2009).
Nonetheless, fiscal incentives are not the sole driver of government behavior regarding
unemployment-related benefits; otherwise, all states would make similar policy choices.
109 This expression is borrowed from Rodden (2006, 38), who applies it to federalism in general.
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Interstate differences in welfare policies, for example, are partially explained by political
factors such as the racial composition of states, ideology of policy-makers and electorates,
and states’ administrative capacity (Rodgers & Tedin, 2006; Rodgers, Beamer, & Payne,
2008; Soss, Schram, Vartanian, & O’Brian, 2001). Fiscal and political determinants are not
mutually exclusive, rather they interact in myriad ways.

3. Data and methodology
This Chapter employs a process tracing methodology110 to analyze the mechanisms that
structure state-level incentives regarding the organization of unemployment-related
benefits. This methodology allows for an examination of how different determinants of
federal and state behavior – political and fiscal – interact to influence policy choices. The
data not only reflects expenditures and caseloads but also the perceptions of federal and
state actors and the motivations that underpin their behavior.
The main period of interest starts in the 1990s, which saw the advent of the “devolution
revolution” (Cho & Wright, 2004; Soss et al., 2001), resulting in a more pronounced multitiered welfare state. The landmark welfare reform happened in 1996, followed by federal
attempts at reforms in the mid-2000s. Also in the 1990s federal policy-makers reevaluated
the UI system, but this did not lead to major reform. However, the federal concerns about
the functioning of the UI system resurfaced during the Great Recession when major policy
change did occur.
48 semi-structured interviews with 59 individuals were conducted at the federal level, in
South Carolina, Virginia and Washington State.111 These are three mid-sized, mainland
states with roughly equivalent population sizes, but they vary in terms of political
alignment: a Republican-dominated, Democratic-dominated and a mixed state. This
variation allows for an examination of how political determinants of state behavior interact
with fiscal incentives. The respondents are selected on the basis of their knowledge and/
or involvement in UI, welfare and reemployment policies at the federal and/or state level.
110 Specifically a Theory-Guided Process Tracing methodology (Falleti, 2006).
111 The interviews are transcribed and coded through a combination of structural, descriptive and “themeing” coding
methods (Saldaña, 2009).

204

They are subdivided over three groups: politicians, civil servants and independent experts.
Together these groups ensure a balanced representation of perceptions and motivations
in terms of political views and administrative considerations. The 59 respondents reflect
nonpartisan, Democratic, Republican and non-governmental viewpoints. The interviews
are supplemented with an analysis of policy-documents regarding UI and welfare policies.
Furthermore, this Chapter is based on descriptive statistical data concerning benefit
caseloads, expenditures and other administrative measures.112

4. Welfare: from federal
insurance to ‘welfare for states’
This Section analyzes federal-state relations regarding the benefit program Temporary
Assistance for Needy Families (TANF), previously called Aid for Families with Dependent
Children (AFDC). Federal concerns for institutional moral hazard informed the 1996
‘welfare reform’ that transformed federal fiscal support from insurance to lump-sum
block grants while significantly expanding state autonomy. Not long after, the federal
government became concerned about how states used their newfound autonomy and
in 2005 a reform tightened minimum requirements. However, that reform proved quite
ineffectual. States realized that federal block grants can be spend on other policies
than welfare and the value of the block grants diminished. Subsequently, states were
increasingly subjected to interstate tax competition regarding the organization of TANF
programs. Additionally, since 1996 avenues for ‘dumping’ TANF caseloads in federally
financed benefits have opened up but have not attracted the same level of attention.

4.1 Ending welfare as we know it
Restructuring state-level fiscal incentives regarding welfare was an integral part of the
1996 Personal Responsibility and Work Opportunity Reconciliation Act (PRWORA) that
transformed AFDC into TANF. Sharp increases in AFDC caseloads in the early 1990s113
contributed to the urgency of reform: state-level AFDC programs were seen as ineffectual
in reemploying beneficiaries. “The main motivation […] was rising caseloads, the feeling
112 See the Appendix, for a more extensive overview see QDR.
113 See Figure 6.A1 in the Appendix.
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that our welfare system was broke, that too many people were collecting welfare and not
taking sufficient actions to improve their own livelihood” (Respondent 10). Before 1996,
every individual AFDC benefit was financed (insured) by the federal government for 50 to
80 percent, depending on the per-capita-income of the state. AFDC’s design was federally
legislated, including a federal individual entitlement that guaranteed benefits to all
individuals below state-determined eligibility thresholds. Within the federal framework,
states set their own benefit levels, established income and asset limits, and administered
the program (U.S. House of Representatives, 1996, 384).
Welfare reform abolished the federal entitlement. Federal TANF legislation mainly set
some upper limits for eligibility and introduced time limits for how long beneficiaries
may draw benefits – a ‘life-time limit’. Beyond that, states were free to design their own
TANF programs; they were not even obliged to operate cash benefit programs as long as
they spent TANF funds on broadly defined TANF goals (U.S. House of Representatives,
1996, Appendix L). Crucially, PRWORA changed the system of federal insurance to lumpsum block grants which severed the link between the size of caseloads and federal
expenditures. Transforming federally insured AFDC into lump-sum financed TANF made
sure that “the state bears all the risk of an increase in its assistance caseload, or its
assistance expenditures” (Respondent 3A).
Block grants eliminated federal fiscal exposure to increasing welfare caseloads but
concerns arose that the new financial system might incentivize a race to the bottom (Schram
& Soss, 1998). The federal government obliged states to maintain a fixed percentage of
their historical expenditures: the so-called Maintenance-of-Effort requirement (MOE).
Because there was no individual entitlement and because the AFDC matching system
was abolished, such minimum requirements were the only way to force states to share in
TANF costs. As one federal actor said: “above all we don’t want to make them screw the
federal government and put the whole bill on the federal government” (Respondent 7). In
short, federal actors were aware of, and concerned about, the risk associated with lumpsum financing. Additionally, federal legislators were not convinced that states would
implement enough and/or the right kind of reemployment policies. “We did not trust the
states to do it on their own. Because there are a number of states were controlled by
Democrats. […] If the federal government is going to provide the money then we ought to
206

be able to prescribe the rules of participation, at least broadly” (Respondent 12). Which
is why they also included minimum requirements regarding reemployment policies: the
‘work participation rate’ requirement. States had to ensure that 50 percent of all families
receiving a benefit, participated in work activities; though ‘work activities’ were initially
vaguely defined. State-level non-compliance with the work requirements could lead to
severe federal penalties.
So if federal actors distrusted the states to put up money and implement reemployment
policies, why did PWRORA expand state autonomy in the first place? Concern for ineffective
state-level reemployment policies was not the only or even original motivation behind
welfare reform, rather this concern informed the specific form it took. PRWORA was
the capstone on a long standing (Republican) desire for welfare reform (DeParle, 2004;
Haskins, 2006). Resentment against the AFDC program was also underpinned by racial
politics (Neubeck & Cazenave, 2001; Quadagno, 1994). But ultimately, welfare reform
was made possible by President Clinton’s centrist (electoral) politics which included
giving states more autonomy in welfare. In the early 1990s, 37 states applied for waivers
regarding federal AFDC legislation – South Carolina, Virginia and Washington State
among them. Some states wanted a stricter welfare program (South Carolina), others a
reorientation towards education (Washington State).114 In 1994 Republicans took control of
Congress and a majority of state governments; they accelerated the push for more state
autonomy. Both Republicans and President Clinton, himself a former governor, were
strong advocates for federalism, especially in welfare.115 Welfare reform represented a
period of unprecedented influence of governors on national policy (Haskins, 2006, 268287).116 In other words, federal concerns about ‘ineffective activation’ coincided with a
center-right political aversion against welfare dependency and a strong political push for
more autonomy. So block granting welfare while expanding state autonomy should be
interpreted as an intergovernmental deal, as one state politician summarized it: “a pretty
effective [federal] cost control from Congress’ perspective. And the trade-off is we [states]
have more flexibility to design programs” (Respondent 41).
114 See Respondent 28 for South Carolina’s waiver, Respondents 41, 51 and 56 for Washington State’s waiver and
Respondents 22 and 24 on Virginia waiver.
115 See for example the so-called Williamsburg Resolve (RGC, 1994) and President Clinton’s speech at the National
Governors’ Association (2018).
116 Respondent 8 describes that during that time, President Clinton had governors and mayors over in the White
House almost every day. And Respondent 12 could not think of any other time where there was so much federal-state
interactions on a federal legislative initiative.
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4.2 Tightening TANF during the Bush era: the Deficit
Reduction Act
Initially, it was considered difficult for states to achieve the work participation rate
requirement and so PRWORA included some options to help states along. First,
states could exempt up to 20 percent of TANF families from being subjected to work
requirements. Second, and more importantly, PRWORA included a ‘caseload reduction
credit’: “states could deduct each percentage point of caseload reduction since 1995
from their work participation rate target” (Allard, 2007, 306). A TANF caseload reduction
of 10 percent reduced the original 50 percent work participation rate requirement to 40
percent. Between 1995 and 2001 TANF caseloads declined by 44 percent, all but nullifying
the work participation requirement (Figure 6.A2 in the Appendix). This initial caseload
decline was partly due to economic growth since 1994. But reducing caseloads was also
a useful state-level strategy to cope with the work participation requirement. “If states
don’t have a commitment to low-income people, there has been an incentive for them
to use the money to shore up other parts of their budget” (Respondent 4). After 2001 the
caseload decline leveled off. Simply put, the easiest way for states to satisfy the work
rates was to cut people off of TANF. Once the caseload had shrunk, the pressure on states
from the work participation rates was relieved (Tweedie, 2000, 76). So the combination
of a minimum requirement – the work participation rates – and the caseload reduction
credit incentivized restricting access to TANF instead of reemploying beneficiaries. This
unintended consequence of TANF regulation exacerbated state-level incentives to reduce
their own spending, incentives that are inherent to the lump-sum financing system.
Moreover, because TANF goals were very broadly formulated, the block grant and stateown MOE funds could be widely spent. Smaller caseloads (relative to 1995) freed up TANF
dollars that could even “supplant” non-welfare state expenditures (Germanis, 2015;
Schott, Pavetti, & Finch, 2012). This spending flexibility further incentivized states to slash
their TANF caseload.117
States utilized the caseload reduction credit for different reasons. In South Carolina
PRWORA coincided with a strong political aversion to welfare.118 Also, because it had
117 Figure 6.A3 plots shares of TANF spending on categories other than cash benefits, work activities or childcare.
118 To illustrate, Respondent 39 noted: “the interest was: ‘well you got a bunch of freeloaders’, following from the 80s
and the Ronald Reagan train of thought, welfare queens. […] We were, in South Carolina, convinced that the welfare
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historically spent little on AFDC, its TANF block grant was small compared to the
other two states, while its share of poor families was larger.119 Thus, slashing the TANF
program ensured compliance with the work participation requirement and freed up TANF
funding to be spent elsewhere. Virginia’s TANF block grant was larger; therefore Virginia
was able to combine average benefit levels and strict eligibility criteria with emphasis
on reemployment and childcare. According to Respondents 22 and 25 its program
was aligned with the federal aims of PRWORA of reducing dependency through strict
reemployment efforts, and Virginian policy-makers did not feel pressured to circumvent
work participation rates. Washington State had the larger TANF grant of the three states.
There was a significant initial caseload decline since 1994 but there was also a strong
political commitment to relatively generous benefits and high quality services. One
respondent called it “a Cadillac program” (Respondent 40). Washington State resisted the
federal life-time limit and focused more on reemploying individuals through (long-term)
education and training and childcare, at least initially. As Respondent 40 noted, the initial
caseload decline freed up funds to pursue that expensive reemployment strategy.
Federal politicians were caught unprepared by the extent to which the caseload reduction
credit nullified the work participation requirement. Moreover, the caseload reduction
credit was not the only tool used by the states to circumvent the work participation
requirement (Haskins, 2017). Federal civil-servants and politicians interpreted the leveling
off of the caseload decline after 2001 as a signal that states were no longer interested in
reemploying TANF beneficiaries: “once there were no more federal requirement, under
the rules that we put in place in ‘96, they – the states – had no incentive, or I wouldn’t
say no incentive, but the evidence was that they just didn’t actively work to get people
off of welfare and into work. And so we still thought at that time the right policy was to
force the states to create programs, to get people from welfare into jobs. From welfare
into work” (Respondent 6). Also the diversion of TANF funds profoundly troubled federal
policy-makers. Federal lawmakers threatened states to stop supplanting non-welfare
state expenditures with TANF funds (Johnson, 2000). These federal concerns motivated
reforms. In 2002 the Bush administration proposed to substantially tighten existing
minimum requirements, specifically the work requirements (The White House, 2002). This
payments in South Carolina were so huge that we had all of these people just having babies and signing up to get on
welfare because they wanted the check. And they needed to be working.”
119 See Figure 6.A4 in the Appendix
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fitted within a broader trend towards re-centralization and “coercive federalism” (Posner,
2007). The idea was “that states would again feel the pressure to engage people in [work
activities]” (Respondent 6). State officials and organizations that represent all state
governments fiercely lobbied against this proposal because it restricted their autonomy
(Allard, 2007, 321; Krane, 2007). The debate over TANF reform went on several years and
in 2005 a watered-down version was adopted in the Deficit Reduction Act (DRA).
State-level actors in South Carolina and Washington State resented the DRA because
it “basically reneged on the deal” that was struck in 1996: capping federal funding in
return for more state autonomy (Respondent 41). “The deficit reduction act, it seems to
me, is kind of a form of clawing back some of that flexibility” (Respondent 15). South
Carolina’s TANF grant was relatively small and a substantial part was already diverted
away from work activities, childcare and cash benefits.120 The earlier choices of South
Carolina’s policy-makers to divert TANF funds now restricted its capacity to emphasize
work-related activities and childcare over restricting access to TANF. Washington State’s
challenge was different: it offered a broad range of work activities that included barrier
removal policies (e.g. drug addiction treatment), some of which were no longer allowable
(Respondent 15 and 41). Interestingly, in Virginia, the DRA did not set off alarm bells.
Virginia’s stance on TANF work activities was already aligned with the DRA. Moreover,
there had been almost no diversion of TANF funds.121 So the DRA did not pose a challenge
to Virginia’s policy-makers either politically or in terms of budgetary and administrative
capacity. Respondent 57 explained: “if the 2005 changes were really different than the
program you were already running and your money was already out the door to all the
other things, because it was flexible, that is when states got stuck and had to start using
those loopholes. Because we weren’t in that position, we were already running programs
that met the requirements, we didn’t really have to make any changes.”

4.3 TANF after the Deficit Reduction Act
The DRA did not result in higher TANF grants to states. In fact, the value of the block grants
has declined in real terms by over 30 percent. Moreover, states, in different measures, had
already started to divert TANF funds away from cash assistance, work-related activities
120 See Figure 6.A3 in the Appendix.
121 See Figure 6.A3 in the Appendix.
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and childcare: in 2005 less than two thirds of all TANF funds (both federal block grants and
state-own MOE spending) were spent on these categories (Figure 6.A5 in the Appendix).
There was a racial bias in how states spend TANF funds: states with greater shares of
black residents were more likely to divert TANF funds away from cash assistance and
towards policies that discouraged lone-motherhood – one of the statutory goals of TANF
(Parolin, Forthcoming). Forcing states to reclaim diverted TANF funds would force them
to “defund other things” (Respondent 4); doing so would be politically very difficult.122 As
is well-documented, TANF’s function as a social safety net has eroded significantly since
1996 (Edin & Shaefer, 2016). Federal policy-makers hoped that strengthening minimum
requirements would prevent states from diverting TANF funds.
However, states quickly found new methods to circumvent the tightened minimum
requirements.123 Again, states did so for different reasons. South Carolina utilized these
new methods early on; its block grant was already quite small and the DRA would only
add to the budgetary pressure. Reducing the newly tightened work requirements to zero
allowed Washingtonian policy-makers to continue their “focus on services that were
about eliminating barriers and focus less on forcing clients to accept minimum wage
part-time no-future kind of jobs” (Respondent 15). Later on, during the Great Depression,
Washington’s caseloads grew, which further negatively affected the ability to comply with
federal requirements (Figure 6.A6). Subsequently, Washington State had to make a greater
effort to circumvent the work requirements (Table 6.A1). Ultimately, the decreasing value
of the block grants and the growing caseloads124 proved too much: during the crisis the
Washingtonian TANF program was significantly retrenched. This was motivated by both
budgetary pressure and a new Governor that was more willing to cut TANF caseloads
than the previous one (Respondents 41, 51 and 56). Much of the saved TANF funds were
redirected towards non-welfare expenditures (Figure 6.A3). Virginia’s strategy of strict
reemployment policies and childcare resulted in a work participation rate (unadjusted by
the caseload reduction credit) that already hovered around the mandatory 50 percent in
2004. So it faced little pressure from the DRA to change its course and therefore did not
122 See also Respondents 7, 11 and 12 on the budgetary consequences for states.
123 One important method is called ‘excess MOE’ (MOE being the requirement for states to spend a certain amount
of state-funds on TANF programs), which worked somewhat similar to the deficit reduction credit. Table 6.A1, shows
the utilization of this mechanism per state.
124 Because of the broader eligibility criteria, the Washingtonian TANF caseload grew more than those of South
Carolina and Virginia, Figure 6.A6.
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need to circumvent the tightened requirements.125
In short, states came to realize that because of how broadly TANF goals were formulated,
TANF funds (both block grants and state-own MOE funds) could be spent on other policy
areas than welfare; cutting TANF caseloads freed up TANF funds to do exactly that
(Respondent 15). TANF had become “welfare for states, and not for the families” (Edin,
2015). The DRA had not resolved this issue: where in 2005 less than two thirds of the TANF
funds were spent on cash assistance, work-related policies or childcare, in 2014 only half
was spent towards those categories.126 Federal actors were very concerned about states
circumventing the tightened minimum requirements (GAO, 2012).127 But although the
federal administration started scrutinizing state behavior more thoroughly (HHS, 2016),
proposals by the administration and Congress to structurally address such practices were
not passed (HHS, 2008; Noem, 2015).
Retrenchment of state TANF programs also interacted with other – welfare-adjacent –
benefits, but these interactions never received the same attention as states circumventing
work requirements and diverting TANF funds. Chapter 5 show that state retrenchment
of TANF has directly resulted in higher federal expenditures on Supplemental Security
Income (SSI) and Supplemental Nutrition Assistance Program (SNAP), two federally
financed benefit schemes whose target population have some overlap with that of TANF.
This interaction can be considered ‘dumping’, a form of institutional moral hazard. But
both state and federal policy-makers were skeptical or unaware of the extent to which
TANF retrenchment contributed to federal expenditures, which could explain the lack of
concern.128

125 See Table 6.A1 in the Appendix.
126 See Figure 6.A5 in the Appendix.
127 Respondent 6 said: “the Hill is now talking about ‘how do we reduce this excess MOE requirement?’” State-level
Respondent 30 also perceived that federal actors were concerned about this.
128 For example see state-level Respondents 30 and 57 and federal Respondent 17.
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5. Unemployment insurance:
erosion of federal requirements
This Section analyzes federal-state relations regarding UI. Following the 1930s Great
Depression, many states considered implementing their own UI programs but feared that
the necessary taxation would put their employers at a competitive disadvantage. Federal
intervention was needed to overcome this “classic coordination problem” (Dullien,
2014, 41-42). It was seen as the national interest to alleviate income loss and to ensure
macroeconomic stabilization. However, states wanted to preserve their policy autonomy.
The result was a compromise: the federal government imposed requirements for the
creation of state UI programs in return for federal dollars. States were required to tax
their employers and place the revenues in UI trust funds, among other administrative
requirements. States determined the generosity and set individual-level eligibility criteria
for their programs.
Two important federal requirement are that the taxable wage base for state unemployment
taxes has to be at least equal to the taxable wage base of the federal payroll tax – the
Federal Unemployment Tax Act (FUTA) – and that states must levy their own UI tax of
at least 5.4 percent – the ‘standard rate’. If states comply with federal requirements,
the federal government funds their administration costs, and employers in those states
receive a reduction (or ‘credit’) of 90 percent on their federal tax rate of 6 percent (US
Department of Labor, 2013). In short, the federal government ensures a minimum level
of taxation to fund UI. If a state trust fund is depleted, due to an economic shock for
example, that state can receive a loan from the federal government. If a state runs a
trust fund deficit for consecutive years, the federal government cuts the FUTA-credit for
employers within that state and possibly applies additional tax penalties, which creates
political pressure on the state to re-establish trust fund solvency. In theory, the FUTA
system prevents interstate tax competition.
Federal legislation also provides Extended Benefits (EB), federal benefits complementary
to state programs that extend the maximum duration for individual benefit receipt. EB is
normally financed 50/50 by the federal and state governments. EB kicks in automatically
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when unemployment levels within a state rise above a certain threshold (or ‘trigger’).
Additionally, in times of extraordinary economic crisis, Congress can enact ad hoc federally
financed ‘emergency benefits’, further extending maximum benefit durations. The federal
loans, EB and emergency benefits are the main avenues for federal macroeconomic
stabilization efforts.

5.1 The 1994 Advisory Council on Unemployment
Compensation
In 1994 Congress and the President commissioned a report that found that the UI system
urgently needed reform. The most urgent issues included the unresponsive nature of
EB, inadequate state UI funding and retrenchment of state programs (ACUC, 1996). An
important underlying issue was that the federal taxable wage base was not updated
or indexed since 1983. Therefore, it became increasingly insufficient as a basis for UI
funding. The federal wage base was also used to calculate penalty tax rates on employers
in states that run trust fund deficits; a low wage base meant inefficient federal penalties.
Additionally, federal law permitted states to reduce tax rates below the ‘standard rate’ of
5.4 percent depending on the experience of employers with unemployment. States have
increasingly used this flexibility to reduce tax rates – sometimes even to 0 percent – as a
way to attract new businesses. “And so we were getting no taxes from many employers
and many [tax rates] were very, very low. And what states were doing was…a lot of this
was competition in trying to attract business industry into their state” (Respondent 26).
Furthermore, the federal backstop of state UI trust funds softened state budget constraints.
To lower UI tax pressure on employers, many states have lowered (or not updated) benefit
levels and tightened eligibility criteria, resulting in decreasing recipiency rates (the share
of unemployed who receive UI). It should be noted that many states did increase their own
taxable wage base somewhat, but in general many states underfunded and retrenched
their UI program due to pressure from employers. Respondent 16 explained: “The
economic pressure of wanting to keep employer taxes low was the biggest driver. Prior
to the Great Recession, we went through a pretty long stretch of having a good economy,
with the exception of 9/11. States got used to providing tax holidays to their employers
from time to time and kept taxes pretty low. Since then, it’s been hard to get the appetite
to raise taxes to fulfill the social compact behind the UI program.” Although underfunding
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trust funds was not rational behavior from a long-term perspective, state legislators were
subject to short-term electoral pressures to reduce tax rates which led to myopic policymaking (Galle, 2012).
In short, as the minimum requirements eroded interstate tax competition re-emerged.
The resulting state retrenchment affected the macroeconomic stabilization potential
of UI in two ways. First, fewer unemployed workers received UI and their benefits were
lower. Second, EB was ‘triggered’ when the Insured Unemployment Rate (IUR), which
measured the number of unemployed eligible for UI, rose above a certain threshold.
Federal legislation required states to adopt this IUR-trigger in state law. But because
states tightened UI eligibility criteria, the IUR became increasingly insensitive to actual
unemployment rates as measured by the Total Unemployment Rate (TUR).129 Fewer
eligible people meant that EB were less likely to trigger, even during economic downturns.
Federal actors were concerned about state-level incentives to retrench and underfund UI
programs and addressed them during the crisis, but only temporarily.

5.2 The Great Recession
During the Great Recession, thirty-six state trust funds were forced to borrow a total
amount of $47.2 billion due to the severity of the crisis, but also because of underfunded UI
trust funds (Simonetta, 2018, 40-41). The federal government responded to the crisis with
legislation that introduced fully federally financed EB, emergency benefits and optional
one-off grants for ‘modernizing’ state UI programs, useable for upgrading IT programs
and policies that expand UI programs. The maximum duration of unemployment benefits
got extended from 26 weeks to 99 weeks, financed by federal dollars. Additionally, weekly
benefit amounts were increased by $25, also federally financed. This all amounted to a
multi-billion dollar federal impulse into the UI system. The federal motivation was “to
stabilize the economy” (Respondents 2).130
As the crisis continued, federal actors grew increasingly concerned about incentives to
undersupply state-level benefits while the federal government bore the brunt of the fiscal
129 States were allowed to adopt TUR-triggers but the IUR-trigger was the minimum requirement.
130 Respondent 17 described that policy-makers were aware of studies that showed high multiplier effects for dollars
being spent on UI. And in the words of Respondent 16: “unemployment insurance is one of the best ways to get money
in the hands of people who will spend it”.
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responsibility for UI. Specifically, the worry was 1) that states used the less sensitive IURbased trigger for EB; 2) that states would cut benefit levels; and 3) that states limited
access to UI benefits (Respondents 2 and 17). Doing so would have alleviated pressure on
state UI trust funds and lessened the necessity to increase UI taxes. Federal policy-makers
wanted to push “states to be more expansive”, not retrench their UI schemes (Respondent
16). To mitigate state incentives to undersupply benefits, additional requirements were
attached to the federal dollars. States were required to introduce more responsive TURbased triggers for EB. States were not allowed to cut benefit levels. Also, eligibility for
EB and emergency benefits was expanded to include more jobless workers, raising
recipiency rates. Finally, states could apply for federal modernization grants if they made
improvements to their UI programs, chosen from a federal menu of policy options. By
attaching requirements to federal dollars, the federal legislation was “inducing states to
try to do what federal lawmakers thought were in the interest of unemployed workers and
the unemployment insurance system” (Respondent 17).
The three states examined here represent a wide range of UI strategies. Washington State
had a historically high taxable wage base which it kept updated.131 Its benefit levels and
recipiency rates were comparatively high.132 Despite its generous program, Washington
State’s trust fund remained well-funded throughout the crisis.133 Washingtonian
businesses did not contest high tax rates too much because they saw the value of
economic stimulus (Respondent 48) and because the dominant employers valued
predictable over low tax rates (Respondent 53). Furthermore, in contrast to other states,
labor was strongly represented and actively lobbied for a strong UI program according
to Respondents 53 and 54. Washington State expanded UI coverage and implemented
features such as more responsive EB triggers sometimes decades before the crisis. As
a result, the UI program responded counter-cyclically. UI modernization required little
additional legislation, making the application for modernization grants administratively
“fairly easy” (Respondent 53). The comparatively high solvency levels coincided with
bipartisan support for utilizing modernization grants and making UI more generous.134
Washingtonian policy-makers even legislated their own stimulus packages. In short,
131 See Figure 6.A6 in the Appendix.
132 See Figures 6.A7-8 in the Appendix.
133 See Figure 6.A9 in the Appendix.
134 Respondent 53 described how legislators from both sides agreed that modernization grants were a worthwhile
opportunity.
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the considerable political and business support for a robust UI program countered fiscal
incentives to retrench.
South Carolina’s experience was radically different. Its benefit amounts were very low
and the recipiency rate was slightly below the national average.135 South Carolina was hit
hard and early during the crisis136 which, combined with low funding levels, resulted in
near immediate insolvency in 2008 that lasted until 2014.137 In 2006, the South Carolina
administration raised the alarm about inadequate UI funds but backed off of proposals
to raise tax rates after fierce resistance from the business community (Respondent 32).
Employers had strong influence over UI policy and resisted tax hikes, illustrating how
state-level concerns over tax competition incentivized underfunding of trust funds. When
UI funds were depleted in 2008, employers advocated for an overhaul of UI taxation to
regain solvency, including raising the taxable wage base somewhat. Their dominant
concern was preventing the loss of FUTA credits for South Carolina’s businesses: “we
[business community] really don’t care anything about what the federal government said
other than how we address the loss of the credits on their rates and what we would have
to pay” (Respondent 32). But besides a tax reform, South Carolina also restricted access
to UI and reduced the maximum number of weeks of benefit receipt. Federal policymakers had not considered the possibility of reducing the maximum duration of benefit
receipt and therefore did not legislate requirements that would have prevented it. The
motivation for this retrenchment in South Carolina was both fiscal, regaining trust fund
solvency, and an ideological: concern about benefit-dependency due to extended benefits.
“It was because employers were screaming and yelling about the increase and what they
were going to have to pay. And with that came a real anti-beneficiary mindset. They were
going to protect the employers at any cost and that cost was the number of weeks and
ability for employees, or former employees, to access benefits” (Respondent 28). South
Carolina made only very limited use of the modernization grants as both employers and
lawmakers were not very interested. More importantly, it was administratively difficult
for South Carolina to utilize modernization grants because it would require significant
reforms while its administration was already overstretched due to the extension of benefits
(Respondents 20 and 26). Additionally, South Carolina’s trust fund insolvency triggered a
135 See Figures 6.A7-8 in the Appendix.
136 See Figure 6.A10 in the Appendix.
137 See Figure 6.A9 in the Appendix.
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scandal and a subsequent reform of its UI administration during the crisis (Ryberg, 2010),
eroding local UI expertise. Thus, administrative constraints and political aversion against
benefit receipt reinforced South Carolina’s fiscal incentives to retrench. One reform that
did take place was the introduction of more responsive EB triggers, which was mandatory
for full federal funding of EB. However, South Carolina’s lawmakers introduced a sunset
clause, which reverted the new trigger as soon as federal funding stopped. So although
its funding system was improved, the macroeconomic stabilization function of South
Carolinian UI was negatively affected.
Virginia’s UI program combined slightly below average benefit levels with very strict
eligibility criteria.138 In 2002, a report signaled that low benefit levels and recipiency rates
hampered the responsiveness of Virginian UI (Vroman, 2002). Virginia’s pre-crisis funding
levels were comparable to South Carolina, but because it was not hit as hard during the
crisis139 and because fewer people were eligible, Virginia’s UI trust fund was only insolvent
from 2009 until 2011.140 Also, Virginia had a taxation policy that automatically ramps up
when trust funds are depleted. These factors, combined with comparatively low levels of
unemployment and very low recipiency rates, did not necessitate fundamental funding
reforms. According to Respondent 18 the main problems for Virginia’s UI administration
during the crisis were the shortage of staff and IT-challenges; problems that all states
faced. And when the federal government threatened to reduce the FUTA credits for its
employers, Virginia was able to repay its UI loans from general state resources: “our state
General Assembly allowed us funds to pay off the remaining balance of federal loans so
that our employers in Virginia didn’t see an increase in taxes. And then we just repaid
the state” (Respondent 18). In short, Virginia’s UI program was in comparatively good
shape fiscally and administratively but had a low macroeconomic stabilization potential.
Virginia took up some modernization grants but mainly for updating IT systems. In terms
of expanding the UI program, no major improvements were made. Recipiency rates
remained very low and Virginia also reverted back to less sensitive EB-triggers postcrisis. Expanding the UI program would have entailed raising employer taxes, for which
there was little appetite.

138 See Figures 6.A7-8 in the Appendix.
139 See Figure 6.A10 in the Appendix.
140 See Figure Figure 6.A9 in the Appendix.
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5.3 After the crisis
Crucially, federal requirements for state programs were tied to the emergency benefits
and the federal funding of EB. When federal dollars stopped flowing, the requirements
lapsed. That was anticipated by states such as South Carolina and Virginia which reverted
some improvements to their UI programs post-crisis. Also, the availability of most
modernization grants lapsed after 2014. Nonetheless, many states did make substantial
use of the modernization grants and did not revert (all) the required improvements. But out
of the three examined states it was Washington State, already ideologically predisposed
towards a well-funded and generous UI program and administratively well-placed, that
made the most use of the grants. States that were more driven by their fiscal incentives to
retrench and underfund UI programs, did not improve their UI program or even retrenched
further. Eight states retrenched the maximum number of weeks of UI benefit receipt.141 As
of 2018, solvency of state UI funds has not recovered beyond the historically low pre-crisis
levels. “It is like a bomb that dropped and when you come up the other side your basic
foundation is a much worse shape than it was before.” (Respondent 1).
In 2016, the Obama administration proposed significant changes including raising the
federal taxable wage base and enforcing a minimum tax rate (Simonetta, 2018). A number
of experts have gone beyond the Obama proposals, calling to repair the “broken system”
(Wandner, 2018). But none of the proposals have been seriously considered by the current
administration. Thus, when confronted with a new crisis of a similar magnitude as in
2008, the federal government would have to pump even more money into the UI system to
achieve the same of level macroeconomic stabilization because state UI programs have
become less responsive.

6. Discussion
Section 2 described three mechanisms that structure state-level incentives regarding
the organization of unemployment-related benefits: interstate tax competition, federal
lump-sum support for state programs and federal insurance of benefit costs. Section 4
141 Moreover, the nationwide recipiency rate of regular benefits dipped from 40 percent in 2009 to around 26 percent
ever since.
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started with federal concerns about institutional moral hazard under the AFDC system:
ineffective state-level reemployment efforts were seen to contribute to the growth of
federally insured caseloads. The explicit intention of transforming federally insured AFDC
into lump-sum funded TANF was to make states fiscally sensitive to growing caseloads.
These federal concerns coincided with political motivations for reform, notably a push for
more state autonomy. Simultaneously, federal policy-makers were concerned that states
would reduce their own fiscal efforts and replace those with federal dollars. The MOE
requirement was implemented specifically to counteract that incentive. And to ensure
state-level focus on reemployment, federal policy-makers created the work participation
requirement. States found that they could circumvent the work participation requirement
by cutting beneficiaries off of TANF. The incentive to do so did not stem from the system
of lump sum support as the MOE requirement forced them to maintain spending levels,
rather it was the unintentional result of the interaction between the work participation
rates and the caseload reduction credit.
Circumventing the work requirements by slashing TANF caseloads did affect state-level
fiscal incentives when states found that they could use the saved TANF funds to supplant
non-welfare state expenditures. This went beyond the risk that federal lump-sum
support would be used to replace state-level financing of benefit programs. Federal TANF
regulation did not force states to spend either federal or state funds on actual welfare.
Instead, welfare funding was increasingly used to supplant wholly different expenditures.
Forcing states to reclaim the diverted TANF funds to reinvest in cash assistance and
reemployment efforts would amount to forcing states to raise taxes. While federal actors
were concerned about both circumventing work participation requirements and the
misuse of TANF funds, efforts to mitigate such practices were either not successful or not
effective. Over time, TANF funding dissipated into general state budgets and interstate tax
competition started to incentivize states to undersupply welfare. Figure 6.2 summarizes
this process.
In UI the mechanism that structures state-level fiscal incentives was affected by erosion
of federal requirements. In theory, through federal minimum requirements the FUTA
system preempted interstate tax competition. However, the federal taxable wage base
has not been updated since 1983 and states increasingly used their autonomy to lower
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tax rates. States could thereby reduce UI revenues at the expense of the solvency of their
trust funds and/or the generosity – and stabilization effects – of their UI programs. This
amounted to a re-emergence of interstate tax competition.

Figure 6.2. The process by which states were exposed to interstate tax competition regarding the organization of
welfare benefits.

As a result, many state UI trust funds went insolvent during the crisis. The federal
government pumped an unprecedented amount of dollars in UI through extended and
emergency benefits and modernization grants. Cognizant of state-level incentives
to reduce UI tax rates to restore trust fund solvency – and therefore to retrench their
programs further – the federal government attached temporary minimum requirements to
its UI financing. These federal requirements partially mitigated interstate tax competition
during the crisis. Nevertheless, some states retrenched their UI programs by exploiting
loopholes in federal minimum requirements. Between 2008 and 2014, retrenchment of
state-level UI programs was (over)compensated by federal expenditures. But given the
lack of permanent reforms of federal minimum requirements, interstate tax competition
continued to incentivize states to undersupply and underfund UI post-crisis. Therefore, if
the federal government wants to achieve the same level of macroeconomic stabilization in
future crises, it will have to finance an even larger share of UI costs. Figure 6.3 summarizes
the process of how interstate tax competition re-emerged.
The fiscal mechanisms discussed above do not entail that all states behaved the same. This
study found several instances where political factors either counteracted or exacerbated
the fiscal incentives of states.
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Figure 6.3 The process by which states were exposed to interstate tax competition regarding the organization of UI
benefits

In South Carolina strong anti-welfare sentiments exacerbated its incentives to slash its
TANF program and redirect welfare dollars to other policy areas. Virginian policy-makers
were politically more aligned with federal goals: using TANF funds to focus on strict
reemployment policies and childcare while not diverting TANF funds. Washington State
initially resisted incentives to retrench its TANF program for ideological reasons but ended
up making significant cuts and redirecting TANF funds during the crisis. The Washingtonian
UI program provided a stronger example of political factors counteracting fiscal incentives.
Bipartisan support, strong labor representation and the fact that dominant employers did
not push for the lowest possible tax rates allowed policy-makers to maintain and even
expand a well-funded and generous UI program despite tax competition. Virginian and
especially South Carolinian policy-makers were more sensitive to tax competition: their
programs were less generous, had lower recipiency rates and despite this their programs
were underfunded before the crisis. South Carolina even retrenched its UI program during
the crisis, not just because of fiscal incentives but also by an ideological aversion against
benefit dependency. The capacity of state administrations also partially accounted for
whether states improved their UI programs: where Washington State was well-placed to
take full advantage of modernization grants, it was incredibly difficult for South Carolina,
in the throes of administrative upheaval, to significantly expand its program.
Both in UI and in welfare, state-level under-provision of benefits led to higher federal
expenditures, albeit for different reasons. Evidence suggests that retrenchment of state
TANF programs resulted in increased federal expenditures on SNAP and SSI (Chapter 5).
There was little federal concern about this, possibly because of a lack of awareness. The
negative effects of retrenchment of state UI programs on the macroeconomic stabilization
attracted more federal concerns but it seems unlikely that new or stricter minimum
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requirements will be imposed in the near future. Poignantly, federal expenditures only
partially compensated state retrenchment. In welfare, increased federal expenditures did
not fully compensate TANF retrenchment (Chapter 5), and SNAP benefits can only be
spend on foodstuff and few individuals qualify for SSI. In UI, state-level retrenchment was
overcompensated by federal EB and emergency benefits between 2008 and 2014, but it
still entails fewer UI benefits in normal economic times.
In summary, the federal government was successful in mitigating institutional moral
hazard in AFDC but it proved more difficult to mitigate the incentives of states to
undersupply UI and TANF programs as that required limiting state autonomy through
stricter federal minimum requirements. Therefore, the retrenchment of unemploymentrelated benefits in the US cannot be solely attributed to state behavior, it was also the
result of a lack of federal resolve to regulate that behavior.

7. Conclusion
The organization of unemployment-related benefits in federal countries requires a
careful balancing act between the interests and incentives of the states and those of the
federal government. There are good reasons not to completely centralize such benefits,
but without well-designed federal intervention states are subjected to interstate tax
competition which incentivizes under-provision of state-level benefits. The US federal
government opted for a compromise: by engaging states in intergovernmental contracts,
it attempted to incentivize the creation of state-level benefits through a combination of
federal fiscal support and conditionality. This study traced how different mechanisms –
interstate tax competition, lump-sum financing and federal insurance – structured fiscal
incentives for state behavior in organizing unemployment-related benefits.
In both welfare and UI, interstate tax competition has incentivized states to undersupply
benefits. In welfare, interstate tax competition emerged as the unintended consequence
of the 1996 welfare reform that aimed to make states more sensitive to the rising costs
of welfare. Federal policy-makers were initially concerned that TANF block grants would
incentivize states to rely on federal funding to finance benefits, while reducing their own
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fiscal efforts. But because TANF funds could be widely spent, including on non-welfare
policies, these funds increasingly dissipated into general state budgets, thereby exposing
states to tax competition. In UI, federal minimum requirements attached to federal funding
for the administration of state-level UI programs mitigated interstate tax competition.
However, these minimum requirements eroded and interstate tax competition re-emerged.
State-level fiscal incentives were not the only determinant of government behavior. The
findings showed multiple instances where political determinants either exacerbated or
counteracted state-level fiscal incentives.
The federal government is unwilling or unable to resolve interstate tax competition in
both welfare and UI. Doing so entails imposing stricter minimum requirements, which
would limit state autonomy. Thus, the retrenchment of state-level unemployment-related
benefits is not just the result of state behavior but also of the lack of federal resolve
to regulate that behavior. The role of the federal government is paradoxical: while it is
unwilling or unable to force states to provide unemployment-related benefits, it remains
committed to the underlying goals of poverty alleviation and macroeconomic stabilization
through its own expenditures. Federally financed SNAP currently has much larger
poverty-reducing effects than TANF (Meyer & Wu, 2018), and during the crisis, for the first
time in history, the federal government financed the majority of UI benefit costs (O’Leary,
2013). Poignantly, the more states are incentivized to undersupply unemployment-related
benefits, the more the federal government must spend to alleviate poverty and stabilize
the economy. One way or the other, it remains incumbent upon the federal government
to act.
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Appendix
AFDC & TANF
Figure 6.A1. AFDC caseloads, three selected states (left axis) and US totals (right axis). Source: Administration for
Children and Families - Department of Health & Human Services: Office of Family Assistance website.

Figure 6.A2. Work participation rate for all families (default is 50%) adjusted by Caseload Reduction Credit, three
selected states and US average. Source: Administration for Children and Families - Department of Health & Human
Services: Office of Family Assistance website.

*Data for 2011 is missing.
**Unweighted average for all states (average for 1997 does not include: Alaska, Arkansas, Colorado, Delaware,
Guam, Hawaii, Illinois, Idaho, Minnesota, New Mexico, North Dakota, Pennsylvania, Puerto Rico, Rhode Island, Virgin
Islands).
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Figure 6.A3. Percentage of TANF+MOE spending on ‘Authorized Under Prior Law’ + ‘Other Non-Assistance’ (i.e.
spending categories unrelated to cash benefits and/or reemployment policies), three selected states and US average, 1997-2014. Source: Center for Budget and Policy Priorities: TANF spending database

Figure 6.A4. TANF-to-poverty ratios (TPR) (2 year averages) three selected states and US totals 1990-2015. Source:
Center for Budget and Policy Priorities: TANF-to-poverty database.

Figure 6.A5. TANF spending (federal block grants + state-own MOE spending) on ‘basic cash assistance’, ‘work related activities and supports’ and ‘childcare’ as a share of total TANF spending, three selected states and US totals,
1997-2014. Source: Center for Budget and Policy Priorities: TANF spending database
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Table 6.A1. Current year Maintenance of Effort (MOE) spending as percentage of historical (pre-TANF) MOE spending, three selected states, 1997-2014. 75% MOE spending is the default requirement, every percentage point above
75% is considered ‘excess MOE’ and reduces the work participation rate by one percentage point. Source: Center for
Budget and Policy Priorities: TANF spending database

South Carolina

Current Year
MOE Spending
as % of
Historical MOE
Spending

Virginia

Excess MOE
spending

Current Year MOE
Spending as % of
Historical MOE
Spending

Washington State

Excess MOE
spending

Current Year MOE
Spending as % of
Historical MOE
Spending

Excess MOE
spending

1997

75%

0%

39%

0%

59%

0%

1998

0%

0%

41%

0%

89%

14%

1999

74%

0%

8%

0%

80%

5%

2000

151%

0%

190%

0%

75%

0%

2001

75%

0%

75%

0%

75%

0%

2002

75%

0%

75%

0%

74%

0%

2003

75%

0%

75%

0%

73%

0%

2004

75%

0%

75%

0%

77%

0%

2005

135%

60%

83%

8%

71%

0%

2006

135%

60%

82%

7%

101%

26%

2007

122%

47%

76%

1%

111%

36%

2008

122%

47%

76%

1%

136%

61%

2009

113%

38%

84%

9%

292%

217%

2010

105%

30%

83%

8%

292%

217%

2011

277%

202%

83%

8%

208%

133%

2012

111%

36%

92%

17%

178%

103%

2013

254%

179%

80%

5%

143%

68%

2014

382%

307%

85%

10%

152%

77%
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Figure 6.A6. TANF caseloads (number of TANF cases) & poor families (number of families with children in poverty)
in absolute terms (2 year averages), three selected states 1991-2016. Source: Center for Budget and Policy Priorities: TANF-to-poverty database.

Unemployment insurance
Figure 6.A7. Year-end taxable wage base in US dollars, three selected states and federal taxable wage base, 19902016. Source: Employment and Training Administration – Department of Labor: Unemployment Insurance Financial
Data Handbook.
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Figure 6.A8. Average weekly benefits in US dollars, three selected states and US average, 1990-2016. Source: Employment and Training Administration – Department of Labor: Unemployment Insurance Financial Data Handbook.

Figure 6.A9. Recipiency rate of regular state UI benefits, three selected states and US average (data 2005 missing),
2001-2018. Source: Employment and Training Administration – Department of Labor: Unemployment Insurance
Financial Data Chartbook.
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Figure 6.A10. Average High Cost Multiple (the main solvency indicator for DOL which represents number of recession-years covered by the reserves in a given state UI trust fund), three selected states and US average, 1990-2016.
Employment and Training Administration – Department of Labor: Unemployment Insurance Financial Data Handbook.

Figure 6.A11. Seasonally adjusted unemployment rate, three selected states and nationwide, 1990-2017. Source:
Bureau of Labor Statistics: Local Area Unemployment Statistics.
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The design of
a European
unemployment
(re)insurance
scheme:
lessons from US
142
experience
Christiaan Luigjes, Georg Fischer & Frank Vandenbroucke

142 In 2019 two different versions of this Chapter have been published elsewhere. A short version
has been published in Intereconomics: Review of European Economic Policy (Volume 64, issue 5)
under the title The US Unemployment Insurance Scheme: A Model for the EU? A longer version has
been published as an Amsterdam Centre for European Studies Research Paper (2019/06) under the
title The Design of a European Unemployment (Re)Insurance Scheme: Lessons from US Experience.
This Chapter reflects that longer version with some minor changes.

1. Introduction143
In 2012, the report on the future of the Economic and Monetary Union (EMU), presented
by the presidents of the European Council, the European Commission, the Eurogroup
and the European Central Bank, suggested to create a macroeconomic shock absorption
mechanism: “an insurance-type system between Euro Area countries”. One option
mentioned is a fiscal capacity that would act as a “complement or partial substitute to
national unemployment insurance systems” (Van Rompuy et al., 2012, p. 11). Since then,
the idea of a ‘European Unemployment Benefit Scheme’ (EUBS), in particular an EMUlevel ‘unemployment re-insurance’, is garnering significant attention.144 In her agenda
for Europe, European Commission’s President Ursula von der Leyen promises to propose
a “European Unemployment Benefit Reinsurance Scheme” (Von der Leyen, 2019, p. 10).
The French and German Finance Ministers Le Maire and Scholz agreed to work on a reinsurance scheme and in July 2018 ECB President Draghi considered in a hearing in the
European Parliament such efforts as important for the future of the Euro Area (Draghi,
2018; French government, 2018). The SPD EU-election program explicitly calls for a
European fund to reinsure national unemployment systems (SPD, 2019) and senior SPD
politicians145 including Vice-Chancellor Scholz refer to the US unemployment insurance
(UI) system as a model. Besides the European Social-Democrats, the EU election
manifesto of the European Greens cites the need for enhanced risk sharing to counter
unemployment crises.146 Policy makers who favor this concept would not necessarily
face a hostile audience. Opinion research shows public support for cross-border risk
sharing when unemployment hits Member States, but this support crucially depends on
the design features of such schemes in particular adequate benefits, incentives to take
up employment and active support for the unemployed (Vandenbroucke et al., 2018). We
discuss the American UI system and identify relevant lessons. Some lessons concern
shortcomings of the American system.147
143 The authors of this Chapter thank Suzanne Simonetta and Roel Beetsma for critical comments and suggestions.
144 See among others, Vandenbroucke et al. (2018), European Commission (2017a, 2017b), Carnot et al. (2017), Dolls
et al. (2018), Beblavy and Lenaerts (2017), Vandenbroucke (2017), Brandolini et al. (2016), Strauss (2016), Dullien (2014),
Gros (2014), Andor et al. (2014), Ragot (2019).
145 The former party president Nahles (2019) explained: “we need an European unemployment re-insurance along
the lines of the American model. The financial power of the 27 must stand in to stabilize shocks and prevent mass
unemployment. Once the situation improves, the funds will flow back.”
146 https://europeangreens.eu/priorities-2019-what-european-greens-fight#manifesto
147 See also Fischer (2017), Vandenbroucke et al. (2016), Dullien (2014) and the Forum section in Volume 52 (May/
June 2017) of the Intereconomics journal. For an excellent account of current issues in US UI, see Wandner (2018).
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2. EMU-level unemployment reinsurance and caveats
The reference to UI in debates about the need for a Eurozone-level macroeconomic shock
absorption mechanism is not happenstance. UI supports purchasing power of citizens in
an economic downturn, and is therefore an automatic stabilizer par excellence. Existing
monetary unions either opt for a downright centralization of UI (historically, Canada or
Germany), or they demand some convergence in the organization of UI and provide reinsurance when the need is really high (like in the US, which combines centralization and
decentralization). This is rational behavior for two reasons.
First, risk pooling enhances resilience against asymmetric shocks in a monetary union.
The notion ‘asymmetric shocks’ should be understood broadly here: a shock that is
symmetric in origin may play out very differently in individual countries because national
conditions differ. The advantage of risk pooling in the face of asymmetric shocks has been
the main argument in support of automatic fiscal stabilizers, and, more particularly, a
degree of cross-border risk sharing in UI. Risk pooling allows the interregional smoothing
of economic shocks.148
The second reason why a degree of centralization of UI is rational policy in monetary
unions also applies when shocks are completely symmetric across the union and risk
pooling between member states has no added value per se. National insurance systems
create a positive externality; a country that properly insures itself, also helps its neighbors.
Because of that positive externality, it is a matter of common concern that all members
of the monetary union organize an effective stabilization capacity (Vandenbroucke et al.,
2018, 24). In fact, in a monetary union, we have all the ingredients of a classical collective
action problem: UI increases labor costs, and without some coordination, competitive
pressure militates against the organization of sufficiently generous UI. As explained in
the next section, in the US, the organization of UI in the 1930s was indeed a response to a
148 There is a relatively broad consensus that, in order to be economically effective and politically legitimate, a European scheme that organizes interregional smoothing, must be able to also organize intertemporal smoothing, that is,
such a scheme must be able to issue debt at the Eurozone level. Since the business cycles of EU Member States are
partly synchronized, economic shocks are partly symmetric; interregional smoothing and intertemporal smoothing
must be combined, cf. De Grauwe and Ji (2017); Dolls et al. (2018).
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problem of collective action.
The effectiveness of the stabilization capacity of EMU member states depends on a whole
cluster of policy principles: adequate unemployment benefits; sufficient coverage rates
of the unemployed with benefits; no labor market segmentation and no proliferation
of employment relations that leave part of the labor force poorly insured against
unemployment; and effective activation of unemployed individuals (Vandenbroucke et al.,
2018, 24). The implementation of such a cluster of principles in each EMU Member State is
a matter of common concern. The implementation of such common ‘stability-supporting’
domestic principles would benefit the Eurozone as a whole.
In our view, one of the strongest arguments in favor of EU support for national UI schemes
is that European support would contribute to the national implementation of these
domestic principles. Conversely, these stability-supporting domestic principles become
a fortiori imperative when cross-border risk sharing is organized: countries would not
agree to support each other’s UI system, if national governments cannot guarantee that
their national system functions adequately.
In other words, the argument that is tabled here is not just that cross-border risk sharing
would enhance the stability of the Eurozone. The argument is that, moreover, the quality of
domestic policies and cross-border risk sharing would be intrinsically and mutually related:
cross-border risk sharing should support the quality of domestic policies, and domestic
policies should be a condition for cross-border risk sharing. However, it is not self-evident
that cross-border risk sharing would, by itself and without further ado, enhance the quality
of domestic policies. Two caveats are in order, which we develop on a more formal basis in
the Appendix, and which are – to various degrees –illustrated by the American experience.
The first caveat concerns the risk of retrenchment at the state level: the commitment of a
supranational or federal authority to lend support to UI systems of states, may induce these
states to retrench their own systems, or more generally, to diminish their own effort for
protection of the unemployed and macroeconomic stabilization. In other words, although
the supranational (or federal) commitment enhances macroeconomic stabilization on the
aggregate level, the states’ own effort diminishes. The extent of this ‘retrenchment risk’
and its exact shape depend on the design of the supranational or federal commitment and
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on the preferences and attitudes state leaders might have concerning the protection of
the unemployed as shown in the Appendix. The second caveat is linked to the first: it may
be the case that this dynamic of retrenchment leads to divergence between the states’
own social policies, rather than convergence, i.e. there is a ‘divergence risk’.
A reduction in the state-level effort for macroeconomic stabilization via UI when the
federal or supranational level commits itself to contribute to macroeconomic stabilization
via UI (our first caveat), is also to some extent unavoidable: the fact that the federal (or
supranational) level sometimes ‘takes over’ and thus allows the state-level to play less
of a role, can even be the explicit purpose of a federal (or supranational) intervention.
However, the federal commitment should not lead to a structural retrenchment of state
systems, and/or to divergence (rather than convergence) across states.
We will discuss these caveats on the backdrop of the American experience. In the American
case, the risk of ‘reduced effort for macroeconomic stabilization’ takes the form of a real
retrenchment risk. These risks have to be examined when we consider the design of a
European scheme.

3. The history and outline of
unemployment insurance in the
United States
The history of American UI is relevant to any potential EMU-level unemployment reinsurance for three reasons. First, current debates about European unemployment
re-insurance are a response to the Great Recession, which echoes the genesis of the
American UI system. Second, American UI is a federal-state partnership wherein both
levels of government have distinct and important responsibilities in terms of regulation,
implementation and financing. Third, under regular circumstances states have significant
autonomy in operating their systems, but during crises one of the federal governments’
responsibilities is macroeconomic stabilization, primarily through the financing of
extended benefits.
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In order to follow our analysis, one should keep in mind that there are three different
aspects to what the US experience can teach us, Europeans. First, in the 1930s the federal
American government was able to solve a problem of collective action that impeded the
development of UI in the states. Second, during the 1950s federal legislation provided
a federal backstop for depleted state UI trust funds that are used to finance regular UI
benefits. Third, in the 1970s the federal government added an extra layer of UI to the
state system, based on an intergovernmental co-financing of benefits which intensifies
during crises and thus reinforces protection and stabilization where and when it is most
needed. While we will show how important the final two steps were for protecting incomes
of unemployed workers in times of high and rising unemployment making a substantial
contribution to stabilization of the economy we will also identify caveats with regard to the
third move (creating intergovernmental co-financing of benefits), which is also the subject
matter of a more formal analysis in the Appendix. These caveats are intrinsically related
to problems that gradually emerged in the context of the first move, notably the lack of
adequate ‘minimum requirements’ for the state’s policies.
The American UI system was created in 1935 in the wake of the Great Depression,
pursuing three interlinked objectives. The first objective was to offer workers partial wage
replacement during periods of involuntary unemployment, the second objective was to
help maintain purchasing power and stabilization of the economy and the third to prevent
the dispersal of a trained labor force and the breakdown of labor standards (Price, 1985, p.
24). Although UI made economic sense, states feared interstate tax competition: they were
concerned that if they created such a scheme individually, businesses might relocate to
a state without UI. The federal government could overcome this collective action problem
but it had to tread lightly because of the closely guarded constitutional autonomy of states.
To balance these concerns, the federal government provided strong financial incentives
for all states to create UI schemes following federal requirements. If states comply with
those requirements, the federal government finances their respective administration
through a federal payroll tax. Moreover, if a state complies, businesses in that state have
their federal tax rate reduced by 90 percent. The federal requirements concern mostly
the administration and financing of the state system (to which we will return in more
detail in Section 4) while states have almost complete autonomy in setting the eligibility
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criteria and generosity of their schemes. Under normal economic circumstances, states
are required to finance UI benefits from their own UI trust fund.
The US federal government plays an important role in macroeconomic stabilization,
including via UI due to legislation introduced in 1954 and 1970. In 1954, Congress enacted
a federal ‘backstop’ for state UI trust funds. When state trust funds are depleted, due
to an unemployment shock for example, states can receive a federal advance to pay
their UI obligations. These advances have to be repaid with interest. If a state runs a
trust fund deficit for consecutive years, the federal government will charge employers
in that state a federal penalty-tax rate. More importantly in terms of stabilization, since
1970 federal law provides an automatic extension of the maximum duration of benefits if
unemployment in a given state rises above a certain threshold (we discuss these ‘triggers’
below). These benefits are financed equally by the federal government and the states. Ad
hoc emergency extensions are possible under circumstances of an economic downturn,
contingent on Congressional approval. Emergency benefits are fully federally financed.
The extension of benefits, (partially) financed by the federal government, follows the logic
of a complementary insurance since it adds to the existing regular state UI benefits.149
During the Great Recession, the anticyclical impact of the American UI system, especially
of the extended and emergency benefits, was significant (Dullien, 2014, p. 63). However,
the crisis also laid bare some weaknesses of the American system (Fischer, 2017).

4. The functioning of the
American UI system
The basic set-up of the American UI system has stood the test of time relatively well. A
crucial factor for its longevity is that states can alter important parameters of their scheme
while at the same time interstate tax competition has, to some degree, been overcome.
149 A complementary insurance can be designed in different ways: in the Appendix we illustrate that alternative
design options of a federal complementary insurance have different impacts on the policy choices made at the state
level. This is illustrated through Figures 7.A3, 7.A4 and 7.A5 in the Appendix. The American system of extended benefits corresponds, qua logic, to a complementary insurance as shown in Figure 7.A5; its ‘incentive effect’ on state
policy-makers is better than the incentive effect of the alternative complementary insurance models shown in Figures
7.A3 and 6.A4 (although it should be noted that the American extended benefits are only active during periods of crises
while the figures imply that they are permanently activated). However, even the design illustrated in Figure 7.A5 does
not totally preclude a degree of retrenchment and the possibility of divergence. But, as we indicated earlier, some
substitution might be intended.

241

One federal objective of particular relevance for European debates is macroeconomic
stabilization. A federal fiscal capacity ensures payment of benefits when state funds are
depleted and by extending benefit duration in crisis periods. Also, the federal oversight of
state programs has increasingly emphasized the necessity for reemployment efforts which
are encouraged through federal grants and exchange of best practices. The combination
of federal fiscal incentives and incremental adaptations has continued to balance state
autonomy and national macroeconomic interests.
During the recent crisis the American UI system exhibited weaknesses that have been
building up in recent decades. First, interstate tax competition re-emerged to the degree
that it resulted in retrenchment of UI schemes and inadequate funding in multiple states.
In other words, the solutions that were successful in overcoming the collective action
problem of the 1930s, were gradually loosing force. As states finance regular UI benefits
predominantly through taxes on employers, they are lobbied by employer organizations
to lower those tax rates. To cope with reduced revenues, a number of states reduced
generosity and/or tightened eligibility. Some states simply acquiesced to have nearinsolvent UI trust funds.150 From a long-term perspective, this might not appear as rational
behavior. However, short-term electoral pressures to lower tax rates on businesses can
lead to myopic policy behavior on the part of elected state legislators. In theory, the UI
system is designed to preempt interstate tax competition. The federal government levies
a payroll tax of 6 percent on all employers. If a state complies with the federal minimum
requirements, businesses in that state have their federal tax rate reduced to 0.6 percent.
One such requirement is that states must levy their own state payroll tax on employers of
at least 5.4 percent to fund their trust funds. However, federal law permits states to reduce
employers’ taxes below that ‘standard rate’ of 5.4 percent on the basis of the employer’s
experience with unemployment. So although the maximum rate must be at least 5.4 percent,
in practice the actual applied tax rates can be lower than that. States have been exercising
this flexibility to lower de facto state tax rates on employers in increasing measure – today
in many states some employers have an effective tax rate as low as 0 percent – while
those employers still retain their credit on the federal payroll tax.151 Another essential
150 There are federal solvency targets but none of these are binding.
151 In this respect, our analysis of the US system is less positive about its capacity to counter interstate competition
with regard to the level of taxes paid by employers than Ragot (2019, p. 145). Ragot emphasizes the state-level obligation of maintaining at least a tax rate 5.4 percent but does not account for state flexibility to lower de facto tax rates and
of the shrinking federally determined tax base. We are grateful to Suzanne Simonetta for pointing this out.
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federal requirement is that the state unemployment taxes have a taxable wage base (‘tax
base’) that is at least equal to the federal taxable wage base, which was set at a level
deemed sufficient to prevent a race to the bottom. However, the federal tax base has not
been adjusted or indexed since 1983 and is therefore increasingly inadequate. Most states
have raised their tax bases (to varying, yet often insufficient, degrees), but not all. Also,
the federal penalty-tax on employers in states that run consecutive trust fund deficits,
which should lead businesses pressuring the state to address the insolvency of their fund,
are calculated as a share of this very low federal tax base. Therefore, the penalty-tax on
employers has become ineffective. As the federal minimum requirements gradually lost
force over the last decades, interstate tax competition re-emerged.
Second, the triggers on which the system of extended benefits relies, have proven to be
unreliable. The original triggers are based on the Insured Unemployment Rate (IUR),
which measures the number of unemployed who receive unemployment benefits as
a share of the jobs covered by UI. The IUR is affected by eligibility criteria that states
determine themselves. A number of states have tightened eligibility over the years and
the IUR became increasingly insensitive to actual unemployment trends measured by the
Total Unemployment Rate (TUR) (O’Leary & Wandner, 2018, pp. 136-137). Consequently,
during economic downturns extended benefits often were not triggered (O’Leary &
Barnow, 2016, pp. 13-14). The reasons why certain states tighten eligibility criteria are
manifold: re-emerged interstate tax competition (as explained above) and/or because
states do not want to fund extended benefits, even if they only finance half of those, but
there is also an ideological aversion against social benefits in general. The extensions
apply to the existing state system in terms of their eligibility and duration so unemployed
workers in more restrictive states benefit less from federal funds than in more generous
states. And a state with a high recipiency rate will receive a stronger push to the local
economy than one with a lower one. Less generous states might assume that they will
nevertheless profit from the improved situation in neighboring states but there are also
important attitudinal differences towards social benefits and support for the unemployed.
Third, as a result of these developments divergence between state UI programs has
increased after the recent crisis. In the 1930s, many states followed a federal template,
resulting in fairly homogeneous UI schemes initially (Dullien, 2014, p. 44), but over time
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states utilized their autonomy more and schemes started to diverge. Currently, state
schemes vary somewhat in terms of generosity and widely in terms of eligibility criteria.152
Finally, although these weaknesses were noted decades before the Great Recession, most
notably by the 1994 Advisory Council on Unemployment Compensation (ACUC, 1996), the
federal government has been reluctant to take action. Thus, when the Great Recession
hit, the federal government was confronted by 36 insolvent state trust funds153 and a
low macroeconomic stabilization potential. Restrictive eligibility reduced the number of
unemployed receiving benefits in the first place but also led to a situation in which, despite
of rising unemployment, the low recipiency rate did not trigger the extension of benefit
duration. In response, the federal government took extraordinary measures (Vroman &
Woodbury, 2014). It proposed to finance 100 percent rather than 50 percent of extended
benefits if states would adopt triggers based on the TUR (actual unemployment) rather
than the IUR. Congress legislated additional federally financed emergency benefits,
further extending the benefit duration to a maximum of 99 weeks. In return state UI
schemes had to accept a ‘non-reduction rule’ (states could not lower their replacement
rates) and were strongly encouraged to expand eligibility so that more jobless workers
would receive benefits – regular, extended and emergency – thereby increasing recipiency
rates. Additionally, the federal government made grants available for the ‘modernization’
of state UI schemes. States could use these grants for expanding eligibility, introducing
short-term-work compensation and updating old IT-systems. The federal share of total
UI benefit costs reached an historic high in 2011 (O’Leary, 2013). These measures clearly
show that the federal government was concerned with maintaining the protection of the
unemployed and the macroeconomic stabilization capacity of the UI system. In effect,
during the Great Recession the federal government overcompensated the retrenchment
of state UI schemes.
All newly introduced federal requirements for state UI schemes were tied to the
extraordinary federal funds and expired January 2014. Since 2014, a number of states
returned to the IUR triggers, abandoned modernization efforts and/or retrenched their
UI schemes. Eight states exploited a loophole in the non-reduction rule to reduce the
152 See Fischer (2017), Lenaerts, Paquier, & Simonetta (2017); O’Leary & Barnow, (2016).
153 The insolvency of state trust funds is partially explained by the severity of the crisis but also because funding
levels were at their lowest point in almost two decades (Simonetta, 2018).
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standard UI duration even during the crisis. Importantly, mostly states with the more
robust UI systems maintained TUR triggers, used the modernization grants and kept
systemic improvements. In contrast, states that revoked the TUR triggers, organized
further retrenchment and did not utilize modernization grants were generally those with
already less solvent and less generous programs. So the diversity in state UI programs
that was present before the crisis was only temporarily muted but increased again postcrisis. Figure 7.1 shows the evolution of diversity in terms of recipiency rates.154 The graph
also shows the effect of federal requirements to expand eligibility criteria during the crisis
and of the extension of duration. This was only possible because the federal government
could fund the extensions through an increase in public debt which states can typically not
do. While this allowed the USA to use the UI system in an anticyclical manner, the specific
features of this policy increased divergence after the crisis further.155
Figure 7.1. Recipiency rate and divergence across the US states from 1999-2015. Source: Fischer, 2017.

154 Vroman (2018) discusses the recent changes in state UI financing in detail.
155 The important increase in the recipiency rate is a consequence of many factors including the extension of duration
through the Emergency Benefits. This extension was a results of the capacity of the federal government to increase
public debt during the deep recession. The OECD (2018) shows that this temporary strong increase in recipiency in this
period is fairly unique among OECD countries. For broader analysis comparing the US and Europe, see Immervoll and
Richardson (2013).
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The post-crisis divergence is unsurprising given the design features of the American
system and the resulting tensions briefly revisited in this section. What is at play, is a
mixture of fiscal myopia that led to insolvency risks for many state funds, political
preferences oriented against welfare and unemployment benefits in general, weaknesses
in the federal response to these problems (weaknesses related to the legacy of the original
solution to the collective action problem of the 1930s) and, finally, state-level incentives
to retrench stemming from the more recently added complementary layer of insurance at
the federal expense.
The final point is illustrated in the Appendix, which is not meant to be a complete and true
presentation of the US model. The purpose of the Appendix is more general: it shows how
a dynamic of retrenchment is intrinsic to the organization of complementary insurance,
even when its design is such that it should, in theory, minimize that retrenchment
dynamic (Appendix, notably Figure 7.A5).156 It also shows how different policy preferences
in different states generate different outcomes, with divergence rather than convergence
being the result of complementary insurance, at least if states are free to adjust their own
system as they see fit.
Recognizing the shortcomings of the US system, in 2016 the outgoing Obama
administration proposed changes, such as increasing the federal tax base by almost 600
percent, expanding eligibility, introducing a nationwide floor for the maximum benefit
duration set by states157 and a host of additional nationwide requirements (DOL, 2016).158
Many experts have cited the need for federal reforms, most urgently regarding recipiency
rates and the tax base (for the most thorough of such proposals see Wandner, 2018). But
no changes were adopted.

156 Schelkle (2017, chapters 4, 8, 10) argues that fiscal federalism has, in general, ambiguous effects on stabilization.
States may shift the cost of bank rescues, macroeconomic stabilization and social security to the federal level. Our
argument is congenial; however, our analysis in the Appendix illustrates a dynamic whereby overall (aggregate) macroeconomic stabilization increases, but the state’s effort decreases.
157 A floor would limit the possibility of states to lower the maximum duration below a certain number of weeks.
158 See for an excellent discussion Simonetta (2018).
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5. Lessons from the American
experience: inspiration and
cautionary examples
It is tempting to draw a close analogy between American UI and a possible European
unemployment re-insurance. However, we caution against an oversimplified comparison.
The origins of the US system are distinct: in 1935, federal intervention was needed to
encourage states to create UI schemes where none existed before; and during their
inception state schemes were relatively homogenous. In contrast, UI programs of member
states are well-established, often predating the EU. The main method for the US federal
government to regulate UI is through its fiscal capacity: states are enticed to adhere to
federal requirements as a quid pro quo for 1) federal dollars and 2) for employers receiving
federal tax reduction. In contrast, the EU neither has the same level of resources as the
US government nor does it have the mandate to levy taxes. The process and institutions
for decision-making in the EU and US are very different. The US emergency benefits that
were so important for macroeconomic stabilization were approved by Congress on an
ad hoc basis. European decision-making is less agile, it is more difficult to overcome
resistance of a single member state. During the European sovereign debt crisis it proved
neigh impossible to reach consensus about crisis resolution measures on an ad hoc basis.
What are the positive lessons of the American UI system? First, the US experience
shows that it is possible to create and maintain a UI system based on federal-state cofinancing that intensifies during economic crises. Second, the federal-state relationship
has adjusted over time, for example through the creation of extended and emergency
benefits and through encouragement of reemployment services and mutual learning.
Third, the influx of federal dollars buoyed state UI schemes during multiple recessions,
strengthened the capacity to provide income support during the Great Recession for the
massively increased numbers of unemployed workers, and bolstered their macroeconomic
stabilization effects based on the capacity of the federal government to fund through public
debt (briefly discussed in footnotes 155 and 156). Fourth, the genesis of the US UI shows
that conditionality, imposing requirements in return for federal funds, can work. It proved
an effective way to create relatively homogenous state programs in the first place. And
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the federal interventions during the recent crisis showed the potential of conditionality:
all states made positive changes to their programs during the crisis in return for federal
funds, and many applied for the optional modernization grants. However the divergence
of state programs returned after the crisis as federal funds stopped. This is a glass halffull or half-empty situation in terms of the effectiveness of time limited conditions and
optional grants. This experience is relevant for EU policies which emphasize conditional
funding.159 Importantly, conditionality in the USA was tied to a massive influx of federal
dollars and it would require a major policy change to imagine that equivalent measures
could be taken in a European context.
There are also cautionary lessons. Next to the fact that interstate tax competition reemerged and fiscal myopia led to problems of insolvency of state funds, the current
architecture of the US system also creates incentives for states to organize retrenchment
of their UI programs, both with regard to the duration of the benefits they guarantee at the
state level and with regard to the funding of the systems. One reason for states to limit
the duration of the benefits might be the complementary nature of the extended benefits
organized by the federal level. We do not mean to imply that this incentive has been the
main driver of state-level retrenchment in the US. Because federally extended benefits
are only activated during crises, the (perverse) incentive effect is weaker than if these
extended benefits were in place permanently. Insolvency and state-level concerns about
wage-cost competitiveness and ideologically motivated dislike of supporting those who
do not work likely constituted more important reasons to retrench the funding of the state
systems, which relies on employer contributions. Obviously, wage-cost competitiveness
is also a concern for EMU member states; but the fact that American state trust funds can
benefit from federal advances when they are depleted creates some leeway for inadequate
funding policies at the state level.
How can such perverse incentives be neutralized? Historically, the US system did not rely
on federal requirements with regard to the generosity or the coverage of state programs
to preempt a race to the bottom and to ensure a sufficient macroeconomic stabilization
potential; instead, it relied on a combination of financing requirements and fiscal
incentives. The fiscal incentives for states to comply with federal requirements steadily
159 See Section 2.2. of the Report by the Five Presidents: “Completing Europe`s Economic and Monetary Union” and
the recent discussions in the Euro Group on an EMU budgetary instrument.
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diminished, since the federal tax base (which determines the actual strength of these
incentives) remained unchanged since 1983 and states increasingly utilized their flexibility
to reduce de facto state tax rates. Thus, both with regard to generosity and coverage and
with regard to the funding of the state systems, the US now lack both an effective fiscal
incentive structure and a comprehensive system of federal minimum requirements.
On the backdrop of these architectural features of the US system, the strong upward
trend of the federal share of UI financing in recession years since 1958 (O’Leary, 2013) is
unsurprising. Retrenchment by some states negatively affects quality of protection and
the stabilization effects of the UI system, which has to be compensated by the federal
government. A first general conclusion, therefore is that the potential for such perverse
incentives needs to be carefully examined in the design of any EMU-level (re)insurance
scheme: schemes that are based on a ‘top-up’ of national benefit systems (cf. Figure 7.A4
in the Appendix, and footnote 149) and schemes that have the potential to ‘accommodate’
suboptimal funding policies should be avoided.
Second, even if the architecture of a Eurozone scheme would avoid those specific pitfalls,
it seems that minimum requirements regarding generosity and coverage are fundamental
prerequisites for any potential European re-insurance, especially because the European
UI systems are already quite diverse in contrast to the relatively homogenous starting
point of US UI. The diversity that emerged across US states is a reminder that differences
in attitudes of the leadership of states concerning the nature of unemployment impact
strongly on the protection offered and on the quality of stabilization. Therefore, the EU
would be well advised to define a common approach to the protection of the unemployed.
Third, although there are historical examples of US federal reforms, more recent
experience shows that is quite difficult to make nationwide structural, lasting changes.
The erosion of the American model is not just due to state behavior, it is also the result
of a lack of federal nationwide comprehensive reforms. The experience with federal
inaction in the US regarding the tax base, coverage and replacement rates is highly
relevant for Europe, since re-insurance schemes will typically be effective in periods of
rising and high unemployment, hence moments that are unsuitable for imposing new
and/or stricter conditions. The difficulty to pursue comprehensive reforms in the US
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emphasizes the need for well-developed minimum requirements at the outset of any
European re-insurance. Although the definition, negotiation and implementation of
pan-European minimum requirements with regard to the quality of UI and activation
policies undoubtedly is a challenge, one should not be unduly pessimistic about this. On
the one hand, European-level decision-making is less agile than that of the US federal
government: this observation underscores the need to build a European initiative in
the realm of unemployment re-insurance, from the outset, on a solid base of minimum
requirements. On the other hand, over the years, the EU has acquired extensive expertise
with the definition and implementation of minimum requirements, both via hard and
soft law and benchmarking, including in the domain of employment promotion policies
and employment protection. The European Pillar of Social Rights, solemnly proclaimed in
November 2017 by the European institutions, constitutes a useful general framework for
the development of minimum requirements in the realm of UI and activation policies.
Moreover, one should avoid the need for a succession of ad hoc measures to maintain
the integrity of the system in the long run. The concept of a taxable wage base is specific
to the US context, but it illustrates the point that the underlying fiscal parameters of an
unemployment (re)insurance must not be vulnerable to erosion; otherwise, the longrun integrity of the system depends on new reforms over time which may be extremely
difficult to implement, and therefore might not happen. Also, these fiscal parameters
should not be subject to member state manipulation, as was the case with the ‘standard
rate’ for state UI taxes triggers for extended benefits in the US. In fact, most proposals
for a European unemployment re-insurance avoid such design problems, for instance
by linking the funding to member states’ GDP. There are good reasons to pursue that
direction.
In short, the American UI experience is relevant and holds valuable lessons, but that does
not mean it should be used as a blueprint.
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Appendix
The impact of complementary federal insurance (or
federal support for unemployment benefits) on statelevel policies: a graphical presentation
We use a simplified graphical presentation to illustrate the impact of alternative federal
interventions in UI, in the context of a federation of states in which the states are primarily
responsible for UI, and states may have different preferences with regard to unemployment
protection, activation policies, and state levels of taxation.
The analysis sheds light on the US experience and highlights caveats for the organization
of a European unemployment (re-)insurance scheme, but it is not meant to be a true
representation of the US experience. The story told in this Appendix differs from the actual
US story in two respects. First, the analysis takes the existence of state-level UI as given;
in other words, the appendix is not about how an initial problem of collective action (as it
existed in the US in the 1930s) can be overcome. The federal intervention illustrated here
is not about the creation of state schemes; the basic idea is that the federal level offers
an extra layer of support for unemployed people, complementing and/or buttressing
existing state schemes (as will be shown below, for the purpose of this analysis, providing
a complementary federal benefit scheme or, alternatively, providing funding for existing
state benefit schemes, has exactly the same impact). Second, in the US, federal support
is not permanent: it is triggered by economic crises. In the stylized presentation of this
Appendix, federal support in the form of extended benefits is (implicitly) depicted as
permanent.
Whilst this analysis is not a representation of how the US system (or the Canadian, the
Belgian, the Swiss system) actually works, the analysis yields the conceptual building
blocks to understand some tensions in these multi-tiered systems, which are highly
relevant for any European unemployment (re-)insurance scheme.
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The federal interventions, illustrated in this appendix, generate two types of risk. First,
there is a general retrenchment risk: the commitment of the federation to lend support
to the UI systems of states may induce the states to retrench their own systems, or more
generally, to diminish their own effort for macroeconomic stabilization (as explained
below, a reduced state effort for stabilization is not necessarily the same as retrenchment
of the existing state system). In other words, although the federal commitment enhances
macroeconomic stabilization on the aggregate level, the states’ own stabilization effort
diminishes. We will show that the extent of this retrenchment risk and its exact shape
depend on the design of the federal commitment. Second, and closely associated with the
first risk, there is a divergence risk: it may be the case that this dynamic of retrenchment
leads to divergence between the states’ own social policies, rather than convergence.
UI policies whether US or European are basically characterized by features of (i) the benefits
(their coverage and their financial generosity, which is determined by replacement rates,
minimum and maximum levels, and duration) and (ii) the job search effort and related
requirements with which the beneficiaries have to comply, e.g. the suitability of jobs they
have to accept (below, we summarize this by ‘job search conditions’) and (iii) by active
labor market policies to support the unemployed in finding jobs, improving their skills
and capacities and to overcome other employment impediments The retrenchment and
divergence risks concern the features of the benefit system.
Figure 7.A1 illustrates the decision problem of an individual state, when there is no
federal intervention. To focus on the core issue at hand, we reduce the decision problem
to a decision about the generosity of the unemployment benefits and the taxes needed to
fund unemployment benefits. Moreover, we reduce the generosity of the benefit system
to only one parameter: the maximum duration of the benefits. Hence, the duration of the
benefits is the policy lever on which we focus (focusing on the duration of the benefits
allows best to highlight the tensions in the US system, as described in the body of this
Chapter; but our intention is not to present a complete picture of the US system). The
graphs are constructed on the basis of yet another simplification: the average duration
of unemployment benefits is equal to (or proportional to) the maximum duration, set
by the authorities. The replacement rate, minimum and maximum benefits, are treated
as constants, and not represented here. The presentation also presupposes a certain
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activation policy, which is not specified here, and which is deemed not to be affected by the
federal intervention. The economic and employment context are treated as exogenous.160
On the horizontal axis, we have the tax rate: it is the sum of the tax rate that is necessary
to fund the state’s unemployment benefits and the tax rate needed to fund other state
activities; we consider the latter as an exogenous constant. Tax rates go from ‘high’ to ‘low’
in the graph. On the vertical axis, we have the number of months an unemployed person
will be covered by the state’s UI (going from ‘short’ to ‘long’). The line SM is the ‘feasible
set’ of UI policies: the tax rate determines the number of months of unemployment that
can be covered. At point S, taxes are high and the maximum duration of UI is long (a
generous policy, motivated by maximal security); at point M, there are no taxes collected
for UI, hence the overall tax rate is low and the duration of UI is zero (hence, no UI, because
there is no funding for it: M would be an extreme market-liberal policy).
The curve containing the point P is the indifference curve of the state’s policy-makers: they
are indifferent between all the combinations of taxation and UI protection levels on this
curve (they answer the question: ‘how much additional protection do you want for a given
increase in taxes?’).161 The shape of the indifference curves depends on the preferences
of the policy-makers: if they value protection high (relative to the tax burden they have to
impose), the curve will be rather flat; if they value low taxation high (relative to the level
of protection for the unemployed), the curve will be steep. On the basis of an indifference
curve as shown in Figure 7.A1, this state’s policy-makers will choose a policy P. In the
feasible set, the policy P is the combination of protection and taxation that offers the most
satisfaction to the policy-makers (at P, we have the highest indifference curve that can
be attained with the feasible set of policies). Given their preferences and the feasible set,
P is the optimal policy for them, somewhere in between the extreme solutions S and M.
For reasons of simplicity, we always present indifference curves based on homothetic
preferences (i.e. their expansion paths are linear); some of the results may not hold when
preferences are not homothetic.

160 This means that we make abstraction of the impact of changing taxation rates on economic activity and employment levels. This abstraction does not affect the argument.
161 Presenting preferences over taxation and protection policies with such smooth indifference curves is obviously
a considerable simplification of reality, but it allows to illustrate the key dynamics at hand in the multi-tiered polities.
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Figure 7.A1. The decision problem of a state regarding UI without federal intervention. Source: own compilation

Imagine now an intervention by the federal government: the federal government adds its
own UI policy to the state’s policy, fully funded by the federal government. If the addition
consists of a fixed, maximum number of extra months covered by UI benefits (paid by the
federation), the feasible set shifts vertically upwards, from the line SM to the dashed line
S’M’, as shown in Figure 7.A2.
In Figure 7.A2, we suppose that the federation offers an extra maximum of months equal
to the distance between S and S’ (i.e. the vertical distance between the feasible set SM
and the feasible set S’M’), independently of the state’s own system and the state’s own
effort. In other words, in principle, citizens in the state on display in Figure 7.A2 could
enjoy S’-S more months of unemployment protection, without any need to increase state
taxes. However, this will not be the final result. The state policy-makers will adapt their
policy to the new (augmented) feasible set, on the basis of their preferences: their new
optimal policy is P’. At P’, the duration of unemployment protection for the state’s citizens
will increase, but with less than S’-S (the vertical difference between P’ and P is less than
the vertical difference between S’ and S); the state will also use the federation’s initiative
for decreasing state taxes. Hence, the complementary insurance offered by the federation
will partly replace the state UI system: the state will organize a degree of retrenchment in
its own system.
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Figure 7.A2. How federal UI on top of state UI affects the state-level decision problem. Source: own compilation

In Figure 7.A3, we show that the exact reaction will depend on the preferences of the
policy-makers. We show two states in the figure, with different preferences: the dotted
indifference curves are ‘Democratic’: this state values social protection relatively highly;
the dashed-and-dotted indifference curves are ‘Republican’: this state values low taxation
relatively highly. We can see in Figure 7.A3 that the ‘Democratic’ and the ‘Republican’
state not only have different starting points when there is no federal intervention (the
Democratic state has higher taxes and more protection than the Republican state);
they also react differently. Compare the shift from D to D’ to the shift from R to R’. In
the Democratic state, the federal initiative is mainly used to let the citizens enjoy more
protection; taxes are diminished somewhat. In the Republican state, the improvement
in protection is modest, but taxes are decreased considerably. In other words, without
sufficiently stringent federal minimum requirements, we see quite different reaction
patterns and much more retrenchment of the state system in the ‘Republican’ state. The
federal initiative may lead to policy divergence, rather than convergence; however, given
the assumption of homothetic preferences, the protection of the unemployed would be
improved everywhere. (Some of the observations in this Chapter about the dynamics of
state reactions to the ‘modernization grants’ correspond well to this theoretical analysis:
‘Republican states’ react differently than ‘Democratic states’ and return to different initial
positions when the support stops.)
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Figure 7.A3. How federal UI on top of state UI affects the state-level decision problem in states with different
preferences. Source: own compilation

Now, we have to think a bit harder about the nature of the federal intervention. We have
explained Figures 7.A2 and 7.A3 in terms of a federal ‘complementary insurance’, providing
a fixed maximum extra-number of unemployment protection. Now, imagine a different
federal scheme: the federal government would transfer a fixed lump sum of money to the
states: this lump sum of money would in principle allow states to increase the maximum
duration of unemployment protection with S’-S months. This policy (a lump sum financial
support system) yields exactly the same graphical representation and decision problem. If
there are no strings attached (no ‘minimum requirements’ with regard to how the states
organize their UI), states will use this lump sum of money to improve unemployment
protection in their state somewhat (but less than S’-S), and to reduce the taxes they levy in
their state (in total, more money will be spent on unemployment protection in the states,
but less own state money).162 The exact new mix of protection and taxation will depend on
their preferences (as in Figure 7.A3). In other words, the two policy schemes yield exactly
the same result for the state’s citizens, in terms of improved protection and reduced taxes.
But in the ‘lump sum transfer’ scheme, there is no retrenchment of the system at the
state level; the state system is not partially replaced by a federal system. The state system
is expanded, but the funding will be partially replaced by federal money. In other words,
162 Also, it could be argued that a federal backstop for state UI trust funds has a similar incentive effect if state-level
politicians suffer from myopia. The availability of a federal backstop softens the budget constraints of states. Myopic
state policy-makers could improve employment protection while reducing their own tax efforts by relying on the availability of federal backstop to deal with the increased risk of insolvency.
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for the purpose of this Appendix, a federally sponsored ‘re-insurance’ model, whereby
financial support is given to state-level benefit systems when the latter are confronted
with a severe crisis, would be presented in exactly the same way as a complementary
scheme that is triggered by a severe crisis.
Note that in both schemes, the states – when left to decide on the basis of their own
preferences – ‘do’ less for macroeconomic stabilization. Note also that we may see policydivergence (between states) rather than convergence as a consequence of the federal
initiative: this is the divergence risk.
Consider now a different type of complementary insurance: a pure ‘top-up’ system,
whereby the federal government guarantees citizens in every state a minimum level of
unemployment protection, whatever the state provides. In the context of our presentation,
this ‘top-up’ would guarantee a minimum floor to the maximum duration of UI, whatever
the state foresees qua maximum duration. (Hence, if the federally guaranteed UI duration
is 50 months, and state A provides 25 months, the federal government adds 25 months
in state A; if state B provides 35 months, the federal government adds 15 months in state
B.). Such a ‘top-up’ obviously leads to very perverse incentives, as shown in Figure 7.A4.
Figure 7.A4. Source: own compilation
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In Figure 7.A4, the horizontal dashed line shows the federally guaranteed duration of
UI benefits: the federal government guarantees to close the gap between the UI system
organized by the states, and this federal guarantee (in terms of duration of the benefits).
Given normally shaped indifference curves of the policy-makers, the optimal policy (from
the state policy-makers’ point of view) may shift to P”. In that case, the optimal policy is
a corner solution: the state tax rate needed to fund UI is reduced to zero; the state will
reduce its own effort to zero, so that it does not have to collect taxes for UI, and the level
of protection may well be less good than it was before the federal initiative (as illustrated
in Figure 7.A4). Note however, that other outcomes are possible, depending on the shape
of the indifference curves: with a differently shaped indifference curve, it may well be the
case that the policy remains unchanged at P. The logic of the model illustrated in Figure
7.A4 corresponds to the logic of a ‘top-up’ system as discussed in Beblavy and Lenaerts
(2017, box 2, p. 22-23); because of its perverse incentive effects on member state policies,
Beblavy and Lenaerts conclude that a ‘top-up’ model would be the most problematic
variant of a European Unemployment Benefit System.
Consider now a much more intelligent federal scheme, whereby the federation adds one
month of unemployment protection for each month of protection funded by the state. This
could be organized as follows: for each dollar the state spends on UI benefits, the federal
government adds one dollar. In other words, the federal government pays 50 percent of
the UI budget of the state. In Figure 7.A5, this is presented as an expansion of the feasible
set: the feasible set shifts from the line SM to the dashed line S’M. Whatever the choice
made by the state (on the dashed line S’M), the federation will reimburse 50 percent of
the benefits.
This ’50 percent reimbursement’ model is ‘conditional’ on the own effort invested by
the state. Consider now an alternative way to organize such a conditional support: the
federation could also organize a complementary UI scheme at the federal level, which
operates on the basis of an administrative conditionality: the maximum duration of the
UI benefits organized and added by the federation is equal to the maximum duration of UI
benefits organized by the state. Let’s suppose, for the simplicity of the presentation, that
the maximum duration and the average duration are the same; then this scheme is
also represented by Figure 7.A5. In other words, Figure 7.A5 captures both a 50 percent
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reimbursement model and a conditional (or ‘matching’) complementary insurance model.

Figure 7.A5. Source: own compilation

Comparing Figure 7.A5 with Figure 7.A2 shows that the incentive effect of this kind of
scheme leads to a relatively stronger emphasis on increased protection in the states (given
their indifference curves), compared to the reduction of taxation. The optimal policy (given
the state’s preferences, which we depict as homothetic) shift from P to P’. This means:
-

the total maximum duration of UI shifts from L to L’ (increased protection for
the citizens);

-

the months of unemployment funded by the state decrease to oL, which corresponds to 50 percent of L’ (indicated by the arrow);

-

state taxation decreases from T to T’.

Hence, in this scheme the state’s own effort will decrease (oL, i.e. 50 percent of L’, is less
than L; the state’s taxation is reduced). However, the balance between the impact on the
duration of UI benefits and the decrease in state taxation is better – if we want good UI
protection – than in Figure 7.A2.
If this scheme is organized as a conditional complementary insurance, there will be some
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retrenchment of the state’s own benefit system, but the retrenchment will be less than
in the scheme illustrated by Figure 7.A2.163 If the scheme is organized as a 50 percent
reimbursement model, there will be no retrenchment of the state system, but the ‘own
effort’ of the state will also decrease. In both organizational options, there will be more
protection for the citizens and more macroeconomic stabilization, but the state’s effort to
obtain these will decrease a little bit. But it will decrease less than in Figures 7.A2 and A4.
Finally, note that the scheme illustrated in Figure 7.A5 would push both the ‘Democratic
state’ and the ‘Republican state’ more towards ‘improved protection’, as compared to
‘less taxation’. Yet, their reaction patterns will remain different. The divergence risk is not
excluded with the kind of homothetic preferences as depicted here (but it is not shown
here).
The analysis in Figures 7.A1-A5 readily applies to the US. Can we use it to understand a
different type of federal architecture, such as the Belgian one? In Belgium, the benefits
are fully funded (and organized) by the federal level, whilst the regions are (largely)
responsible for activation. The ‘feasible set’ in a scenario of full federal funding can be
represented in these figures by drawing a vertical line, crossing the horizontal axis at the
point M. However, since the duration of benefits is not a policy lever in the hands of the
Belgian regions, the analysis illustrated by Figures 7.A1-A5 does not apply.
The general lessons learned from this analysis can be summarized as follows:
-        If the federal policy objective is to increase state tax levels above the level that
obtains given state preferences, it can only achieve this via minimum requirements that
have a direct impact on the state tax effort (but, technically, such a direct impact might
be achieved by combined minimum requirements with regard to the benefit levels and
solvency of state funds).
-        If the federal policy objective is to increase state benefit generosity above the level
that obtains given state preferences, it can only achieve this by minimum requirements
163 This type of federal support generates another type of (perverse) incentive; elsewhere, we have labeled this as
an incentive for ‘institutional moral hazard’ (Vandenbroucke et al., 2016). If the federal level provides financial support
for states which is sensitive to the states’ risk of unemployment, the states’ sensitivity to the risk of unemployment
is thereby reduced. Institutional moral hazard, so conceived, can materialize in two ways. Let us call the program
that is supported by the federal level ‘program A’; if, the cost of program A borne by states becomes lower than the
cost of another state-financed unemployment-related programs (say ‘program B’), states have a financial incentive
to shift caseloads from program B to program A. Also, this type of federal support gives states incentives to be less
vigorous in reducing the risk of unemployment by reemploying the caseload of program A, compared to caseloads of
unemployment-related programs that are state-financed or receive federal support that is not influenced by the risk of
unemployment (e.g. lump sum support).
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that directly impact upon state benefit generosity.
-        If the federal policy objective is to increase benefit generosity – either funded by
the states or by the federation – above the level that obtains given state preferences,
it can achieve this by financial support or complementary benefit schemes at the
federation’s expense, and/or by minimum requirements that directly impact on state
benefit generosity. If the federal-state fiscal architecture limits the funding possibilities
for (some) states in a period of rapidly rising unemployment severely a combination might
achieve the best results.

261

References
ACUC. (1996). Collected findings and recommendations: 1994-1996. Washington, DC: Advisory Council on
Unemployment Compensation.
Andor, L., Dullien, S., Jara, H. X., Sutherland, H., & Gros, D. (2014). Designing a European unemployment
insurance scheme. Intereconomics, 49(4), 184-203.
Beblavy, M. and Lenaerts, K. (2017). Feasibility and Added Value of a European Unemployment Benefit Scheme,
(https://www.ceps.eu/publications/feasibility-and-added-value-european-unemployment-benefitsscheme).
Brandolini, A., Carta, F., and D’Amuri, F. (2016). A feasible unemployment-based shock absorber for the Euro
Area. Journal of Common Market Studies, 54(5), 1123–1141.
Carnot, N, Kizior, M. and Mourre, G. (2017). Fiscal stabilization in the Euro-Area: a simulation exercise, CEB
Working Paper, 17/025.
De Grauwe, P., & Ji, Y. (2017). Boom, Busts and the Governance of the Eurozone. In F. Vandenbroucke, C. Barnard,
& G. De Baere (Ed.), A European Social Union after the Crisis (pp. 160-191). Cambridge: Cambridge University
Press.
DOL. (2016). Fiscal year 2017: Congressional budget justification employment and training administration - state
unemployment insurance and employment service. Washington, DC: Department of Labor.
Dolls, M., Fuest, C., Neumann, D., & Peichl, A. (2018). An unemployment insurance scheme for the euro area? A
comparison of different alternatives using microdata. International Tax and Public Finance, 25(1), 273-309.
Draghi, M. (2018). Answer to a question by MEP Weizsäcker: EP Economic and Finance Committee 9 July 2018,
http://www.europarl.europa.eu/cmsdata/151460/Monetary%20dialogue%2009.07.2018_EN.pdf
Dullien, S. (2014). A European unemployment benefit scheme: How to provide for more stability in the euro zone.
Gütersloh: Bertelsmann Stiftung.
European Commission (2017a). Reflection Paper on the Deepening of the Economic and Monetary Union, 31 May
2017 (COM(2017) 291).
European Commission (2017b). New budgetary instruments for a stable Euro Area within the Union framework,
Communication from the Commission to the European Parliament, the European Council, the Council and
the European Central Bank of 6 December 2017, (COM(2017) 822 final).
Fischer, G. (2017). The US unemployment insurance, a federal-state partnership: Relevance for reflections at the
European level. IZA Policy Paper, 129, 1-42.
French government (2018). French German roadmap for the Euro Area. https://www.economie.gouv.fr/files/files/
PDF/2018/Finances-Euro_Area_Roadmap-EN.pdf
Immervoll, H. and Richardson, L. (2013). Redistribution Policy in Europe and the United States: Is the Great
Recession a ‘Game Changer’ for Working-age Families? OECD Social, Employment and Migration Working
Papers, 150.
Lenaerts, K., Paquier, F., & Simonetta, S. (2017). Unemployment insurance in America: A model for Europe? CEPS
Policy Insights, 23(June), 1-22.
Nahles, A. (2019, 24 January). Europa ist die Antwort - speech by SPD-Fraktionsvorsitzenden Andrea Nahles.
OECD (2018). Unemployment-benefit coverage: recent trends and their drivers, in OECD (Ed.), OECD Employment
Outlook 2018. Paris: OECD.
O’Leary, C. J. (2013). A changing federal-state balance in unemployment insurance? Employment Research, 20(1),
1-4.

262

O’Leary, C. J., & Barnow, B. S. (2016). Lessons from the American federal-state unemployment insurance for a
European unemployment benefit system. Upjohn Institute Working Paper, 16-264
Price, D. N. (1985). Unemployment Insurance, Then and Now 1935-85. Social Security Bulletin, 48(10), 22-32.
O’Leary, C. J., & Wandner, S. (2018). Unemployment insurance reform: Evidence-based policy recommendations.
In S. Wandner (Ed.), Unemployment insurance reform: Fixing A broken system (pp. 131-210). Kalamazoo,
Michigan: W.E. Upjohn Institute for Employment Research.
Ragot, X. (2019). Civiliser le Capitalisme. Crise du libéralisme européen et retour du politique, Fayard.
Schelkle, W. (2017). The political economy of monetary solidarity. Understanding the Euro experiment. Oxford: Oxford
University Press.
Simonetta, S. (2018). UI reform proposals in the fiscal year 2017 Obama budget request. In S. Wandner (Ed.),
Unemployment insurance reform: Fixing a broken system (pp. 23-64). Kalamazoo, Michigan: W.E. Upjohn
Institute for Employment Research.
SPD. (2019). Kommt Zusammen und macht Europa stark! Wahlprogramm für die Europawahl am 26 Mai 2019
Strauss, R. (2016). The history and debate in Europe on a European Unemployment Benefits Scheme, Paper presented
at the APPAM Conference on Inequalities: Addressing the Growing Challenge for Policymakers Worldwide,
London, 13-14 June 2016.
Van Rompuy, H., Barroso, J. M., Juncker, J., & Draghi, M. (2012). Towards a genuine economic and monetary union.
(December 2012). Brussels.
Vandenbroucke, F. (2017). Risk Reduction, Risk Sharing and Moral Hazard: A Vaccination Metaphor, Intereconomics,
52(3), 154-159.
Vandenbroucke, F., Burgoon, B., Kuhn, T., Nicoli, F., Sacchi, S., Van der Duin, D., & Hegewald, S. (2018). Risk sharing
when unemployment hits: How policy design influences citizen support for European Unemployment Risk
Sharing (EURS). (Policy Report). Amsterdam: AISSR, University of Amsterdam. Retrieved from https://pure.
uva.nl/ws/files/30755292/_327_eurs_policy_report_final_1.pdf
Vandenbroucke, F., Luigjes, C., Wood, D., & Lievens, K. (2016). Institutional moral hazard in the multi-tiered regulation
of unemployment and social assistance benefits and activation. (137). Brussels: Centre for European Policy
Studies.
Von der Leyen, U. (2019). My agenda for Europe: Political Guidelines for the Next European Commission 2019-2024.
https://ec.europa.eu/commission/interim_en.
Vroman, W. (2018). State UI financing response to the great recession. In S. Wandner (Ed.), Unemployment
insurance reform: Fixing a broken system (pp. 103-130). Kalamazoo, Michigan: W.E. Upjohn Institute for
Employment Research.
Vroman, W., & Woodbury, S. (2014). Financing unemployment insurance. National Tax Journal, 67(1), 253-268.
Wandner, S. (Ed.). (2018). Unemployment insurance reform: Fixing a broken system. Kalamazoo, Michigan: W.E.
Upjohn Institute for Employment Research.

263

8
Conclusion
Christiaan Luigjes

1. Introduction
Institutional moral hazard has played an important role in both countries analyzed here,
Belgium and the United States, but the way in which it has played out in the two different
settings is very different (see Section 2). In Belgium the dominant concern has been
ineffective regional-level activation efforts concerning the UI caseload. In the US, because
of concerns about ineffective activation the federal government relied on financial remedies
to make state policy-makers sensitive to the size of SA caseloads in 1996. But after 1996,
institutional moral hazard was not the most prominent policy concern for American federal
policy-makers in terms of the regulation of unemployment. Rather, as the US federal
government ended its re-insurance of SA and as the federal minimum requirements in
UI eroded, the federal government became concerned about the retrenchment of the UI
system as a whole. This type of concern is the opposite of a concern for institutional moral
hazard (see Section 3). Institutional moral hazard is the by-product of federal financing
of unemployment-related benefits while subnational governments can influence the risk
of unemployment, and in a sense the US experience demonstrated the risks of a federal
government that retreats from the regulation of unemployment.
This Chapter returns to the research questions laid-out at the start of this study and
addressed piecemeal in the subsequent chapters. The Chapter concludes the dissertation
by bringing together the insights gained in analyzing the Belgian and US experience,
insights that answer the project’s central questions. Those answers, the Chapter shall
also make clear, are not just relevant for federal welfare states and policy areas analyzed,
here, but also for other multi-tiered entities and other aspects of social provision (see
Section 4). In the EU, the concern for institutional moral hazard still heavily influences
debates on the potential for European-level reinsurance of member state UI programs or a
European Unemployment Benefit Scheme (EUBS). There are also reasons to assume that
institutional moral hazard can manifest itself in unitary countries though the specific way
in which this plays out might be different compared to how it unfolds in the two countries
with a federal-national structure analyzed in this study. Finally, there is potential for
applying the lessons of this thesis to other policy domains of welfare state protection,
such as major realm of health care. The Chapter develops these points in three major
steps: firstly focusing on the answers to the thesis’ major questions; secondly focusing on
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the key policy responses that have (and other that have not) helped polities mitigate and
navigate institutional moral hazard; and thirdly focusing on limits of those answers and
their extensions to other empirical and policy settings.

2. Answering the research
questions
This Section answers the research questions formulated in Chapter 1 based on the two
case studies.

2.1 Subquestion 1: how does federal financing of
unemployment-related benefits in federal welfare
states affect the financial incentives of subnational
governmental actors to address the risk of
unemployment?
The case studies demonstrate that federal financing of unemployment-related benefits
can take on many different shapes and that the financial incentives of subnational
governments regarding the risk of unemployment are contingent on 1) the specific financial
architecture of unemployment-related benefit schemes and 2) the interplay between
the financial architectures of different schemes. The possible financial architectures for
financing unemployment-related benefits are graphically represented in Figure 8.1 below.
Note that different benefit schemes within a single country can have different financial
architectures.

2.1.1 No federal financing of unemployment-related benefits
It is important to first consider the possibility that the federal government in fact does
not contribute to the financing of unemployment-related benefits (Block H in Figure 8.1).
This was the situation in the US before 1935 and it still is mostly the case today for US
UI benefits in non-recession periods. As Chapter 7 notes, even though a number of US
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states wanted to create their own UI program in the 1920s and 1930s, the lack of federal
intervention disincentivized them from doing so. The first generation of fiscal federalism
theory helps to explain why. First, redistributive policies in an open economic system
create positive externalities which subnational governments cannot fully internalize
(Oates, 2005, 351). Specifically, UI benefits might be claimed by individuals who work in
a particular subnational jurisdiction but do not live there. And even if beneficiaries would
all reside in the particular subnational jurisdiction, the benefits individuals receive could
also be spent elsewhere, thereby lessening the stabilization effects for the subnational
economy. Moreover, the economic stabilization effects of redistributive policies in one
subnational jurisdiction have spillover effects for other jurisdictions which do not directly
benefit the subnational jurisdiction that finances those policies.

Figure 8.1. Architectures for financing unemployment-related benefits.

Second, providing unemployment-related benefits requires taxation of some sort –
usually through social contributions or taxation of incomes – which raises the costs of
labor and will result in ‘interstate tax competition’. In a federal country where private
actors can freely move around, taxation at the subnational level provides a push-factor
for businesses and wealthy individuals away from that particular subnational jurisdiction.
At the same time it provides a pull-factor for low-income households from neighboring
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subnational jurisdictions that could benefit from these benefits. The current situation in
US UI somewhat illustrates how financial incentives of subnational policy-makers are
structured when subnational governments create their own UI program without federal
financing of the benefits. As Chapter 6 clearly demonstrates, US policy-makers were very
aware of the re-emergence of interstate tax competition since the 1990s, and that this
development heavily influenced the US UI system by creating a downward pressure on
state programs. But it also should be noted that, at least in the case of US UI, interstate
competition did not necessarily result in a universal ‘race to the bottom’ across the
country. In Washington State there were a number of factors that countered the effects
of interstate tax competition: the ideology of the dominant political party, the strong
political representation of labor interests and the fact that its largest employers favored
predictable over low tax rates. This resulted in a high taxable wage base and tax rates that
are indexed to keep up with inflation. At the same time, in South Carolina – and to a lesser
degree in Virginia – the absence of these factors did result in a lowering of UI tax rates.
Thus, while the mechanism of interstate tax competition creates downward pressures
on the provision of subnational benefit schemes that are difficult for policy-makers to
completely ignore, it will not affect every subnational government to the same degree.
This is an important finding in itself: political factors work against (or exacerbate) the fiscal
incentives of subnational governments. Thus, while fiscal incentives are important and
deserve to be studied, one should always account for other mechanisms and scope
conditions that affect subnational policy behavior. Debates about the possibility of a ‘race
to the bottom’ should always be embedded in a thorough understanding of the political
context. Nonetheless, the absence of federal financing of the regulation of unemployment
leads to a collective action problem that makes it difficult for subnational governments
to create their own unemployment-related schemes, and if those subnational schemes
do arise they are subjected to downward fiscal pressures. This incentive structure is the
opposite of institutional moral hazard: subnational governments are incentivized not to provide
(or retrench the overall generosity of existing) unemployment benefits. Whereas institutional
moral hazard denotes an incentive structure where subnational governments are effectively
incentivized to promote an overreliance on such benefits (see Section 3 for a more detailed
discussion about the two types of concern).
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2.1.2 Full federal insurance of unemployment-related benefits
For the reasons described above, most federal governments in OECD countries (partly)
finance unemployment-related benefits.164 This can be done in several ways (Blocks E-G in
Figure 8.1). The most prominent example is that the federal government insures the full cost
of an unemployment-related benefit scheme, i.e. that it finances every individual benefit
(Block F). This type of federal financing makes subnational governments insensitive to the
costs associated with the risk of unemployment which can have important ramifications
for their policy behavior. Specifically, when subnational governments are responsible for
designing and implementing ALMPs while the federal government insures all benefit costs,
the financial incentive of subnational governments for doing so to the best of their abilities is
diminished. If subnational governments are responsible for financing ALMPs, the incentive
to activate beneficiaries of federally insured schemes diminishes even further as this
requires a budgetary effort on the part of the subnational governments without a potential
‘return on investment’. In other words, this financial architecture creates the incentive
for a particular form of institutional moral hazard: ineffective activation. This type of
institutional moral hazard is best exemplified by the case of the Belgian unemployment
protection (Chapter 4) in which the regions were placed in charge of activating the UI
caseload that was financed at the federal level.
The interaction of different schemes within single countries can also result in perverse
incentives. When subnational governments (partially) finance one benefit scheme and the
federal government fully insures another benefit scheme, it creates strong incentives for
subnational governments to ‘dump’ their caseload on to the federally financed scheme.
Chapter 3 provides an example of this specific situation: Swiss cantons, who were
completely responsible for their own SA schemes, encouraged SA-applicants to apply for
the federally financed disability scheme instead. Chapters 5 and 6 provide other examples:
US state policy-makers had a clear incentive to move people away from AFDC (and later
TANF), which was partially state-financed, towards the federally financed disability
scheme SSI.165 The US case also illustrates a less straightforward form of dumping.
Chapter 5 discusses the intricate interactions between state-financed TANF and federally
164 With regard to UI the US is the exception rather than the rule. Generally speaking, it is more common across
OECD countries for subnational governments to have some financial responsibility for SA.
165 The link between SA and disability benefits is not happenstance; their caseloads overlap to some degree. But
the eligibility criteria for disability benefits are often much stricter and the application process more demanding, as
Chapter 5 discusses in regard to the US case.
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financed SNAP benefits. Simply put, if a state reduces TANF benefit levels, federal SNAP
expenditures in that state will likely go up but the reasons for this interaction are quite
technical and opaque. The more complicated the interaction between different benefit
schemes is, the more one must be careful in ascribing intentionality with regard to the
interaction effects. Both federal and state-level respondents cited in Chapter 6 were
unaware of the extent of the TANF-SNAP interaction. It is therefore not clear whether state
policy-makers reduced TANF generosity to keep tax rates low/reduce tax rates or whether
it was (also) done because federal dollars would partially substitute their retrenchment.
These examples of dumping illustrate an important point. Helping SA beneficiaries to
apply for disability benefits was not just advantageous for subnational governments but
also for the beneficiaries themselves, as disability benefits are usually higher than SA.
This adds a moral consideration on top of the fiscal incentive of subnational civil servants
but also facilitates dumping behavior because beneficiaries are more likely to cooperate.
‘Dumping’ has a negative connotation, but as the Belgian case shows, shifting caseloads
can sometimes actively be encouraged by the federal government. Belgian municipalities
are encouraged to provide work experience programs to SA beneficiaries that will make
those beneficiaries eligible for UI (see the Appendix of Chapter 4). The reasoning behind
this federal encouragement is that it helps SA beneficiaries build a connection to the labor
market. Interestingly, the Swiss federal government considered similar work experience
programs to be a perverse interaction between SA and UI and limited access to UI to
prevent this from happening (see Chapter 3). So the take-away is that federal insurance of a
benefit provides incentives for subnational governments to dump the caseloads of the benefit
schemes they finance themselves in the federal scheme, but also that there are additional
political factors that exacerbate or counteract these subnational financial incentives.

2.1.3 Federal co-insurance of unemployment-related benefits
The two Subsections above discuss financing forms on the extreme ends of the spectrum:
financing of UI entirely at the subnational level versus a complete federal financing. But
hybrid forms of federal/subnational financing are also possible. Co-insurance (Block E
in Figure 8.1) entails that the federal government only insures a predetermined share of
every individual benefit, while subnational governments remain financially responsible for
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the remaining part. Compared to solely federally insured system, this makes subnational
governments financially more sensitive to the risk of unemployment. However, the
extent to which co-insurance affects subnational incentives is contingent on the specific
division of costs, as the US experience demonstrates for the case of AFDC. The US federal
government financed anywhere between 50 to 85 percent of every individual AFDC benefit,
depending on the state. The increase in AFDC caseloads in the early 1990s was partially
blamed on the lack of effective state-level activation efforts due to the substantial level
of federal co-insurance (see Chapter 6). Moreover, states continued to be exposed to
financial incentives that would encourage them to dump AFDC caseloads in SSI as the
latter scheme was 100 percent federally financed. So even though states financed a part of
every individual benefit, there were still concerns about ineffective activation. The greater
the subnational share in financing benefits, the more they are sensitive to the costs associated
with the risk of unemployment.

2.1.4 Federal top-ups for unemployment-related benefits
Block G in Figure 8.1 represents a particular kind of co-insurance: a federal top-up on
subnationally financed unemployment-related benefits. Instead of sharing the costs
of every individual benefit, subnational governments finance unemployment-related
benefits themselves and then the federal government adds a federal benefit on top of
that. The federal share is distinctive from the subnational benefit. In the US, the extended
UI and the emergency UI schemes are examples of such a system. Another case in point
is the US Federal Additional Compensation (FAC). During normal times, states design
and finance their own UI scheme (within a federal legislative framework); and it is only
in times of recession that the federal government steps in to provide additional benefits.
These three examples illustrate two kinds of variation in how top-ups can be designed: 1)
when the federal top-up is available and 2) the manner in which the top-up supplements
subnational benefits. Extended benefits become available in a predictable and automatic
fashion whereas emergency and FAC benefits become available on an ad hoc basis.
Extended benefits are triggered automatically (i.e. without intervention of policy-makers)
when specific indicators (in this case increases in unemployment rates) reach a certain
threshold in a given state. The emergency benefits and FAC need to be proposed and
then approved by Congress. Extended and emergency benefits topped-up the duration of
272

regular UI and the FAC topped-up the level of regular UI. Both extended and emergency
UI provide additional unemployment benefits to regular UI beneficiaries after their statefinanced benefits have been exhausted. The FAC provided additional weekly benefits on
top of existing state UI benefits.
The specific design of top-ups is important for the way in which it affects subnational
financial incentives but Chapter 6 discusses a perverse incentive that affects top-ups in
general.166 Namely, that federal top-ups incentivize subnational governments to reduce
the generosity of their own schemes. When the US federal government created FAC,
it prohibited states from reducing the level of their own UI benefits. US federal policymakers were concerned that the states would cut their benefit levels and in effect
pocket the FAC themselves.167 One can imagine a situation in which the top-up does not
completely replace the state-level effort, because, for instance, it is conditional upon
fulfilling minimum requirements; in such a case top-ups will end up making subnational
governments more sensitive to the risk of unemployment than if the insurance would be
entirely financed by the federal state. Furthermore, if top-ups are only partially insured
by the federal government (as is the case with the US extended benefits except during the
Great Recession) then subnational governments remain even more sensitive to the risk of
unemployment compared to full federal insurance. If the top-ups are only triggered under
certain conditions, or if they offer only marginal supplement, subnational governments
will also be more sensitive to the risk of unemployment compared to a situation in which
the federal government co-insures a large share of every benefit. In short, while top-ups
create an incentive effect for subnational governments to reduce their own efforts, it is very
difficult to generalize the precise subnational incentive effects of top-ups due to the variation
in possible design features.

2.1.5 Federal block grants for unemployment-related benefit schemes
The insurance of individual benefits implies an interpersonal solidarity: through taxes and
166 Chapter 7 (Figure 7.A4) formally shows that if the federal government promises to top-up state-level efforts to a
certain federally guaranteed minimum, states are incentivized to reduce their own efforts to zero.
167 Although federal legislation prohibited states from reducing benefit levels, it did not prohibit states from reducing
the generosity of their UI programs in other ways. During and after the Great Recession, a number of states reduced
the maximum duration of regular state-financed UI benefits. This entailed that UI beneficiaries would exhaust their
state-financed benefits earlier and transition to federally financed extended and emergency benefits faster. Importantly, Chapter 6 cites evidence that states did not necessarily do so purely because of the existence of extended and
emergency benefit programs. Rather, state policy-makers were mostly concerned with the funding level of their own
UI program. In other words, the state-level UI retrenchment was at least partly about tax pressure.
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social contributions, individuals contribute to the financing of a particular benefit scheme
which redistributes those funds to individual beneficiaries based on their characteristics
(Block C in Figure 8.1). If this redistribution occurs across subnational jurisdictions,
in the form of a purely federal insurance, by a system of top-ups or by a form of coinsurance, interpersonal solidarity is situated at the federal level. Federal financing of
unemployment-related benefits can also be underpinned by a different form of solidarity:
interregional solidarity (Block B). This area refers to a redistribution of federal revenues to
subnational governments according to criteria that take into account the characteristics
of those subnational jurisdictions. Block grants are the most prominent example of this
kind of redistribution (as represented by Block D). A block grant is a fiscal transfer from
the federal government to a subnational government, the size of which is determined by
a priori defined formula. It is conceptually distinct from (co-)insurance in the sense that
the size of block grant is not based on the characteristics of individuals who become
unemployed, rather it is disbursed based on pre-established needs of the subnational
jurisdictions irrespective of the actual materialization of the risk of unemployment.
The US experience with TANF provide an instructive example of the way in which block
grants affect the financial incentives of subnational governments. The US federal
government transformed co-insured AFDC into block grant-funded TANF in order to
make states financially sensitive to the costs of increases in the number of beneficiaries
of unemployment support. It decoupled the level of federal expenditures from the size of
the caseloads. As Chapter 6 demonstrates, over time states realized that they could spend
their TANF funds on other policies than cash benefits or ALMPs. Many states drastically
retrenched their TANF cash benefits and related ALMP efforts. This freed up funds that
could be used to fill other budget holes. An often-cited quote refers to TANF as “welfare
for states, and not for the families” (Edin, 2015). The argument made in Chapter 6 was that
because TANF funds could be spent on other matters than SA, block grants exposed states
to interstate tax competition (see Subsection 2.1.1): by using TANF funds to finance other
parts of their budget, states were able to lower their overall tax pressure. It is important
to reiterate here that although there has been a very strong decline of TANF cash benefits
across the board, this interstate competition did not affect every state to the same degree.
Moreover, Chapter 6 argued that this interstate tax competition is not the only reason
for the decline of TANF. Factors such as political ideologically informed sentiments with
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regard to ‘welfare’ and the administrative capacity of states also affected this process.
Moreover, it should be noted that the AFDC/TANF reform was in part fueled by racist
sentiments that portrayed especially single black mothers168 as gaming the system and
living rich off of AFDC benefits (Neubeck & Cazenave, 2001, especially chapter 5; see
also Quadagno, 1994). Soss et al. find that with regard to TANF, states with caseloads
that include more people of color are more likely to retrench benefit programs (2001).
Parolin estimated that racial inequities in states’ administration of TANF contributed
to the impoverishment of approximately 256.000 black children per year in 2012-2014
(Forthcoming).
Block grants incentivize subnational governments to reduce their own efforts. US federal
policy-makers were aware that switching from co-insurance to block grants would
incentivize states to withdraw their own funding from the TANF scheme and instead solely
rely on the block grants. This is why federal legislation introduced the requirement for
states to continue foot part of the TANF bill by putting up state-level funds, the so called
Maintenance-of-Effort spending. In fact, federal policy-makers were also aware of the
incentive for states to spend their TANF block grants on other things than SA. But the
minimum requirements federal legislation had created to force states to spend their block
grants on cash benefits or ALMPs proved to be easily circumvented. The important takeaway here is that without adequately designed minimum requirements block grants do not
solve the collective action problem regarding the creation of unemployment-related benefits
or the interstate tax competition. When subnational governments are forced to spend block
grants on benefits, they are incentivized to reduce the caseload. But the effect of this
kind of incentive depends upon the degree that subnational governments are 1) forced to
spend their own resources on benefits and/or 2) allowed to keep any potentially remaining
portion of the block grant at their own discretion. A block grant system combined with
these two conditions mitigate the incentive for ineffective activation vis-à-vis a situation
in which the federal government directly insures benefits. This was in fact one of the
intended goals of the 1996 US welfare reform. At the same time, such a conditional block
grant system can also entail incentives for subnational governments for dumping their
caseloads if there is also a related benefit scheme that is federally insured. Again, this is
illustrated by the TANF-SSI and TANF-SNAP interactions discussed in Chapters 5 and 6.
168 The infamous “welfare queen” trope is a prominent example.
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2.2 Subquestion 2: why is institutional moral hazard
in the regulation of unemployment perceived as
problematic; specifically, which factors contribute or
act against such perceptions?
This Subsection will discuss why perceptions of the risk of unemployment matter and how
those perceptions are influenced by the generosity of benefit schemes, the generosity of
federal financing and structural differences in subnational unemployment rates.

2.2.1 Why perception matters
First, for ineffective activation to be perceived as an issue, policy-makers must think
that individual-level behavior has a substantial influence on the risk of unemployment.
Chapters 1 and 3 discuss the proliferation of a new activation paradigm in OECD
countries. This new activation paradigm is predicated on the understanding that individual
behavior, and by extension the effectiveness of ALMPs, significantly affects the risk of
unemployment. As Chapter 4 explains, this entails the perception of unemployment as a risk
that is ‘endogenous’ rather than ‘external’ to individual and institutional behavior. In Belgium,
the launch of the active welfare state signaled such a shift in perception. UI beneficiaries
no longer only had the right to income replacement but also to coaching. Moreover, they
had the duty to comply with instructions of their coaching officer, and were expected to
demonstrate that they actively undertook steps to find a job. The goal of these policy
measures was to transform UI from a passive income replacement scheme into what was
considered an opportunity for the unemployed to find reemployment. Despite the activation
paradigm shift and the transformation of welfare states that it brought about, the idea
that unemployment is primarily a risk heavily influenced by individual and institutional
behavior is not universally accepted: the emphasis on individual and subnational behavior
is not shared by all policy-makers, as some continue to consider macroeconomic factors
as the main cause of unemployment. During the early 2000s, many Walloon and Brussels
actors disagreed with the very notion of ‘active welfare state’ as it was propagated by
the federal government. They continued to favor demand-side policies over supply-side
policies. And even though most Brussels and Walloon actors have come to acknowledge
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some positive aspects of ALMPs over time, within the tool kit of these kind of policies they
favored ‘coaching’ over ‘monitoring’. Moreover, they also continued to stress the structural
causes for unemployment in their respective regions. When asked about the relevance of
activation policies, many Brussels and Walloon policy-makers and experts referred to
the dramatic de-industrialization in Wallonia and the pressures of mass immigration in
Brussels as the prime causal factors of the sluggish employment performance of their
regions – not a lack of job search efforts of their unemployed population. This sentiment
can be summarized as: if there are no jobs available, activation has little purpose and can
be expected to have no significant effect in reducing the incidence of unemployment.169
Second, to be concerned about institutional moral hazard entails perceiving (subnational)
governments not as benevolent custodians of the common good, but as entities that are
at least partly focused on relaxing their own budget constraints. This does not mean
that the perceived exclusive goal of policy-makers is to maximize their own budgets,
but rather that relaxing budget constraints is what enables them to pursue other goals.
The important point here is that for institutional moral hazard to be a policy problem, policymakers have to recognize that subnational financial interests are distinct from that of other
governments and that this can play a role in their behavior. The importance of this perception
of conflicting intergovernmental interests is illustrated by how policy-makers interpret
shifts in caseloads from one benefit to another. De Deken and Clasen have documented
that different unemployment-related benefits and other working-age benefits often act
as “communicating vessels” (De Deken & Clasen, 2011). In multi-tiered welfare states,
this ‘communicating’ takes on the form of cost-shifting between different levels of
government (Øverbye, Strohmeier Navarro Smith, Karjalainen, & Stremlow, 2010). For
shifts in caseloads to be perceived as dumping, subnational policy-makers must expect
to be able to reap some financial gain from the operation, but they must also be seen as
pursuing shifts in caseloads for that very reason. The difference between the Belgian
practice of making SA beneficiaries via work programs to become eligible for UI (see
the Appendix of Chapter 4) on the one hand, and the shifting of Swiss SA caseloads to
169 It is also possible to see an example of the same sentiment in the US case study. While US federal policy-makers
legislated activation requirements for beneficiaries of federally financed extended benefits during the Great Recession,
federal policy-makers readily acknowledged that the effect of ALMPs during that time period was limited. Rather,
federal policy-makers were more concerned with encouraging states to be more generous with their benefits by broadening eligibility for UI (which also resulted in more recipients of extended benefits) than ensuring that states would
focus on strict activation. The difference with the Belgium case, however, is that in the US this sentiment was (also)
expressed by federal actors.
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disability insurance and UI (Chapter 3) and the US shifting of caseloads from TANF to
SSI on the other hand (Chapters 5 and 6), is instructive. In Switzerland and in the US,
these caseload shifts were seen by the federal government as subnational attempts at
redirecting the costs associated with the risk of unemployment away from subnational
budgets. In other words, in Switzerland and the US these practices were seen as a ploy
aimed at reducing subnational expenditures.170 In Belgium, by contrast, the policies that
made SA beneficiaries eligible for UI were seen as a measure that could relocate SA
recipients to the UI scheme, where in turn they would be integrated back in the labor
market. This policy has to be situated in the Belgian context, where the SA scheme is
solely intended for individuals with no connection at all to the labor market, whereas
beneficiaries of UI are in principle expected to re-enter the labor market. This is not to
say that Belgian policy-makers did not realize that shifting caseloads financially benefits
subnational governments, but rather that subnational governments were perceived to
engage in these practices primarily for benevolent reasons.
Perceptions matter also when it concerns ineffective activation. If one accepts that
unemployment is a risk influenced by individual behavior and that activation policies
mitigate individual-level moral hazard, subnational activation efforts can be expected to
affect the risk of unemployment. Again, the Belgian case study serves to illustrate this point.
During the early 2000s, most Flemish policy-makers considered coaching efforts to be
insufficient in Wallonia and Brussels. Policy-makers in those two regions were suspected
of deliberately refraining from engaging in effective activation strategies because they
were suspected to benefit both financially and electorally from such a strategy. The view
that activation efforts were insufficient also became dominant at the federal level, despite
obvious differences between left and right and between Dutch- and French-speaking
parties represented in the federal government (in the federal government there is parity of
Dutch- and French-speaking ministers). Before we turn to the importance of structurally
different subnational unemployment performance (Subsection 2.2.3) it is important to
consider the generosity of individual benefits and federal financing.

2.2.2 The generosity of individual benefits and federal financing
170 Despite the fact that for instance SSI has strict eligibility criteria set by the federal government, which entails that
people who receive SSI are justified in doing so according to federal rules.
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The generosity of benefits and federal financing are crucial for institutional moral hazard
to occur and for it to be perceived as a problem. If the level of an unemployment-related
benefit scheme is very low, workers might hold on to their jobs for longer; and if they
become unemployed their financial incentive to find new employment as soon as possible
is high. In other words, if a benefit scheme itself is not generous, there is low potential
for individual-level moral hazard. As such, the need for ALMPs is thereby lower than for
benefit schemes that are very generous. For moral hazard to occur at the institutional
level, there must also be at least some federal insurance of the benefit costs – the
higher the federal insurance the less sensitive subnational governments are to the risk
of unemployment. This is schematically presented in Table 8.1. But, as this Subsection
argues, while the potential for institutional moral hazard affects the salience of it as a
policy-issue, there need not be a one-to-one effect.

Table 8.1 Generosity of benefit schemes and federal insurance and the potential of institutional moral hazard.

Ungenerous benefits

Ungenerous federal insurance

Generous federal insurance

Low potential for institutional

Some potential for institutional

moral hazard.

moral hazard but limited due to low
individual-level moral hazard

Generous benefits

Some potential for institutional

High potential for institutional moral

moral hazard but limited due to

hazard.

high subnational sensitivity to the
risk of unemployment

The situation in the lower right cell is reflected in Belgian UI: a fully federally insured
benefit scheme that starts out with a 65 percent replacement rate. The scheme is
particularly generous for those who used to have a job with below median wages, but
what is more important from a comparative assessment of the relative generosity of the
scheme is the benefit duration that is potentially unlimited (even if the replacement rate
is gradually reduced to reach a flat-rate benefit after 48 months of unemployment). The
potentially indefinite duration sets Belgian UI apart from UI schemes in other countries.
This generosity is an important part of the explanation why concerns for ineffective
activation have not only been so prevalent within the confines of Belgian policy-circles, but
also more broadly in public debates. Many Belgian respondents referred to the unlimited
279

duration as part of the problem of ineffective activation. That aspect of the scheme without
doubt contributed to the perception that the unemployed can postpone indefinitely their
job search, at least as long as the regional governments – which are responsible for
ALMPs but not for financing UI – would allow them to do so. The generosity of the benefit
combined with the generosity of the federal financing explains part of the centrality of
ineffective activation in the Belgian developments.
In contrast, regular US UI reflects the situation in the upper left cell: a state-financed
benefit scheme of up to 50 percent replacement rate for a maximum of 12 to 26 weeks,
depending on the state. This explains why the US federal government has not legislated
any significant minimum requirement for activation policies regarding UI. However, when
the Great Recession hit and the federal government started to finance significant top-ups
to state UI benefits, the context shifted away from the upper left cell towards the upper
right cell. The US federal government was aware of incentives for ineffective activation
of beneficiaries of federally funded extended benefits. It therefore legislated minimum
requirements for state-level activation efforts for the duration of extended benefit
programs. Initially there was bipartisan consensus regarding the need for fully financing
extended UI benefits and adding federally financed emergency benefits on top of that
due to the severity of the crisis and the need for macroeconomic stabilization. In theory,
the extended benefit programs extended the maximum duration from 26 weeks to 99
weeks. As the crisis subsided, the bipartisan consensus dissipated due to concerns about
individual-level moral hazard as described in Chapter 6. Both federal and state policymakers grew concerned that the long duration of UI would encourage benefit dependency
when the economy picked back up. So while the generosity of both the benefits and the
federal financing resulted in some concern for institutional moral hazard, these concerns
were somewhat mitigated due to lack of available jobs and the temporary nature of
extended benefits.
US AFDC reflects the situation in the upper right cell perhaps even better than the
extended UI benefits.171 The AFDC experience illustrates however, that the generosity
of benefits itself is also a matter of perception. AFDC was a flat-rate means-tested
benefit of indefinite duration, financed for 50 to 85 percent by the federal government.
171 Because the extended benefits were only active during a time of crisis.
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As Chapter 6 describes, there were many federal concerns that AFDC beneficiaries were
not sufficiently being activated. This is despite the fact that the benefit levels were low172,
although those levels varied widely according to the state in question. But especially the
fact that the benefit was of indefinite duration led to strong concerns – similar to the
case of Belgian UI. In the years prior to the 1996 welfare reform many influential studies
were published that pointed towards the problem of ‘welfare dependency’. This ultimately
resulted in bipartisan concerns about moral hazard so that “when the moment of truth
arrived in 1995, AFDC had few defenders” (Haskins, 2006, 15, see 12-15 for a review of the
most important studies). The AFDC experience shows that concerns about individual and
institutional moral hazard need not necessarily coincide with the fiscal sustainability of a
program.173 Rather it was the fact that many associated the potentially indefinite duration
of the benefits with benefit dependency that resulted in strong concerns for institutional
moral hazard.

2.2.3 Structural differences in subnational unemployment rates
Differences in subnational unemployment rates can add to the perception that ineffective
activation is the causal explanation for employment performance. This is especially the
case if these differences are long-lasting as one can observe in Belgium, where the
unemployment rates in Brussels and Wallonia had been consistently higher than that
of Flanders. Again, this is premised on perceiving unemployment as an endogenous
risk influenced by individual and institutional behavior (Subsection 2.2.1). Although
Brussels and Walloon policy-makers cited external factors, in particular the widespread
deindustrialization of Wallonia and the mass immigration to the Brussels region as the
root causes of their employment problem, the persistent differences in unemployment
rates reinforced the perception of Flemish actors that Brussels and Wallonia were
deliberately not doing enough to get their unemployed back to work. Concerns about
Brussels and Walloon activation efforts must be understood in the context of preexisting
Flemish concerns about interregional transfers through the federal social security
system. Of course, one should not oversimplify the differences between perceptions of
172 In two-thirds of the states the maximum AFDC benefit in 1994 ranged from 25 to 58 percent of the poverty line
(Citro & Michael, 1995, 336).
173 The Congressional Budget Office policy memorandum regarding the Personal Responsibility and Work Opportunity Reconciliation Act (PRWORA), the legislation that reformed AFDC among other things, showed that ‘family support
payments’ (which included, but was not limited to, AFDC benefits) was a smaller federal expense than Food Stamps,
SSI, Medicaid and old-age and disability insurance (OASDI) respectively (CBO, 1996, 2, Table 1).
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policy-makers: many Flemish and federal respondents – especially those from the left –
acknowledged the difficulties that Walloon and Brussels policy-makers had to confront
in their attempts to come to grips with the high and persistent levels of unemployment
in their regional economies. And likewise, many of the Brussels and Walloon policymakers acceded that the activation efforts in the 1990s and early 2000s – and to some
degree still today – could be improved upon. But overall they tend to differ in the degree
to which they emphasize exogenous causes of unemployment over endogenous causes.
Importantly, the regional differences in diagnosis of the causes of unemployment coincide
with differences in socioeconomic realities. From one perspective, differences in the size
of caseloads is a sign of solidarity in action, from the other perspective such differences
are an existential threat to solidarity.
The important take-away in this regard is that when one emphasizes the impact
of institutional moral hazard on the regulation of unemployment, structurally high
unemployment rates in one or more subnational jurisdictions can threaten to undermine
federal interpersonal solidarity; while if one emphasizes the impact of structural
causes on the risk of unemployment, there is all the more reason for maintaining
federal interpersonal solidarity. In brief, such differences in employment performance can
increase the salience of institutional moral hazard and thereby be the source of additional
intergovernmental tensions, not just between the subnational and federal level but also among
subnational jurisdictions. The concept of institutional moral hazard models both the
vertical (federal-subnational) and horizontal (subnational-subnational) intergovernmental
tensions. This is a conceptual advantage over traditional principal-agent frameworks that
cannot account for interregional tensions.174

2.3 Subquestion 3: why have federal governments (not)
attempted to reform the regulation of unemployment
in order to mitigate institutional moral hazard?
Of all the reforms studied in this thesis, the 2004 reform of Belgian UI was the one most
clearly motivated by the desire to remedy institutional moral hazard. There were some
attempts to stimulate the regions to engage in effective activation efforts before 2004
174 See Chapter 1 for the differences between the institutional moral hazard perspective and principal-agent models.
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but the 2004 cooperation agreement was the capstone of that particular policy goal.
However even in that particular instance, mitigating institutional moral hazard was not
the only motivation of policy-makers. The 2004 cooperation agreement also entailed
a restructuring of the (then federal) main sanctioning system – the notorious Article 80
of the unemployment code – that was seen as both unpredictable and harsh. The federal
sanctioning system was replaced by a transparent system that gradually increased
sanctions step-by-step instead of suspending eligibility to UI benefits all at once. That new
sanctioning system was intended to improve activation efforts but it was also implemented
to make the system more humane. The lesson here is that institutional moral hazard in itself,
even when it is the main trigger for a reform, is potentially not the only motivation for reform.
The Belgian reform of 2004 provides another important lesson. Flemish actors on both
the federal and the regional level expressed concerns for ineffective activation efforts in
Wallonia and Brussels. This is relevant because it demonstrates that concerns for institutional
moral hazard do not need to come only from the federal level but can also be instigated by
subnational actors. The structural differences in Belgian regional unemployment rates
led to ‘implicit transfers’ through UI, whether the product of institutional moral hazard
or not, and as such threatened to undermine the federal interpersonal solidarity that
underpinned UI.
The subsequent sixth constitutional reform was less focused on reducing institutional
moral hazard. This reform affected many other policy domains besides the regulation
of unemployment. One of the central goals of this reform as a whole was to expand
the financial and political responsibilities of subnational governments. Specifically for
the regulation of unemployment, this reform also granted the regions more leeway in
designing labor market policies and aimed to create ‘homogenous policy-competences’
at the regional level with regard to activation policies. However, policy-makers remained
somewhat concerned about the potential of institutional moral hazard, specifically
ineffective activation. The reform of the Finance Law, which was a central part of the sixth
constitutional reform, included an element175 designed to ‘responsibilize’ the regions in
terms of the outcomes of their policies (although Chapter 4 raises doubts over whether the
changes to the Finance Law actually achieved that goal). But what the sixth constitutional
175 See the Appendix of Chapter 4 for a discussion about ‘responsibilization’ in the sixth constitutional reform.
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reform shows is that when reforms are primarily instigated for other reasons than concerns
over institutional moral hazard, institutional moral hazard can still play an important role in
those reforms. The US case demonstrates this point as well. In the US, the reform that
was most heavily influenced by concerns about institutional moral hazard was the 1996
reform. The lack of effective state-level activation efforts were seen to contribute to the
rise in federally co-insured AFDC caseloads. At the same time, institutional moral hazard
was not the only, or even the original, motivation behind the 1996 reform. Rather, both
states and (predominantly conservative) federal politicians were already trying to grant
states more autonomy. In fact, the federal government had already begun to give states
‘waivers’ that granted them the ability to deviate from the federal AFDC legislation – and
prior to 1996 most states had received such a waiver. Expanding state autonomy and
reducing ‘welfare dependency’ were seen as intertwined goals.
Almost immediately after 1996, US federal actors realized that the TANF system created
some perverse incentives for states. On the one hand, the dual goals of granting state
autonomy and reducing benefit dependency were achieved – if one measures benefit
dependency by the magnitude of caseloads. On the other hand, states were able to
disregard federal activation requirements for their TANF caseloads for reasons described
in Chapter 6. Because states started to use their TANF funds for other purposes, the Bush
administration tried to reign in the autonomy of states. What followed was a long struggle
over the strictness of the reform which resulted in a watered-down reform that did little
to curb the perverse incentives. Later proposed reforms, both from the administration
in 2008 and from Congress in 2015 (see Chapter 7), were never successful. The main
cause for the failure of stricter minimum requirements was that the federal government
had made a deal with the states in 1996: more autonomy for capped federal funding.
The proposed reforms would limit state autonomy and thereby renege on that deal. In
short, when reforms to mitigate institutional moral hazard clashed with the policy goal of
granting states more autonomy, the federal government backed down.
The motivation of reducing institutional moral hazard played a smaller part in (proposed)
reforms of the US UI system. Rather, over the years, the most pressing concern for federal
policy-makers consisted of inducing states to maintain robust UI programs. In 1990 and
1991 there were strong concerns about state UI programs that were not performing well.
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Specifically, federal minimum requirements for state programs were either too lax or
not updated. This resulted in downward competitive pressures on state-level UI taxes.
A Congressional act created the Advisory Council on Unemployment Compensation
(ACUC). The ACUC commissioned many studies and wrote reports from 1991 onwards
that in 1994 and 1996 resulted in a series of recommendations. However, none of these
recommendations were in the end taken up by Congress. The recommendations would
have entailed Congress forcing states to raise taxes, something that was not very popular.
Besides, by the time the final report came out in 1996, the economy was on the rise again
and unemployment figures were rapidly declining independent of the policies of the state.
This remained the status quo until 2007 when the Great Recession hit. During that crisis,
the federal government pumped unprecedented amounts of dollars into the UI system.
In return for the federal dollars, federal legislation required states to make changes to
their UI programs.176 The types of reforms that the federal government encouraged were
first and foremost aimed at improving the macroeconomic stabilization capacity of the UI
system during the crisis. A related federal motivation was to encourage states to improve
their UI funding, so their UI program would serve as a more robust stabilizer in the
future. As has been mentioned above, these are concerns that are diametrically opposed
to concerns about institutional moral hazard. Nonetheless, some of the federal reforms
during the Great Recession were aimed at ensuring effective activation for of people
who received federally financed UI benefits. After the crisis, the federal dollars stopped
flowing and the requirements lapsed. In the end, the UI system was arguably worse off
post-crisis in terms of the generosity of state-level benefits.177 While the requirements
introduced during the crisis did bring about some changes, some states retrenched their
UI programs as well. So while concerns for institutional moral hazard played some part
in the UI reforms during this time period, they were subordinate to the other federal
concerns about the under-provision of state-level benefits (see Section 3).
To sum up, some reforms were primarily driven by concerns for institutional moral hazard
such as the 2004 reform of Belgian UI. But not all reforms studied in this thesis were
completely dominated by the desire to change the subnational financial incentives. Some
176 It is important to note that none of these changes were obligatory by themselves, but the federal funding was
conditioned on compliance with the requirements. In other words, states could opt in for different funding streams
and many did. This is not a trivial point, not all states engaged with all sources of federal funding and many states left
considerable amounts of federal dollars on the table because they were either unable or unwilling to comply with the
requirements.
177 If not for the federal intervention however, the situation would undoubtedly have been much worse.
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were aimed at reducing institutional moral hazard and increasing subnational autonomy.
Moreover, not all the perverse subnational financial incentives which federal governments
may want to address revolved around institutional moral hazard. Sometimes, federal
actors in the US were concerned about very different perverse incentives: incentives that
stimulated states to negatively affect the generosity of an unemployment-related benefit
scheme. Finally, there were also some attempts at mitigating institutional moral hazard
that simply failed to materialize or that proved to be unsuccessful. Perceptions about what
affects the risk of unemployment and the level of subnational autonomy can exacerbate
and counteract reforms that aim to mitigate institutional moral hazard. Chapter 4 posits
such trade-offs as a trilemma of three policy goals: maintaining federal solidarity, regional
autonomy and mitigating institutional moral hazard. The following subsection will discuss
the remedies to institutional moral hazard in more detail, and provide some practical
examples of such trade-offs.

2.4 Subquestion 4: how have federal governments
attempted to reform the regulation of unemployment
in order to mitigate institutional moral hazard?
Chapters 1 and 3 formulated two different remedies to institutional moral hazard:
minimum requirements and financial remedies. The case studies illustrate the use of
these different remedies in practice, under which circumstances they were used, that
there are different variations within the two types and what the consequences were once
they were implemented. Moreover, this thesis shows that often both remedies were
combined in order to reinforce each other.

2.4.1 Minimum requirements
Perhaps the most intuitive method of steering subnational behavior is through legislation:
in effect, telling subnational governments how to behave. The cases demonstrated,
however, that in practice this is more easily said than done. There is a variety of minimum
requirements, ranging from demanding to relaxed; and they all have their limitations.
First, minimum requirements are not always effective, sometimes they are partially
ignored and other times they are subject to erosion. When minimum requirements are
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implemented in more subtle ways – for example creating a performance management
system for subnational behavior – such subtler methods can leave room for subnational
governments to circumvent the minimum requirements. Second, by their very nature
minimum requirements limit the autonomy of subnational governments and federal
governments are therefore constrained in the use of minimum requirements by the
constitutional context.
The most clear-cut example of the use of minimum requirements studied in this
dissertation is the 2004 cooperation agreement between the Belgian federal and regional
governments. It forced the regions to intensify their activation efforts and to conduct them
according to a predetermined timetable that varied depending upon the characteristics
of predetermined target groups. The federal government would conduct a standardized
parallel monitoring effort of the unemployed and the regions were obliged to transfer
specific data about the beneficiaries. This reform is an example of minimum requirements
that limited subnational autonomy and subsequently regional policy-makers complained
about the bureaucratic constraints. In contrast, the US TANF legislation established a
performance management system that left much more room for subnational autonomy.
This performance management system was very opaque and left a lot of room for the
states to design and implement activation efforts.
The US UI system also used a number of minimum requirements, even if only some
of these were actually aimed at forcing states to activate their UI caseload. Other
requirements were meant to ensure that states would maintain adequate funding levels
for their UI programs. The Federal Unemployment Tax Act (FUTA) determines that states
must finance regular UI benefits from a state trust fund for which the resources must be
collected through a payroll tax. Federal law tries to ensure that these state trust funds
are well endowed. During the Great Recession, the federal government enforced a range
of minimum requirements in return for the federal dollars that were pumped into the UI
system. Some requirements concerned the activation: beneficiaries of federally financed
benefits were subjected to federally determined activation requirements. Others stated
that states were not allowed to reduce their benefit levels. Furthermore, the federal
government also provided ‘modernization grants’ that states could receive if, for instance,
they created a system of part-time UI benefits. These grants can be seen as a set of
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minimum requirements that states could opt into in return for federal dollars.178
Thus, there are a range of minimum requirements, some requirements determine what
subnational governments must do, other requirements set a goal for subnational governments
to achieve in their own way and yet others are simply measures that can be opted into.
Importantly, minimum requirements are not a cure-all. To this day, there are tensions
between the Belgian federal government and regions about what initially might have
been seen as the least demanding of the requirements: the transfer of data. The data
that regions transfer was not always on time, did not always include all the necessary
details and/or was not always in the right format. The US experience with TANF shows
that performance management can lead to a kind of ‘gaming’ behavior by subnational
governments. Gaming behavior is a well-documented response to performance
measurement (Courty & Marschke, 2004; Heinrich & Marschke, 2010; Koning & Heinrich,
2013). States were obliged to engage a certain target percentage of their caseload in
activation efforts or ‘work activities’, but what constituted ‘work activities’ was only very
loosely defined – especially initially it was largely left to the states to decide. If states did
not achieve these targets they would receive less TANF funding. States found different
methods to boost their performance in terms of the activation requirements without
actually changing their policy behavior substantively.179 The US requirements for state
financing of UI demonstrate how minimum requirements can be undermined through
erosion. For example, states were required to use a federally determined taxable wage
base. But this taxable wage base was set as an absolute figure and was not updated (or
even indexed for inflation). As a consequence, over time the effectiveness of the taxable
wage base diminished. Moreover, the US experience with the modernization grants shows
that minimum requirements which subnational governments can opt into, can stimulate
‘good actors’ (in this case states that already installed a robust UI system) to take-up these
opportunities while ‘bad actors’ do not. As Chapter 7 argues, this resulted in increased
178 Again, these US minimum requirements for UI reflect different concerns: concerns about the retrenchment of
state-level benefit efforts versus concerns about institutional moral hazard (see Section 3 for how these concerns
differ).
179 First, states would receive credits towards their activation targets for every percentage point with which they reduced their TANF caseload vis-à-vis the caseload size in 1994. After an initial stark decline in caseloads, the activation
requirement was nullified for most states. Second, states started to pay the difficult to activate individuals with stateown MOE funds instead of the federal block grants. In doing so, these individuals were not included in the targets the
federal government had set for the states. When this situation was rectified in 2005, states used a third method. States
would receive credits towards their activation targets for additional state-own dollars that were invested in the TANF
programs. Because the TANF goals were so broadly formulated, a lot of existing state expenditures could be qualified
as TANF spending. By scouring their budgets and re-labeling existing expenditures, states could again almost nullify
their activation requirement.

288

divergence between the state UI systems.
Besides the fact that minimum requirements are not always effective, the cases also
demonstrate another significant drawback: any attempt by the federal government to impose
requirements can encounter strong resistance from subnational governments as this infringes
on their autonomy. The two cases examined in this thesis are both federal countries where
subnational autonomy is constitutionally guaranteed. In Belgium, the regions – notably
Flanders – began to complain about the downsides of the straightjacket imposed by
the strict cooperation agreement of 2004. The centrifugal tension in Belgium of course
predate 2004 and extended into many other policy domains, but the requirements of
ALMPs came to be seen as a particular example of interventions by an overly restrictive
federal government. And ultimately, the sixth constitutional reform aimed to grant
subnational governments more autonomy. The US case also illustrates this tension. The
relatively relaxed TANF system (in terms of minimum requirements) was the product of
state and federal demands for more state autonomy vis-à-vis the AFDC system. And once
the more relaxed TANF minimum requirements proved to be ineffective, from the federal
point of view, attempts to strengthen them resulted in a drawn-out struggle between the
states and the federal government. In the end, the federal government had to significantly
water down its original plans. Thus federal governments must balance their desire to
mitigate institutional moral hazard against the demands for autonomy by subnational
governments.

2.4.2 Financial remedies
The second type of remedy is financial in nature. In its most simple form, financial
remedies entail a reform of the financial architecture of the benefit scheme as depicted
in Figure 8.1 above; for instance, the transformation of an entirely federally funded
insurance system towards a more hybrid system of co-insurance; or the conversion of
a system co-insurance into a system of block grants. Again the two cases of this thesis
illustrate how this can be practically implemented. The cases also reveal that, as was the
case with the reliance on imposing minimum requirements, financial remedies are not a
panacea to the problem of institutional moral hazard. The 1996 US welfare reform is the
clearest example of such financial remedies. The AFDC benefits were co-insured by the
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federal government from 50 up to 85 per cent. PRWORA transformed the AFDC system
into TANF, which is block grant-funded.180 The underlying rationale for switching from coinsurance to block grants was to 1) cap federal expenditures by severing the link between
fluctuations in the caseloads and federal funding and 2) make states financially sensitive
to fluctuations in the caseloads.
A much more complicated system of financial remedies is designed to prevent US states
from depleting their UI trust and relying on federal funding for regular UI benefits. This
system requires some elaboration. States are required to finance regular UI benefits via
a state trust fund, which in turn is funded through a state payroll tax of 5,4 percent on the
first $7,000 of wages. If a state complies with that requirement, the federal payroll tax of
6 percent on businesses in that state is reduced by 90 percent to 0,6 percent. Originally,
that ‘credit’ on the federal payroll tax was meant to equal the state payroll tax: 5,4 percent.
In other words, if the state complied with federal requirements, the businesses in that
state would face a 6 percent payroll tax of which 90 per cent of the revenues would flow
to the state UI trust fund and 10 percent to the federal government. If the state did not
comply, businesses would still face a 6 percent payroll tax but 100 percent of the revenues
would go to the federal government. But if a state does not collect enough revenues and
its trust fund is depleted, the federal government will finance the regular UI benefits
in that state. To remedy the moral hazard that states would just rely on federal dollars
all the time, the federal backstop is a loan that must be repaid with interest. And if a
state trust fund remained insolvent for a year, the federal government will reduce the 90
percent credit for the federal tax levied on businesses in that state, thus raises the tax
pressure. If a state trust fund remained insolvent for even longer, the federal government
would levy additional ‘penalty tax rates’ on businesses in that state, further increasing the
tax pressure. The idea is that businesses whose federal tax credit had been cut and/or
who were subject to federal penalty tax rates would put political pressure on their state
governments to refinance the UI trust fund.

180 The size of the block grant was determined per state and was set at the level of federal financial contributions to
the AFDC program of a state in 1994. The federal government chose 1994 as a reference instead of 1996 so that states
could not affect the level of expenditures during the reference year. At the same time, states were quite pleased with
1994 as a reference year because that year represented the high watermark of AFDC caseloads and they had since
begun to decline in size. So initially, the block grants represented a ‘windfall’ for the states but later, because the block
grants were not indexed, the value of the block grants declined in real terms.
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Table 8.2. The original interaction between the level federal and state payroll taxes.

State payroll tax

Federal payroll tax

Combined tax pressure

State does not comply

0%

6%

6%

State complies

5,4%

0,6%

6%

Finally, the Belgian case demonstrates another type of financial remedy. The sixth
constitutional reform included what was labelled ‘a responsibilization element’ that was
to make the regions more sensitive to the outcomes of behavior. This responsibilization
element was introduced in the federal-regional transfer of budgets that were associated
with the newly decentralized labor market policies.181 The new transfer would be divided
according to the ‘juste retour’-principle, i.e. according to the regional share in the total
resources raised by the federal personal income tax. This was expected to result in a
kind of indirect responsibilization: the amount that a region obtains from the federal
government to implement its labor market policies was not directly related to how much
effort it put into activation measures, but rather was contingent upon how much the
population in the respective regions generated in terms of income tax. Hence, successes
in terms of getting people back to work and converting benefit recipients into a tax paying
workers, was to determine the budgets over which regional ministers could dispose. To
be clear, this reform did not change the financing of unemployment benefits but affected
the way in which other labor market policies were financed. Moreover, due to a transition
period, this responsibilization will not fully take effect until after 20 years.
As with minimum requirements, financial remedies are not a cure-all. The different
financial remedies employed in Belgium and the US exhibit a number of drawbacks.
The TANF block grants are easily diverted to other policy areas. Also, the block grants
themselves are not indexed and have decreased in value (in real terms) since 1996. Both
factors diminish the state-level SA policy efforts. The US federal financial remedies in UI
have also not been indexed and are subject to erosion: as Chapter 7 discusses, states are
increasingly allowed by the federal government to exempt businesses the ‘standard rate’
of 5,4 percent. In some cases, businesses face 0 percent state tax rates while still receiving
181 The sixth constitutional reform included a much larger reform of the Finance Law. ‘Responsibilization’ with regard to labor market policies was a much-touted policy aim of that reform. However, as Chapter 4 argues, responsibilization was often conflated with another policy aim: increasing regional fiscal autonomy. See the Appendix of Chapter
4 for how these two policy aims relate to each other and how they were achieved (or not) during the sixth constitutional
reform. For the purposes of this Chapter, it is important to note that the responsibilization element in the sixth constitutional reform was only a small part of the changes made to the Finance Law.
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the 90 percent credit on their federal payroll tax. Thus, the experience with ‘standard rate’
shows that financial remedies can be subject to erosion as well. In Belgium, it remains an
open question whether the responsibilization mechanism will prove to be effective. If the
decentralized labor market policies are not enough to raise regional income levels (and
hence income tax revenue) and unemployment rates continue to be structurally higher in
Brussels and Wallonia, these regions might enter into a downward spiral in which they
receive increasingly less funding for labor market policies and consequently are less and
less capable to support the unemployed to get back to work. This will become clear once
the transition period ends and the responsibilization element takes full effect. What is
already clear is that the regional activation offices are, at the time of writing, not sensitive
to the responsibilization element. This is because the responsibilization element affects
the budgets of regional ministers, who in turn finance the regional activation offices
through their own lump sum transfers which have not been reformed. Concluding, the
effectiveness of financial remedies can be, much like minimum requirements, diminished
by erosion. Furthermore, their effectiveness is mediated by how directly the financial incentives
are tied to the outcomes of labor market policies – as is shown in the Belgian experience with
the sixth constitutional reform. If financial remedies are effective in changing subnational
financial incentives structures, they can produce unintended consequences as in the case of
the AFDC-TANF transformation where they were too effective.

2.4.3 Tightening eligibility criteria of federally financed benefits
Finally, the issue of dumping can be addressed through other means than minimum
requirements or financial remedies. Because the dumping of caseloads is incentivized
in contexts where one benefit is subnationally financed and another is federally financed,
federal governments can remedy this situation by restricting access to their own benefit
schemes. In the US, the federal government increased eligibility criteria for SSI, in order
to limit the possibility of caseload transfers from TANF. Chapter 3 discusses similar
remedies in Switzerland, where the federal government tightened eligibility criteria of
both UI and disability transfers so as to reduce the potential for caseload transfers from
SA.
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3. Institutional moral hazard: a
price to pay
This dissertation started out with an exclusive focus on institutional moral hazard: how
it can come about and how it can be remedied. Over the course of the research, it has
become clear that institutional moral hazard is but one of the potentially unintended
consequences of multilevel governance in unemployment related benefits. In effect, it
can be considered the consequence of the kind of trade-off that is best illustrated by the
US case. As the first generation of fiscal federalism prescribed: without a strong federal
role in (the financing of) unemployment-related benefits, subnational governments are
disincentivized to organize such benefits themselves. At first glance, the US seems to
have escaped this conundrum with the top-up system in UI and the flexible block granted
TANF system in SA. However, on closer inspection, Chapters 5 and 6 have demonstrated
that without sufficiently strong minimum requirements block grants will disappear into
general state budgets and states are once again exposed to interstate tax competition,
resulting in the implosion of state-operated SA benefits. And Chapters 6 and 7 argue
that in US UI too, the erosion of minimum requirements has reintroduced interstate tax
competition, resulting in a retrenchment of state programs that negatively affects the
macroeconomic stabilization capacity of the UI system. As states received more autonomy
in designing benefit schemes – either through erosion or reform – the more the potential
for macroeconomic stabilization was reduced.182 Besides reducing the macroeconomic
stabilization potential, Chapter 7 warns that more autonomy in benefit design and in the
financing of UI also leads to divergence between subnational schemes. In short, there is a
trade-off between subnational autonomy in benefit design and financing on the one hand
and macroeconomic stabilization on the other (Figure 8.2).

Figure 8.2 The trade-off between regional autonomy in benefit design and financing versus macroeconomic
stabilization.

182 The federal government rectified this in UI during the crisis by imposing tightened minimum requirements in
return for federal dollars but only temporarily.
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While the US is trending towards more subnational autonomy in benefit design and
financing – with the brief exception during the crisis – with all of its consequences, Belgium
has continued to embrace the opposite choice. Throughout the different reforms of the
Belgian regulation of unemployment, its UI system has remained completely federally
designed and financed. While the Belgian federal UI system precludes subnational
divergence in benefit design and hence results in a higher macroeconomic stabilization
potential, this produced one important by-product: institutional moral hazard. There
are two ways in which institutional moral hazard can be fully mitigated. The first way
consists of completely decentralizing the regulation of unemployment, i.e. ending the
federal insurance and making both benefit design and finance completely subnational
competence. The second way is to completely centralize the regulation of the risk of
unemployment. However, there are good reasons why subnational governments are often
placed in charge of ALMPs. Subnational governments are better situated to design and
implement ALMPs than federal governments. As Chapter 4 shows, many Belgian policymakers from all sides of the political spectrum have argued that when labor market
policies are regionalized, they can be adjusted to specific circumstances prevailing in
each region. Also, subnational governments have historical and constitutionally protected
responsibilities that cannot simply be taken away – at least not in the federal cases studied
in this thesis as Chapters 4 and 6 both demonstrate.
If a country chooses to grant subnational governments autonomy in designing and
implementing ALMPs for federally financed benefit schemes, it faces another tension
(Figure 8.3), which is best illustrated by the Belgian case. In this instance, institutional
moral hazard is a function of the generosity of the federal insurance of the risk of
unemployment on the one hand, and of the degree of subnational autonomy in ALMPs
on the other. The pre-2004 Belgian intergovernmental division of labor allowed for a high
potential of institutional moral hazard. There was no consensus among Belgian actors to
reduce federal solidarity in UI. Therefore, the only option to mitigate institutional moral
hazard in 2004 consisted in reducing regional autonomy. Over time, regional policymakers started to complain about the bureaucratic constraints of this new system. The
dominant motivation for the sixth constitutional reform overall was to once again increase
the subnational autonomy, including in (but certainly not limited to) labor market policies.
As Belgian policy-makers tried to incorporate remedies against institutional moral hazard
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in the architecture of their UI system, it appears that they were not entirely successful.
The increased regional autonomy has led to an implosion of the only federal metric for
regional activation efforts (sanctions), has led to regional incompliance with federal
minimum requirements and thereby has led to a reduced federal capacity to compare and
monitor regional activation policies.

Figure 8.3. The three-way tension between policy goals concerning labor market policies in multi-tiered welfare
states. Source: adapted from Chapter 4.

Concluding, while this dissertation started out with a focus on the concern for institutional
moral hazard, it encountered another concern: that subnationally-driven retrenchment
of the unemployment benefit system as a whole leads to a reduction of macroeconomic
stabilization capacity. These two types of concerns are distinct but related; in fact they
are each other’s opposites. If subnational governments are predominantly responsible for
financing unemployment-related benefits, as in US UI and TANF, it creates disincentives
for subnational governments to organize robust benefit schemes, which results in a low
overall potential for macroeconomic stabilization. This can lead to the concern that the
policies of subnational governments result in under-provision of unemployment-related
benefits. If instead the federal government decides to design and finance unemploymentrelated benefits, as in Belgian UI, while the responsibility over ALMPs is decentralized,
there is potential for institutional moral hazard. This can lead to the concern that the policies
295

of subnational governments result in an overreliance on unemployment-related benefits.
The discussion above simplifies the lessons that can be drawn from the case studies; one
should not consider the two countries as two opposing cases. It is not accurate to say that
institutional moral hazard did not play any role in the US and that US policy-makers have not
been confronted with the three-way tension depicted in Figure 8.3. In fact, the 1996 welfare
reform can be understood as an attempt at moving away from position 2 towards position
3. During the crisis, the US UI system moved from position 3 closer and drifted towards
position 2: away from the pole of subnational autonomy and no potential for institutional
moral hazard, towards significant federal insurance. This resulted in the potential for
ineffective activation efforts that were addressed through minimum requirements. It is
also not accurate to state that in Belgium reducing the federal insurance of the risk of
unemployment has never been on the table. The Flemish nationalists have strengthened
their demand for a regionalization of UI and to put an end to federal financing. Other
Flemish actors expressed a more moderate position calling for a limit the duration of UI
benefits that would serve the twin goals of reducing the level of moral hazard and limit the
implicit interregional transfers. If the sixth constitutional reform indeed leads to diverging
performance in unemployment rates this would contribute to increasing the salience of
institutional moral hazard and would make it possible to imagine a future scenario where
the federal nature of UI would be altered.
One of main insights ensuing from this thesis is that institutional moral hazard is a price to pay
for 1) facilitating subnational autonomy in ALMPs while 2) securing some level macroeconomic
stabilization through federal funding of unemployment-related benefit schemes. Whether it
is worth to pay that price depends on the perceptions and preferences of policy-makers in
different countries and in different time-periods. Where some might judge it to be a small
price, for instance because they think unemployment more affected by external factors
than moral hazard, others see it as a mortal threat to the very fabric of the welfare state.
But one should remember, mitigating institutional moral hazard always comes at a cost
too.
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4. Limitations, external validity
and future research
This Section reflects on the limitations of this dissertation, what factors influence the
generalization of its findings and a future research agenda. The chosen methodology,
process tracing, has important limitations. First, it is difficult to reproduce this type of
research. It requires an in-depth knowledge of the case, a thorough study of many policydocuments and even more interview transcripts – access to which is strictly limited.
Attempts have been made to mediate this issue as much as possible. Much of the underlying
data, but also interview templates and coding books, have been made available through
the Qualitative Data Repository (QDR, see Chapter 2). Regardless, reproducing the results
based on all of this would take a lot of time. And even then, given the qualitative nature of
this research, the precise outcomes of any reproduction will always differ somewhat from
the outcomes of this thesis. Second, but related to the first limitation, much of the research
matter concerns perceptions and motivations of actors. While interviewing and analyzing
policy-documents reveals something about such matters, it is impossible to look inside
someone’s head. And even if that was possible, the motivations and perceptions of actors
will then be filtered through the researcher’s interpretation. To mitigate the problem of
subjectivity, the empirical chapters only present interview data that are corroborated
by other respondents or other data sources. Also, a log has been created for the two
chapters (4 and 6) that rely the most on interview data, which contains longer excerpts
and analytical notes for every citation of a respondent to make the interpretation of the
researcher explicit and easier to follow. But again, these are far from perfect solutions.
The reader should always be aware of the fact that perceptions and motivations of actors
are always subject to a double subjectivity: that of the actors and that of the researcher.
Third, process tracing emphasizes internal validity at the expense of external validity. In
other words, the extent to which the lessons of the two cases apply to other countries
and other policy domains is a matter for future research. By answering the research
questions above, this Chapter has sought to give an account of how institutional moral
hazard has affected the US and Belgian regulation of unemployment. These Belgian
and US outcomes are never perfectly reflected in other contexts: no two countries are
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exactly alike. What can be translated to other contexts is the conceptual framework and
the underlying mechanism of how institutional moral hazard affects the regulation of
unemployment (as depicted in Chapter 2). This thesis has developed a framework for
understanding how institutional moral hazard can come about; under what conditions
it may come to be perceived as a problem; what kinds of actions can be undertaken to
rectify this problem; and what the possible consequences of these remedies are. In other
words, based on the findings in this thesis, one can expect that multi-tiered welfare states
are confronted with the same trade-offs as described above in Section 3 but the specific
outcomes of those trade-offs can only be revealed by undertaking additional research.
Simply put, the methodology does not allow for predictions in the sense that ‘if institutional
moral hazard increases by X amount, the regulation of unemployment will be affected by
Y amount’. Rather, besides the account of the Belgian and US cases, the contribution
of this dissertation to the literature consists of providing a theoretical perspective and
a conceptual framework for understanding intergovernmental relations in multi-tiered
regulations of unemployment. Whether the theoretical perspective and conceptual tools
can be applied to other policy-domains and if so, whether they lead to similar dynamics
as in the regulation of unemployment, does not just require additional research but also
additional theorizing. The following subsections will consider some of these issues and
outline a research agenda for the future.

4.1 The regulation of unemployment in other federal
countries
The US case illustrated how difficult it is to balance subnational autonomy in benefit
design and financing versus macroeconomic stabilization. It confirmed some of the
insights from the fiscal federalism literature regarding the role of the federal government
in unemployment-related benefits. But the US is an exception in terms of how limited
the federal role is in UI. To the extent that most developed federal welfare states have
chosen the Belgian route, at least in UI, they too will somehow have to deal with the
three-way tension depicted in Figure 8.3. However, the precise policy choices made in
other countries depends on 1) the degree to which unemployment is perceived to be a risk
that is induced by individual and institutional behavior 2) the preferences with regard to
the degree of macroeconomic stabilization, and 3) the constitutional context and salience
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of subnational autonomy. The federal country cases analyzed during a study on the
feasibility of a EUBS, conducted prior to this dissertation, provide some leads. In some
of those countries, there seems no room for subnational autonomy. For instance, in both
Germany and Austria, the Länder have no substantive role in designing or implementing
ALMPs for UI let alone benefit design and financing (Luigjes & Vandenbroucke, 2015b;
Luigjes & Vandenbroucke, 2015e). Rather, the responsibility for ALMPs lies with the
respective federal employment agencies. Because the federal employment agencies are
agents of the federal governments and the federal government remains fully politically
responsible for activation policies, there is simply no potential for institutional moral
hazard.183 In two other countries the intergovernmental division of responsibilities is more
similar to Belgium: in Canada and Switzerland the provinces/territories and the cantons
respectively are in charge of activating the federal UI caseload. In both countries there
is a federal framework of minimum requirements but those are fairly relaxed and leave
some room for institutional moral hazard (Luigjes & Vandenbroucke, 2015c; Luigjes &
Vandenbroucke, 2015f).
For SA the picture is different compared to UI. In many countries, SA schemes have
subnational roots (Ferrera, 2005, 167). Moreover, although SA provides income replacement
for able-bodied jobseekers, the link with macroeconomic stabilization is weaker than that
of UI. UI beneficiaries have a stronger connection to the labor market as UI schemes
usually require a period of steady employment as an eligibility criteria. Moreover, the
level of UI benefits is generally dependent on previous market incomes while the level of
SA-schemes is usually a (means-tested) flat-rate. Although federal design and financing
of SA schemes could still be preferred by policy-makers to ensure federal solidarity
and prevent the fragmentation of social rights, the weaker link with macroeconomic
stabilization and SA’s subnational roots make it more likely that the political responsibility
for both benefit design and ALMPs are decentralized. In Switzerland (Chapter 3), SA is
completely cantonal. In Canada SA schemes are designed by the provinces/territories,
and partially financed by the federal government through lump-sums – similar to TANF
(Luigjes & Vandenbroucke, 2015c). But SA is not completely decentralized in all federal
countries: in Germany the federal government consolidated and centralized SA benefits in
183 The relationship between politicians and governmental agencies is better modelled as a principal-agent relationship than an insurer-insured relationship.
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2004 (Luigjes & Vandenbroucke, 2015e).184 In Austria, the federal government centralized
activation policies for SA beneficiaries, and the scheme is financed by the regional states
(Länder) and municipalities (Luigjes & Vandenbroucke, 2015b).
Federal welfare states seem fruitful places to apply the perspective developed in this thesis.
It is very likely that institutional moral hazard affects the regulation of unemployment
there, at least to some degree. However, the extent to which governments are concerned
about institutional moral hazard; but also how important the goals of macroeconomic
stabilization and federal solidarity are; to what degree subnational autonomy is valued;
and how this has changed over time, all require in-depth analysis. So without further
research it remains informed speculation to which extent the institutional arrangements in
those federal countries are the result of the perceptions and preferences of governments
in terms of the trade-off and three-way tension illustrated above in Figures 8.2 and 8.3.
Moreover, one cannot assume that all federations provide equally fertile ground for such
an analysis. For instance, in Australia there is only a single-tier of flat-rate unemploymentrelated benefits, which is completely federally financed and designed, and activation
policies have been outsourced to private parties (Luigjes & Vandenbroucke, 2015a).

4.2 The regulation of unemployment in other political
entities
It is possible to apply the lessons drawn from the different cases to debates on the possibility
of a EUBS – as several chapters have done (e.g. Chapters 3 and 7). This Subsection will
not repeat those discussions here in detail. If the EU or the EMU is willing to organize a
form of European-level reinsurance of unemployment benefits it will have to balance the
degree of macroeconomic stabilization, member state autonomy and the possible risk
of institutional moral hazard. Given the preoccupation with moral hazard in European
debates, it is hard to imagine any feasible proposal for a EUBS that does not include some
minimum requirements regarding activation policies. Moreover, as was argued in Chapter
7, minimum requirements regarding the coverage rates of member state UI programs are
a crucial aspect of the design to assure the effectiveness of a EUBS. But given that there is
yet to be an official proposal by the Commission, this remains a theoretical exercise. Much
184 With the exception of Optionskommunen, which are a number of localities which are involved in ALMPs.
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will depend on how much member states will value the principle of subsidiarity in social
policy over their concerns about institutional moral hazard. The principle of subsidiarity
cuts both ways as it prescribes that policy decisions should be decentralized to the lowest
possible competent authority (i.e. member states) but only if possible. This means that if
some form of European-level reinsurance of UI is judged to be of vital importance to the
survival of the Euro project, and if institutional moral hazard is a threat to the feasibility of
such a reinsurance, member states will have to accept some loss of autonomy.185
It could also possible to transpose the analysis of institutional moral hazard to decentralized
unitary countries, even if their institutional context differs from federal countries in two
important ways. First, in decentralized unitary countries such as Sweden, Denmark and
the Netherlands, the subnational government involved in the regulation of unemployment
is the municipal level. Those local governments often have less fiscal capacity than states
or regions in federal countries. Therefore their capacity to organize unemploymentrelated benefit schemes is smaller and the need for central macroeconomic stabilization
is higher.186 In other words, in such countries it is more likely that central governments
will insure the risk of unemployment (to a higher degree). Second, although not in
every case and in every policy-domain, local autonomy in unitary countries is generally
lower than subnational autonomy in federal countries. If there is a consensus that
unemployment is an individually-induced risk that should be mitigated by ALMPs and
that local governments should be put in charge of ALMPs, these two differences with
federal countries will affect the extent to which policy-makers will value the mitigation
of institutional moral hazard over subnational autonomy. Generally put, it is likely that in
decentralized unitary countries, governments would emphasize minimum requirements
over financial remedies to mitigate any potential institutional moral hazard. However, it
remains to be seen whether these assertions hold true or not.

4.3 Institutional moral hazard in other policy domains
For an institutional moral hazard perspective to be applicable to other policy domains,
there are at least three preconditions. First, there must be some policy intervention
185 Some might argue that this outcome is avoidable. Carnot et al. model a sophisticated financial design of a European-level re-insurance that could preclude the need for minimum requirements (2017).
186 Although one should be careful with such assumptions because for example in Denmark, local governments do
actually finance part of both UI and SA benefits (Luigjes & Vandenbroucke, 2015d).
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that could be construed as an insurance of a social risk. Second, the social risk must to
some extent be influenced by individual behavior, i.e. moral hazard. Third, there must
be some degree of decentralization in order for subnational governments to be able to
affect the insured risk as well. The policy domain of health care comes to mind. In most
welfare states, the social risk of sickness – or more precise: costs associated with the
consumption of health services – is at least partly insured or subsidized by governments.
According to economic literature there is ample evidence for individual-level moral hazard
in the context of health insurance (Aron-Dine, Einav, Finkelstein, & Cullen, 2015; Bajari,
Dalton, Hong, & Khwaja, 2014; Dave & Kaestner, 2009; Einav, Finkelstein, Ryan, Schrimpf,
& Cullen, 2013). Health care services in many countries have been decentralized (Regmi,
2014a; Saltman, Bankauskaite, & Vrangbaek, 2007). In fact, some have applied very
similar conceptualizations of decentralization (political, administrative and fiscal) to
health services as this thesis applied to the regulation of unemployment (Regmi, 2014b,
6).187 And furthermore, theories of fiscal federalism have been applied to decentralization
of health care as well (Jiménez-Rubio, 2014).
This paragraph provides some concrete examples to give some sense of how federal
insurance of social risks, subnational autonomy and institutional moral hazard can play
out in the domain of health care. In 2010, the US federal government enacted the Patient
Protection and Affordable Care Act (colloquially known as ‘Obamacare’) which aimed to
reduce the number of Americans who had no health insurance. It does so in two ways: by
enforcing the ‘individual mandate’ which required most people to maintain basic health
coverage and by forcing states to expand subsidized health insurance for low-income
individuals (Medicaid) in all states. Twenty-five states challenged the federal government
before the Supreme Court, arguing that the forced expansion of Medicaid infringed on
states’ rights; and the Court sided with those states (The Kaiser Family Foundation, 2012).
This is reminiscent of how the US federal government wants to encourage states to provide
robust unemployment-related benefits through minimum requirements while states
resist such efforts on the grounds of subnational autonomy. Bankausaite and Saltman
argue that in health care, decentralization of political and administrative responsibilities
services without decentralization of fiscal responsibilities can decrease subnational
accountability, which would add to the central-level tax burden and result in higher costs
187 For an overview of the intergovernmental division of health care responsibilities in Canada, Russia and 9 European
countries, see Bankauskaite et al. (2007).
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(Bankauskaite & Saltman, 2007, 14). For example, in Norway county governments used
to be in charge of negotiating contracts with hospitals, but it was the central government
who in turn financed the counties. This led to a soft budget constraint on the part of the
counties who passed on inflated costs of hospital contracts to the central government.
The central government subsequently reduced county-level autonomy until it finally
recentralized the whole system in order to contain costs (Magnussen, Tediosi, & Mihályi,
2007, 110-111). This is reminiscent of institutional moral hazard.
However, there are important differences between health care and the regulation of
unemployment. First, the risk of unemployment is not necessarily analogous to the risk
of deteriorating health. Besides the financial costs, the risk of sickness poses graver
consequences than unemployment. Therefore, the case for moral hazard in the context
of social insurance is weaker for health insurance than for unemployment. Becoming
unemployment is a discrete event that is well-defined in terms of timing: during anyone
time one is either employed or unemployed. The condition of someone’s health is less
clear-cut. This relates to the second difference: the manner in which both risks are insured.
Insuring the costs of health services offers more variety in terms of policy interventions.
Where unemployment is always insured through a cash disbursement, health services
can also be insured in-kind. Health care policies can be aimed at subsidizing the expenses
of health care providers and pharmaceutical companies rather than the expenses of
an individual. While there are almost no examples of private (subsidized or otherwise)
unemployment insurance, health insurance is often partially privatized. Even government
mandated health care can be issued through private companies. This relates to the
third crucial difference: which parties are involved. The main actors involved in the risk
of unemployment are employers, employees and the government. Health care involves
many different actors that have some influence over either the risk or the insured costs.
Accountability in health care is more complex than accountability of unemployment.188 For
these reasons, the application of the concept of institutional moral hazard requires not
just additional research but also additional theorizing.

188 See for a discussion on accountability in decentralized health care policies Smith and Häkkinen (2007)
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5. Conclusion
This thesis developed a conceptual framework for understanding intergovernmental
tensions in the multi-tiered regulation of unemployment. Across the world, unemployment
is no longer considered a social risk that is purely external to the individual. Rather,
individual jobseekers themselves are held accountable for finding reemployment and
governments help their citizens and residents by implementing activation policies to
facilitate reemployment. The involvement by subnational governing institutions in the
regulation of unemployment opens-up the possibility of institutional moral hazard arising,
among other perverse incentives. By conceptualizing intergovernmental relations in the
multi-tiered regulation of unemployment as an insurance relationship, this thesis has
tried to better understand the behavior and motivations of the respective governments. At
the same time, many examples were given where governments were not purely guided by
their financial interest. The imagined intergovernmental insurance contract is a heuristic
device rather than a predictive model.

This dissertation provides conceptual tools for understanding how different financial
architectures of unemployment-related benefits influence subnational incentives to
address the risk of unemployment. Such financial architectures can take different forms
and can be based on different types of solidarity. At one extreme end of the spectrum
the federal government finances all unemployment-related benefits. This results in
diminished subnational incentives for effective activation policies when subnational
governments are responsible for activating the caseload of the federally financed scheme.
It also incentivizes subnational governments to transfer caseloads to the federally
financed scheme if subnational governments themselves finance a related benefit
scheme. Ineffective activation and dumping are both forms of institutional moral hazard.
At the other extreme end of the spectrum, subnational governments themselves must
finance unemployment-related benefits. This creates a collective action problem which
disincentivizes subnational governments to organize unemployment-related benefit
schemes and/or incentivizes them to retrench existing benefit schemes. It is important to
differentiate the two types of perverse subnational incentives – institutional moral hazard
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versus the under-provision of unemployment-related benefits – as they pull the behavior
of subnational governments in different directions. Hybrid financial architectures that
combine federal and subnational financing are possible but they do not always fully
mitigate perverse subnational incentives.

This thesis further outlines which factors influence the perception of institutional moral
hazard as a policy issue and thereby contribute to reforms that can mitigate institutional
moral hazard. Two types of remedies have been central in the thesis’ exploration: minimum
requirements and financial remedies. Both types of remedies get a skeptical airing in this
thesis’ analysis: both have their own drawbacks; both can be subject to erosion. Minimum
requirements limit the autonomy of subnational governments, who can therefore resist
such policy measures. Sometimes this can lead to severe intergovernmental tensions that
prevent minimum requirements from being implemented. Financial remedies can result in
unintended consequences, producing new forms of institutional moral hazard or creating
a tax competition between subnational governments that in turn creates a downward
pressure on the provision of benefit schemes. The dissertation clarifies such complexities
in the alternative responses to institutional moral hazard, yielding a more nuanced kind
of advice or council: that the salience of institutional moral hazard, the constitutional
context of subnational autonomy and the need for macroeconomic stabilization determine
if and which remedies are and should be used.

As an empirical matter, two very different case settings were analyzed through a processtracing methodology. The findings demonstrate that mitigating institutional moral hazard
requires difficult trade-offs regarding subnational autonomy and/or federal financing
of unemployment benefits. The US case exemplifies what can happen if the federal
government retreats from its financing role: it incentivizes subnational governments to
negatively affect the generosity of the whole system. The Belgium case has illustrated
what can happen when the federal government continues to embrace its strong financial
role: it results in the potential for institutional moral hazard. In both cases, the autonomy
of subnational governments often limited what federal governments could do in terms
of managing subnational financial interests and subnational behavior. These conditions
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are reminders that such institutional moral hazard is a major and also difficult feature
for contemporary and future social policy stewardship. Summing up, institutional moral
hazard is a price to pay for subnational autonomy in ALMPs and/or the macroeconomic
stabilization capacity of a benefit scheme.
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Nederlandse samenvatting
Dit proefschrift analyseert de interactie tussen verschillende overheidsniveaus voor wat
betreft werkloosheidsuitkeringen, bijstand en activerend arbeidsmarktbeleid in twee
federale landen: de Verenigde Staten en België. Het conceptualiseert de verhoudingen
tussen overheidsniveaus als een verzekering. Werkloosheid is een sociaal risico dat
gedeeltelijk afgedekt kan worden door uitkeringen. Verschillende factoren beïnvloeden
dat risico, sommige factoren zijn niet onderheving aan het gedrag van individuen (exogene
factoren) en andere wel (endogene factoren). De endogene factoren worden sinds de
jaren ’90 steeds meer benadrukt. Daarom wordt er steeds meer ingezet op activerend
arbeidsmarktbeleid, dat mensen moet prikkelen om aan het werk te gaan.
Die beleidsverschuiving gaat gepaard met een toenemende interactie tussen
overheidsniveaus. Activerend arbeidsmarktbeleid wordt bijvoorbeeld vaak uitgevoerd
door lagere overheden, terwijl de financiering van uitkeringen veelal gebeurt door
federale overheden. Daarmee beïnvloedt het gedrag van lagere overheden het risico
op werkloosheid. Wanneer lagere overheden daar zelf niet de financiële consequenties
van ervaren, spreekt dit proefschrift van institutional moral hazard. Het proefschrift
onderscheidt verschillende vormen van dit beleidsprobleem.
In België probeerde de federale overheid dit beleidsprobleem initieel op te lossen door
strengere regels voor regionaal beleid. In de VS probeerde de federale overheid vooral
de staten zelf uitkeringen te laten financieren. Beide aanpakken leiden tot mogelijke
problemen: strengere regels beperken de autonomie van lagere overheden, en lagere
overheden zelf uitkeringen laten financieren leidt tot een collectief actie-probleem. De
conclusie is dat hoewel institutional moral hazard beperkt kan worden, het in zekere mate de
onvermijdelijke prijs is van een goed functionerend stelsel van werkloosheidsuitkeringen.
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