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Abstract

Benept sanctions imposed on non-compliant welfare recipients are a new element in the
German welfare system. In practice, the sanction policy and the application of sanctions
vary considerably across the 439 welfare agencies. Based on combined administrative and
survey data, these diPerences are used as instrumental variables to estimate the ePect of
sanctions on the drop-out from welfare and the transition to employment. The estimated
local average treatment ePect (LATE) is an estimate of the ePectiveness of an intensiped
use of sanctions. The results show that tightening sanction policy would be quite ePective.
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1 Introduction

Unemployment benept sanctions are increasingly being used as part of the unemployment in-
surance and public welfare systems in many countries[T| Benept payments are made conditional
on requirements such as actively searching for a job or participation in active labor market
programs. Sanctions (or the threat to impose them) are intended to provide incentives for the
benept recipients to comply with these requirements. In Germany, these elements have become
much more commonplace after the reform of the German welfare system in 2005, which merged
former social assistance and unemployment assistance into the new unemployment benepts Il
(UBII). The obligation to actively search for employment and to participate in welfare-to-work
programs marks an important change in German welfare policy. For the prst time, welfare
recipients have become a target group of labor market activation. Benept sanctions are now
frequently imposed in the form of a partial or a complete revocation of benepts for a certain
period of timef]

The empirical literature on the ePects of sanctions is still limited. Fredriksson and Holmlund
(2006) provide a survey of theoretical and empirical research. A number of recent empirical
studies have analyzed the ex-post ePects of sanctions imposed on unemployment benept recip-
ients, e.g. Abbring, van den Berg, and van Qurs (2005) for the Netherlands, Lalive, van Qurs,
and Zweimuller (2005) for Switzerland, Svarer (2007) for Denmark, or Muller and Steiner (2008)
and Hofmann (2008) for Germany| Some empirical evidence also exists for welfare recipients
(see, e.g., van den Berg, van der Klaauw, and van Ours, 2004, for the Netherlands, Grogger
and Karoly, 2005, or Blank and Haskins, 2001, for the US and Schneider, 2008, for Germany).
Most of these studies establish positive ePects on labor market outcomes. Thus, van den Berg,
van der Klaauw, and van Ours (2004) pnd that the transition rate from welfare to work more
than doubles after a benept sanction has been imposed. Similarly, Muller and Steiner (2008)
report positive ePects of benept sanctions on employment uptake for unemployed individuals
in Germany. By contrast, Schneider (2008) analyzes the ePects of benept sanctions on the
reservation wage for unemployment benept Il recipients and does not pnd a signipcant impact.

To date, the extant empirical literature does not yield clear policy recommendations. A major
drawback is that these studies either rely on limited individual information or are restricted to
small geographic areas. For example, Abbring, van den Berg, and van Ours (2005) use Dutch
register data containing only a small number of individual characteristics. Therefore, they model

LGrubb (2000) provides an overview of a number of dibPerent unemployment insurance systems of selected
OECD countries with a particular focus on benept sanctions.

2Benept sanctions have also been used for recipients of unemployment or social assistance before 2005, albeit
far less intensely than UBII sanctions. See, e.g., Wilke (2004) for descriptive evidence on the use of sanctions for
recipients of unemployment assistance.

3There may also be ex ante ePects of sanctions due to the deterrence ePect associated with the potential
exposure to benept sanctions. However, estimating ex ante ePects on observable data is diZ cult since information
on warnings is not usually available. One notable exception is provided by Lalive, van Qurs, and Zweimuller
(2005) who evaluate the ePects of benept sanctions on the unemployment duration. Their pndings indicate that
warnings (ex ante) and exposure (ex post) both have signipcant ePects on labor market transitions.



unobserved heterogeneity explicitly by using a multivariate mixed proportional hazards model to
avoid potential selection bias in the estimates. The results of Lalive, van Ours, and Zweimuller
(2005) are based on data for only three out of 26 Swiss cantons and van den Berg, van der
Klaauw, and van Ours (2004) focus on welfare recipients in the Dutch city of Rotterdam only.
Generalizing these pndings to unemployment and welfare benept recipients in other regions or
countries is not straightforward and requires very strong assumptions.

Another limitation is the degree of sophistication in statistical analysis and the treatment epPect
chosen as the parameter of interest. For instance, while the more recent empirical studies
for Germany are mostly based on comprehensive administrative data, the results are either
purely descriptive (for example, Wilke, 2004) or aPected by potential selection biases. Thus,
Schneider (2008), Hofmann (2008), and Muller and Steiner (2008) use propensity score matching
gstimators to estimate average treatment ePects on the treated (ATT) but ignore selection on
unobservables. Estimation of the ATT is reasonable if the group intended to be sanctioned by
the policy maker is actually exposed to benept sanctions. However, identifying the intended
group from observational data may be incomplete since sanctions are not imposed mechanically
for certain infringements but depend on a number of factors. These factors comprise individual
characteristics of the benept recipients but also characteristics of the caseworker and the welfare
agency administering the benepts. Moreover, although the probability of infringement may be
systematically related to certain characteristics of the individual, addressing selectivity with
respect to observed characteristics only is a questionable approach.

In practice, the likelihood of being sanctioned will not only depend on the observable and
unobservable characteristics of the individual but also on the characteristics of the welfare
agency at which an individual is registered and which is in charge of the actual imposition of
sanctions. Benept sanctions are not imposed uniformly when the individual does not comply
with his or her duties during the activation process but there is substantial discretion at the
agency level. Asour data show, some agencies are quite reluctant with respect to using sanctions
while others apply sanctions more frequently and even in cases of minor infringements. The
role of the policy regime at the level of local agencies has so far been completely neglected in
the empirical literature.

This paper aims to contribute to the literature in the following respects. Based on a unique
new data set for Germany, we estimate the ePects of benept sanctions for UBII recipients in
Germany on the transition to employment and the drop-out from welfare dependency. The data
set combines information of a large survey of welfare benepts recipients with administrative
information. The data were collected at 154 diPerent welfare agencies across Germany. In
addition to individual information, the data provide information on organizational aspects and
strategies of the welfare agencies. In particular, we have access to survey information on the
sanction strategy that is used in the respective welfare agency. Based on the diPerent strategies
of the welfare agencies, as well as on the frequency with which sanctions are actually imposed,
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we instrument the selection process at the individual level and estimate local average treatment
ePects (LATE, see Imbens and Angrist, 1994). Specipcally, we estimate the ePect of a sanction
on individuals not sanctioned in an agency with a moderate sanction policy but sanctioned
in an agency that imposes sanctions more frequently. Since the ePect is estimated for those
individuals who are not necessarily sanctioned because of a severe non-compliance but simply
because the punishing agency regards sanctions as an important element of its activation and
monitoring regime, the estimated LATE can be interpreted as a measure of the ePectiveness of
an intensiped use of sanctions.

The remainder of this paper is organized as follows. Section [Z] presents some details of the
German welfare system and the institutional setting of benept sanctions. The data used in the
empirical analysis is described in section [3] Our identipcation strategy of the ePects of benept
sanctions on receiving welfare benepts and on employment is discussed in section [4] In section
[ we present the estimation results. The pnal section concludes.

2 The German Welfare System and its Sanction Scheme

The German welfare system was substantially reformed at the beginning of 2005 [ Before 2005,
welfare recipients were eligible for social assistance (SA) if they had not contributed to un-
employment insurance before. In addition, persons whose unemployment benept (UB) claims
had expired were eligible for unemployment assistance (UA). If UA was too low to provide a
minimum living standard, a combination of UA and SA was granted. In contrast to UB, UA
and SA were both means-tested. With the welfare reform of January 2005, both programs were
replaced by the so-called unemployment benepts I scheme (UBII). In contrast to UA, which
replaced up to 57% of the previous net earnings, UBII (as former SA) does not depend on
former earnings. The means-test takes into account the wealth and income of all individuals
living in the household. At the beginning of 2005, UBII cash payments amounted to EUR
345 in West Germany and to EUR 331 in East Germany. Meanwhile, the level of UBII in
East Germany was adjusted to the Western level and UBII was slightly raised in both parts
to compensate for in ation. In addition, UBII| welfare payments also include compulsory social
insurance contributions and costs of housing. Additional expenses for special needs may also
be covered.

In order to be eligible for UBII, persons have to be aged between 15 and 64 years and be able
to work for at least 15 hours per week. |t is important to note that unemployment is not a
prerequisite for receipt of UBII. Individuals who are employed but whose household income is

4This reform was the last part of a series of four major reforms of the German labor market which were
enacted between 2003 and 2005. These reforms have become known as "Hartz reforms' named after the chairman
of the commission proposing the reforms. Since the reform of the welfare system is the last of the four reforms
it is also referred to as the "Hartz 1V reform'. See Jacobi and Kluve (2007) for a description of all four "Hartz
reforms’.



too low are also eligible for UBII. Claimants capable of work have to register with the local
welfare agency and are obliged to participate in welfare-to-work programs. This obligation
marks an important change in German welfare policy since for the prst time welfare recipients
are a target group of labor market activation. Before 2005, hardly any ePort was made to
reintegrate these persons into the labor market and welfare solely relied on passive benept
payments. Since 2005, the welfare recipients' rights and duties in the activation process are set
out in a so-called “integration contract' (Eingliederungsvereinbarung), an agreement between
the welfare agency and the benept recipient containing obligations with respect to program
participation and job search activities, as well as detailing the services provided by the welfare
agency. The integration contract is usually set up after the prst meeting of a welfare recipient
with the caseworker.

The caseworker counsels and advises the welfare recipient and decides about placement in
welfare-to-work programs. If the caseworker detects non-compliance of the UBII recipient during
the activation process, the welfare agency has the option of imposing a sanction by benept
revocation. Welfare recipients are informed about the possibility of sanctions in the integration
contract and each time they are assigned to a program. Sanctions have a duration of three
months and can be imposed for various reasons. For minor non-compliances, such as the failure
to report to the welfare agency, benepts are cut by 10%.|§] More severe infringements (lack of job
search epPort, refusal to accept a suitable job oPer, refusal to participate in a program) lead to a
benept reduction of 30%. In case of repeated incidents of severe infringements within one year,
a second (60% cut) or a third sanction (100% cut) can be imposed.ﬁ] For UBII recipients below
25 years of age, benepts can be reduced by 100% even for the prst incident of non-compliance.

3 Data

The empirical analysis is based on a unique data set that combines various diPerent data
sources. The core of these data is a two-wave panel survey of welfare recipients who received
UBII in October 2006 or entered UBII receipt in the second half of 2006. These individuals
were randomly sampled from the administrative records of the Federal Employment Agency.
In the survey, two computer-assisted telephone interviews were conducted in the beginning of
2007 (January to April) and about one year later (November 2007 to March 2008). In the prst
wave, 24.563 interviews were realized, which form the basis for the analysis presented here.

The sample is stratiped according to the following characteristics: age (15-24, 25-49, 50-64),
children younger than three years living in the household and lone parent status. Furthermore,
the sample is restricted to 154 out of 439 German welfare agencies. In each of these agencies,

5The basis for the sanction is the standard UBII.
SA similar possibility exists in the case of minor non-compliances where sanctions can be increased stepwise
by 10% up to a cut of 100%.



between 100 and 300 interviews were conducted. The 154 agencies are chosen partly as a random
selection of agencies, partly as nearest neighbors of those agencies randomly selected (see |IAW
and ZEW (2006)). Our results relate to those individuals who are registered at one of these
agencies. See Figure [A.7]in the appendix for an illustration of the sampled agencies. In our
gstimation approach we use sample weights to account for stratipcation. For more details on
the realization of the survey, see ZEW, IAQ, and TNS Emnid (2008).

The survey includes individual characteristics (e.g. gender, age, marital and parent status,
education, health and disability status, migration background), information on other household
members (number, age and relation to the respondent) and details concerning the labor market
status and history (current labor market state, former spells of insured and minor employment,
former spells of unemployment, UBII receipt, participation in activation programs). Moreover,
it contains information about basic skills (e.g. reading, writing, math and computer skills),
further qualipcations (e.g. driver's license), job search activities and information about benept
sanctions.

Importantly, respondents were asked whether they have ever been sanctioned by their welfare
agency, and, if so, in which month the last sanction was imposed. We use this information to
construct our treatment variable. We depne those individuals as treated who report having
been sanctioned for the prst time and only once between October 2006 and April 2007. Since
we focus on the ePect of the prst sanction imposed, persons with more than one sanction are
deleted from the estimation sample, as earlier sanctions may have been imposed before October
2006. Individuals who explicitly state that they have been sanctioned before the sampling date
are dropped from the data for the same reason. Since we do not have precise information on the
amount of the benept cuts, we are not able to distinguish between diPerent levels of sanctions,
and thus use the information as a binary indicator only. In addition, we impose two further
restrictions on the estimation sample. Since the transition to employment is one of our two
outcome variables of interest, we only look at individuals aged 18 to 57, who were unemployed
at the beginning of their respective UBII spell. Individuals aged 58 or above can opt for the
so-called relieved benept entitlement. Within this scheme they are no longer required to actively
search for employment, but remain on welfare benepts until retirement age. Individuals aged
15 to 17 are subject to compulsory schooling and cannot be expected to take up employment.
Due to these restrictions, our sample size reduces to 15.361 observations[’]

To provide the outcome variables of interest (departure from welfare receipt and transition to
employment), administrative data from the Federal Employment Agency are merged to the
survey data. These administrative data contain labor market states on a monthly basis for
each individual up to December 2007, thus allowing us to follow each sanctioned person for at

In detail, we drop 845 individuals aged 15 to 17, 2.116 persons aged 58 to 64 and 3.771 welfare recipients who
are employed. Moreover, we exclude 811 persons with more than one sanction, 989 individuals with a sanction
before the sampling date, 181 welfare recipients with a sanction in a former UBII spell and 489 observations with
missing information.



least eight months after the imposition of the sanction. For instance, for a person sanctioned
in January 2007 we examine the labor market states from February to September 2007, and
for a person sanctioned in April 2007 we use information on the period from May to December
2007. In order to compare the sanctioned individuals with the control group, we construct a
hypothetical sanction date for the non-sanctioned group by drawing randomly from a uniform
distribution of sanction dates from the period of October 2006 to April 2007 for each individual,
i.e. the probability of receiving a (hypothetical) sanction in each of these months is assumed to be
1/7. Given this (hypothetical) sanction date, the non-sanctioned group is also followed for eight
months.[ﬂ The economic conditions during this observation period were quite favorable. In 2006
German GDP grew by 2.9% and in 2007 by 2.5%. However, while the number of UB recipients
decreased strongly in 2007 (yearly average of 1.253 million UB recipients in 2007 compared to
1.664 million in 2006), there was almost no decline in the number of welfare recipients (5.277
million in 2007 compared to 5.392 million in 2006)ﬂ

The combined administrative and survey data were linked to additional data at the agency
level collected via surveys and case studies in all 154 sampled agencies in 2006 and 2007. They
include variables that characterize the welfare agencies' organizational structure (e.g. type of
case management, counseling concept, placement approach, mix of active labor market policies,
number and qualipcation of caseworkers). Furthermore, regional information is added re ecting
labor market conditions (e.g. share of unemployed persons, share of welfare recipients, GDP
per worker).

4 Estimation Approach

To estimate the ePect of a sanction on employment and the drop-out from welfare receipt,
consider the linear probability model

Y = X3 + Sif + u; (1)

where Y; is the binary outcome variable of interest (for example, Y; = 1 denotes employment
of individual 7 and Y; = 0 denotes non-employment), X; is a vector of covariates (at individual
and regional/agency level) and S; is a dummy variable indicating whether individual ¢ has
been sanctioned (S; = 1) or not (S; = 0). Under the additional assumption that the error
term u; has zero mean conditional on all covariates X; and S;, one could apply simple OLS
gstimation to identify the ebPects of the right-hand side variables on Y;. However, we cannot

81n some cases welfare recipients appeal against the imposition of a sanction. Social courts then have to decide
on the legitimacy of the sanction. The average duration of litigations in these instances was 13.7 months in 2007
(see Statistisches Bundesamt (2009)). This period is considerably longer than our observation period of eight
months. Therefore, we do not expect that a potential appeal of sanctioned survey participant against the benept
cut abects his or her behavior in our observation window. Since the sanction is in force despite the appeal, there
is the same incentive to increase job search ePort as in the case without an appeal.

9Figures according to the Federal Statistical 0 Zce (www.destatis.de) and the Federal Employment Agency
(www.arbeitsagentur.de).



rule out that S; is endogenous in our case, i.e. it may be that Cov(S;,u;) & 0. In this case
an OLS estimate of the sanction ePect on Y; would be biased. Endogeneity of S; could be
due to diPerent reasons. For example, there could be a negative selection process driven by
motivation or other unobservable factors such that individuals with unfavorable characteristics
are sanctioned with higher probability. As a result, the OLS estimate of the ePect of S; on Y;
would be underestimated. However, there could also be a positive selection process initiated by
caseworkers if those with unfavorable characteristics are not activated and thus not sanctioned.
A positive selection of this kind would result in an overestimated ePect of S; on Y;. Hence, the
bias of a simple OLS estimation is undetermined ex-ante.

To overcome the potential endogeneity of S; we use an instrumental variable approach to esti-
mate the sanction ePect on the outcome variable Y;. Specipcally, we consider a binary instrument
Z such that the prst stage equation of a two-stage least squares estimator can be written as

Si = Zi6 + X;a + ¢ (2)

where X; is the same vector of covariates as in equation (1) and ¢; is an error term with zero
conditional mean. We allow this error term and the error term w; of equation (H]) to be correlated
across observations from the same agency. Under this specipcation the two-stage least squares
estimator provides an estimate of ¢ in equation () that can be interpreted as a local average
treatment ePect (LATE, see Imbens and Angrist, 1994)[T_U]: It measures the impact of a benept
cut on those individuals who get a sanction when Z changes its value from 0 to 1.

As an instrument Z we use two diPerent variables: the sanction strategy of welfare agencies
as reported by the agency managers (denoted as Z;) and, alternatively, the actually observed
sanction rate within the agencies (denoted as Z5).

Welfare agencies play a crucial role for the use of sanctions since they have substantial discretion.
Whether or not a sanction is actually imposed depends not only on the detected infringement
but also on the general sanction policy of the welfare agency. Some agencies have a high aZnity
for sanctions whereas other agencies are more reserved. In the surveys and case studies at
agency level described in section [3, agency managers were asked about the use and importance
of sanctions within their agencies. The answers of managers were classiped as depicted in Table
m

The distribution of answers makes clear that benept sanctions are valued diPerently across wel-
fare agencies. While some agencies use sanctions only to comply with legal requirements, other
agencies either apply sanctions more frequently, perhaps even when minor non-compliances of
clients are detected, or less frequently, so that not all infringements are punished. The agency

10 Alternatively, instead of a two-stage least squares estimator we could also use a bivariate probit model to
estimate 6 taking into account the binary nature of Y; and S; (see, e.g. Evans and Schwab, 1995). Both methods
rely on diPerent assumptions but yield similar results.



Table 1: The use of sanctions in welfare agencies (number of agencies in brackets)

a) Sanctions are part of the activation strategy and applied frequently (32)
b) Sanctions are supported but are not part of the activation strategy (41)
¢) Sanctions are used to comply with legal requirements (41)
d) Sanctions are regarded sceptically, but nevertheless are used (21)
e) Sanctions have no special role (neither positively nor negatively) (12)
f) Sanctions are rarely used (5)
g) Sanctions are used for general monitoring purposes, but are not re- (2)

garded as useful in single cases

will therefore have an impact on the individual probability of being sanctioned.@ Option a) of
Table [T] diPerentiates between agencies that strategically impose sanctions with high incidence
as opposed to agencies that do not. We use this diPerentiation to specify our prst instrument
Z1, which has value one if an individual is registered at an agency that frequently imposes
sanctions as part of its activation strategy and which is zero otherwise, i.e. if the welfare agency
is classiped as one of the options b) to g) of Table [T Using Z; as an instrument, the estimate
of 6 depicts the LATE of a sanction on those individuals who are sanctioned in an agency
that frequently imposes sanctions and who would not be sanctioned in another (more reserved)
agency. Thus, this LATE can be interpreted as an estimate of a more intensive use of sanctions.

For our alternative instrument Z, we make use of the actually observed sanction rates within
the agencies. The sanction rate of an agency is depned to be the share of individuals registered
at the respective agency who received a benept cut between October 2006 and April 2007{12]
To obtain a binary instrument, we diPerentiate between agencies with a sanction rate above
the median (Z> = 1) and agencies with a sanction rate below the median (Z, = 0). Under this
specipcation we estimate the LATE of a sanction on those individuals who would be sanctioned
if the agency decided to increase the sanction rate from below to above the median level. Again,
this ePect can be interpreted as an estimate of a more intensive use of sanctions.

No matter which instrument Z is used, the identipcation of a LATE depends on three conditions:

1) Z is a valid instrument, i.e. Cov(Z;,u;) = 0 and Z; is partially correlated with S; once it
is controlled for X5

'An important instrument for the agencies' management in implementing a strategy are local guidelines
(verhaltenslenkende Weisungen) for caseworkers. These guidelines are issued to control caseworker behavior in
general. Specipcally, in some agencies they may be used in order to induce caseworkers to impose sanctions
frequently. Other welfare agencies might follow a milder sanction policy and refrain from encouraging or even
discourage caseworkers from imposing sanctions. Therefore, the sanction strategy in uences caseworkers' actions
and, consequently, creates variation in the use of sanctions across welfare agencies.

12Both instruments Z; and Z, are highly correlated since the strategy of imposing sanctions frequently leads
to a relatively high sanction rate within an agency, as will be shown in more detail in section

3|n our specipcation we control for sex, age, schooling, migration background, household size, number of
children, obstacles to employment, labor market status before welfare receipt, previous unemployment spells,
regional information and the duration of the current welfare spell. The duration of the welfare spell is measured



2) The probability of being sanctioned changes with the value of Z.

3) Individuals that are sanctioned in agencies of the type Z = 0 must also be sanctioned in
agencies of the type Z = 1. And those individuals who are not sanctioned under Z = 1
should not be sanctioned under Z = 0 either (monotonicity assumption).

In the following, we verify these conditions referring to instrument Z;, the sanction strategy
of welfare agencies. A similar reasoning also applies for instrument Z,. The monotonicity
assumption is not testable, but it is very likely to hold in our case. If a sanction is imposed on
an individual that is registered at an agency which rarely uses sanctions, the non-compliance
must be severe and should also be detected and punished in an agency that sanctions frequently
and cuts benepts even for minor infringements. Condition 2) is also satisped. As will be shown
in more detail in section B} the sanction rate is indeed larger in agencies that frequently impose
sanctions as part of their activation strategy. Therefore, the probability of an individual getting
a sanction increases when Z; changes its value from zero to one. The partial correlation between
Z1 and S; as required in condition 1) also exists and will be discussed in more detail in the next
section.

The pnal condition that has to be shown to hold is Cov(Z1,u;) = 0. This condition requires
that Z; has no direct causal ePect on Y;. A direct ePect would exist if individuals changed their
behavior due to the actual realization of Z;. This, however, is highly unlikely. The welfare
agency's sanction strategy is not communicated to its clients. Hence, individuals do not know
whether or not sanctions are used frequently in their agency. Therefore, they cannot draw
comparisons with other agencies, whose strategies are even more diZcult to pnd out. Thus,
there should not be any behavioral response of individuals to the sanction strategy. |f welfare
recipients were aware of the sanction strategies of the agencies, the only way to avoid a tough
sanction regime for a person registered at an agency that frequently imposes sanctions would
be to move to another region, since individuals are forced to register with the agency at the
place of residence. However, pnancial constraints are likely to prevent welfare recipients from
moving. In addition, welfare agencies are quite reluctant to support a move since they would
have to pay most of the costs.

It is also unlikely that the socio-demographic composition of the welfare recipients or the labor
market situation drives an agency to adopt a certain sanction strategy. As can be seen from
Figure[A.Z]in the appendix, agencies that sanction frequently and agencies that do not, appear
to be distributed more or less randomly across the sampled regions. In many cases, agencies
that sanction frequently and non-frequently directly border each other. In the city of Berlin
pve welfare agencies are sampled. Two of them use sanctions frequently whereas three do not.

as the number of months on benepts before the sampling date in October 2006. Due to the time span between
sampling and interview date, not all individuals report a starting date of welfare receipt before October 2006.
Some left and re-entered the welfare system during fall and winter 2006/2007 and thus report a starting date
after October 2006. For these individuals the duration variable is set to 0. An additional dummy variable takes
these late starting dates into account.
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Since Berlin can be regarded as a single labor market, which is identical for all pve agencies
within the city, and since the composition of welfare recipients in these pve agencies is quite
similar, it is unlikely that the sanction strategy of an agency depends on the labor market state
or the sociodemographic characteristics of the welfare recipients. A similar picture arises with
respect to the actually observed sanction rates within the agencies (see Figure [A.3). Given
this (descriptive) evidence we conclude that both Z; and Z, satisfy all requirements to be valid
instruments for the identipcation of the LATEs we want to estimate via equations (1) and (2).
Our estimation results are presented in the next section.

5 Empirical Analysis
5.1 Descriptive Evidence

Before we present and discuss our estimation results, we provide descriptive statistics on the
sanction strategy (Z;) and the actually observed sanction rates (Z>) in Table[2

Table 2: Sanction rates and number of observations

Full sample
4.34%
Z1 =0 Z1 =1 Zy =10 Zy =1
4.01% 5.75% 1.89% 6.54%
Sanctioned 500 167 137 530
Non-sanctioned 11957 2737 7121 7573
Total observations 15361

Remarks: Z; refers to the sanction strategy of welfare agencies. Z; = 0 denotes less strict
agencies and Z; = 1 denotes frequently sanctioning agencies. Z, refers to the actually observed
sanction rates within welfare agencies. Z, = 0 denotes agencies with a sanction rate below the
median and Z> = 1 denotes agencies with a sanction rate above the median.

The agency strategy of applying sanctions frequently is indeed highly correlated with the im-
position of sanctions as reported by the individuals in the survey. While in the full sample
comprising all 154 welfare agencies 4.34% of the interviewees received a sanction between Octo-
ber 2006 and April 2007, the sanction rate is signipcantly larger for agencies that apply sanctions
frequently as part of their activation strategy. Within these agencies the sanction rate amounts
t0 5.75%, compared to 4.01% in the remaining agencies. This is a remarkable diPerence bearing
in mind that the two variables considered are measured at diPerent levels and that the sanction
strategy varies at the agency level only. The diPerence is even larger when we look at the
actually observed sanction rates. In agencies with a sanction rate above the median, 6.54% of
welfare recipients received a sanction, while for the other agencies we observe a sanction rate of
1.89% only. Given these diPerences, both Z; and Zs fulpll the second requirement mentioned
in section 4 to identify a LATE: The probability of being sanctioned changes with the value of
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the instrument. In the remaining part of the analysis we will mainly focus on Z; and use Z, to
check the robustness of our results.

Table [3] presents descriptive statistics. We compare means of the variables used as covariates
in the econometric analysis for sanctioned and for non-sanctioned individuals and for those
individuals registered at agencies that frequently impose sanctions and for indivduals registered
at all other agencies. In addition, p-values of ¢-tests on the equality of means are displayed to
allow for a meaningful discussion of diPerences.

The left-hand side of Table [3shows that male, younger, and less qualiped individuals are most
likely to have a benept sanction imposed on them. Moreover, singles, and, to a lesser degree,
individuals without children are relatively frequently subject to sanctions. Disabled persons
and those with care obligations are less likely to receive a sanction. There also exist regional
diPerences in sanction probabilities. In East Germany a smaller number of sanctions are imposed
as compared to West Germany. In general, the better the labor market conditions, the more
sanctions are imposed, as is re ected by the diPerences with respect to unemployment rates
and the GDP (both measured one year before the welfare reform in December 2003). However,
no signipcant diPerences in sanction probabilities exist with respect to the share of welfare
recipients in a regionE]

The middle part of Table [3| clearly shows that agencies with diPerent sanction strategies are
quite similar with respect to the composition of their clients. Only small diPerences are appar-
ent concerning schooling achievement, household composition and migration status. Slightly
more singles, persons without children, and persons with the lowest school leaving certipcate
(secondary general school) are registered at agencies that frequently impose sanctions than at
the other agencies. Migrants are somewhat under-represented. More important diPerences exist
with respect to regional characteristics. In rural areas, agencies seem to impose fewer sanctions
than in urban districts. For East Germans, the probability of being registered at an agency
with a tough sanction policy is a little higher than for West Germans. No clear picture arises
with respect to the macroeconomic variables. While agencies that apply sanctions frequently
are over-represented in regions with a high welfare-to-population ratio, almost no diPerence
exists with respect to the unemployment rate. We do not detect any statistically signipcant
diPerence with respect to GDP, either. Thus, the labor market state does not seem to determine
the sanction strategy of an agency, as is required for a strategy in order to be a valid instru-
ment. Nevertheless, the descriptive analysis makes it clear that one should control for regional
variables when estimating the ePect of benept cuts. This is particularly important when using

4The welfare ratio is also measured in December 2003, but does not include former UA recipients and thus
refers to former SA recipients only. All three macroeconomic variables (unemployment ratio, GDP and welfare
ratio) have been collected for all 439 welfare agencies in Germany. Agencies that face an unemployment rate
larger than the 75" percentile of all unemployment rates across agencies are considered as agencies with a high
unemployment rate and individuals registered at these agencies are classiped respectively. The same procedure
applies for GDP and the welfare ratio.
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instrument Z,. As can be seen from the right-hand side of Table[3] diPerences between agencies
with Z, = 0 and Z, = 1 are somewhat larger than between agencies with Z; = 0 and Z; = 1.

Table 3: Descriptive statistics

S=0 S=1 p-val Zy =0 Z; =1 p-val. Zy =0 Zy =1 p-val.
Gender
Male 0.459 0.565 0.000 0.464 0.464 0.973 0.465 0.463 0.821
Age
18-24 0.203 0.381 0.000 0.210 0.217 0.422 0.209 0.213 0.469
25-34 0.207 0.258 0.002 0.209 0.208 0.863 0.205 0.213 0.264
35-44 0.211  0.174 0.023 0.209 0.207 0.798 0.210 0.208 0.726
45-57 0.379 0.187 0.000 0.371 0.368 0.751 0.376 0.366 0.208
Schooling
Secondary general school 0.443 0.505 0.001 0.441 0.466 0.013 0.412 0.475 0.000
Intermediate secondary school 0.338 0.262 0.000 0.338 0.319 0.045 0.376  0.297 0.000
University entrance diploma 0.160 0.123 0.010 0.160 0.154 0.467 0.156 0.161 0.332
Other or missing 0.059 0.109 0.000 0.061 0.061 0.939 0.056 0.066 0.006
Migration background
Migrant 0.247 0.258 0.539 0.252 0.231 0.018 0.223 0.270 0.000
Household size
1 person 0.345 0.402 0.003 0.341 0.376 0.000 0.323 0.370 0.000
2 persons 0.278 0.229 0.006 0.280 0.257 0.011 0.295 0.258 0.000
3 or more persons 0.377 0.369 0.666 0.379 0.367 0.233 0.383 0371 0.155
Number of children
No children 0.611 0.651 0.040 0.609 0.629 0.040 0.610 0.615 0.548
1 child 0.214 0.201 0.425 0.216 0.203 0.140 0.223 0.205 0.006
2 or more children 0.175 0.148 0.075 0.176  0.167 0.293 0.167 0.180 0.030
Obstacles to employment
Disabled person 0.105 0.054 0.000 0.103 0.101 0.766 0.098 0.106 0.119
Care obligation 0.033 0.019 0.055 0.033 0.030 0.488 0.035 0.030 0.065
Status before receipt of welfare benepts
(Minor) employment 0.322 0.396 0.000 0.326 0.325 0.943 0.319 0.331 0.109
Number of previous unemployment spells
0ori 0.389 0.370 0.340 0.387 0.393 0.541 0.391 0.385 0.418
20r3 0.370 0.379 0.624 0.373 0.358 0.130 0.364 0.376 0.150
4 or more 0.183 0.196 0.384 0.183 0.187 0.606 0.188 0.180 0.209
Missing 0.058 0.054 0.644 0.057 0.062 0.317 0.056 0.059 0.428
Regional information
City district 0.300 0.337 0.040 0.289 0.355 0.000 0.283 0.318 0.000
East Germany 0.253 0.153  0.000 0.244 0.267 0.009 0.369 0.140 0.000
Unemployment ratio (high) 0.255 0.160 0.000 0.247 0.263 0.074 0.366 0.147 0.000
GDP (high) 0.286 0.361 0.000 0.291 0.280 0.216 0.209 0.360 0.000
Welfare ratio (high) 0.284 0.289 0.779 0.276 0.323 0.000 0.281 0.287 0.404
Current welfare spell
Months in welfare before 10/2006 12,437 10,927 0.000 12,356 12,440 0.660 12.806 11.982 0.000
Start after 10/2006 or missing 0.183 0.178 0.774 0.186 0.170 0.047 0.183 0.182 0.912
Observations 14694 667 15361 12457 2904 15361 7258 8103 15361

Remarks: S = 0 denotes non-sanctioned individuals and S = 1 denotes sanctioned individuals.

Z, refers to
the sanction strategy of welfare agencies. Z; = 0 denotes less strict agencies and Z; = 1 denotes frequently
sanctioning agencies. Z» refers to the actually observed sanction rates within welfare agencies. Z, = 0 denotes
welfare agencies with a sanction rate below the median and Z, = 1 denotes agencies with a sanction rate above
the median. The p-values derive from t-tests on the equality of means of the displayed variables for S = 0 and S
=1,for Z; = 0and Z; = 1 and for Z, = 0 and Z, = 1, respectively.

Table[displays the means of our outcome variables. The columns contain mean rates of out ow
from welfare and employment for sanctioned and non-sanctioned individuals registered either at
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agencies that frequently impose sanctions or at agencies that do not. The means of the variables
are measured for the prst eight months after the (hypothetical) sanction dateF_5]

Table 4. Description of outcome variables based on instrument Z;

Out ow from welfare Employment uptake
Zy =0 Zp =1 Zy =0 Zp =1

S=0 S=1 S=0 S =1 S=0 S=1 S=0 S=1
Month
1 1343 1320 .1363 317 .1208 .0780 1231 .0659
2 1390 .1400 1491 377 1298 .0980 1323 1198
3 1516 .1640 1589 .1856 1390 1180 .1363 1617
4 .1688 1840 1728 .2335 1525 1220 1513 .2096
5 .1863 .2320 1973 .2814 .1699 .1300 1695 .2395
6 .2036 .2560 .2189 .3293 1822 1520 1841 .2635
7 .2233 .2680 .2364 .3533 .1903 1700 .2010 2754
8 .2409 .2860 .2554 .3413 1985 .1860 .2057 .2814

Remarks: S = 0 denotes non-sanctioned individuals and S = 1 denotes sanctioned individuals. Z; refers to
the sanction strategy of welfare agencies. Z; = 0 denotes less strict agencies and Z; = 1 denotes agencies that
frequently apply sanctions.

As can be seen from Table [4 the share of persons leaving the welfare system and taking up
employment increases over time in all subgroups. For example, 13.43% of the non-sanctioned
persons who are registered at agencies that do not frequently impose sanctions have left the
welfare system one month after the (hypothetical) sanction date. This share increases steadily
and amounts to 24.09% eight months after the (hypothetical) sanction. For the sanctioned
group in the same agencies we observe an increase in the out ow rate from 13.20% to 28.60%.
A similar picture arises with respect to employment uptake. However, the employment rates
at the end of the observation period are not as high as the out ow rates from welfare since
we only look at employment subject to social insurance contributionsE] Under this restricted
depnition, 12.08% of the non-sanctioned group in less strict agencies take up employment one
month after the (hypothetical) sanction, whereas after eight months 19.85% of the individuals
have found a job. For the sanctioned persons in the same agencies, employment probabilities
increase from 7.80% to 18.60%.

Interestingly, we observe a more pronounced increase both in the out ow rate from welfare
and in the employment probability for the sanctioned individuals and in particular for the
sanctioned persons in agencies that frequently impose sanctions. Within these agencies, 13.17%
of the persons with a benept cut leave the welfare system one month after the sanction. Eight
months after the sanction more than one third of the sanctioned individuals have overcome
welfare dependency. Similarly, the employment probability increases from 6.59% to 28.14%.

15Gge Tablein the appendix for the corresponding statistics based on instrument Z>. These statistics show
a similar pattern to those presented in Tableﬁ] based on Z;.

16The administrative data that we use to measure our outcome variables do not contain information about
spells of marginal employment not subject to social security contributions. Similarly, self-employment is also
excluded from the depnition. Welfare recipients could also leave the welfare system for other reasons without
taking up any kind of employment.
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Out ow from benept receipt and employment rates for sanctioned individuals start at a lower
level than the corresponding pgures of the non-sanctioned. This might re ect the fact that the
sanctioned persons are a selective group that faces disadvantages with respect to labor market
participation. As shown in Table[3) for example, the less qualiped persons are over-represented
among the sanctioned group. However, at the end of our observation period the sanctioned
persons do better than the non-sanctioned individuals. The only exception is employment
uptake in agencies that do not frequently impose sanctions. Here, employment rates after eight
months are a little lower for sanctioned persons than for non-sanctioned persons. Given the
large increase in employment rates among the sanctioned individuals, however, this group is
likely to catch up and to overtake the group of the non-sanctioned shortly after our observation
period ends. Thus, the numbers displayed in Table 4 provide prst descriptive evidence for the
ePectiveness of sanctions.

5.2 Estimation Results

Our econometric analysis conprms the descriptive evidence. Before describing the results in
detail, we brie y look at the prst stage regression results. The prst stage regression is identical
for each outcome variable (welfare receipt and employment uptake in the prst eight months
after the (hypothetical) sanction date) and is presented for instrument Z; in the left part of
Table[5] As can be seen from the table, our instrument has a signipcantly positive ePect on the
sanction probability. Individuals registered at agencies that frequently impose sanctions face
a 2.86 percentage point higher probability of getting a sanction than individuals registered at
the other agencies. Given the low average sanction rate on average, this is a large ePect. The
ePect is also large in absolute terms when compared to the coeZcients of the other covariates
included in the model[™]

The F statistic for signipcance of the instrument Z; in the prst stage regression is 10.64. It
is thus close to the threshold value of 10 suggested by Staiger and Stock (1997) to indicate a
potential weak instrument problem{r_g] To investigate whether a weak instrument problem is
in fact present, we use the second instrument Z, which diPerentiates between agencies with
a sanction rate above and below the median level. In this case, we estimate an even larger

17\With respect to the other covariates we observe that men are more likely to receive benept cuts than women.
Younger individuals (aged 18 to 24) face a higher risk of being sanctioned than do older people. In addition, the
less educated are relatively prone to sanctions. Individuals with the lowest educational achievement (secondary
general school) have a 1.3 to 2.1 higher sanction probability than persons with an intermediate secondary school
degree or a university entrance diploma, respectively. Household size and the number of children do not in uence
the sanction probability. Disabled persons and persons with care obligations are less likely to receive a benept
cut but the ePect is not statistically signipcant. No diPerences are found between migrants and German natives.
Those individuals who have been employed before UBII receipt are more likely to get a sanction since caseworkers
may regard sanctions as ePective within this group. Previous spells of unemployment do not matter, nor do the
regional variables included in the model have any ePect on the sanction probability. Therefore, labor market or
economic conditions in the regions do not in uence or determine whether a person is sanctioned or not.

18We rely on this rule of thumb since we cannot apply the tests proposed by Stock and Yogo (2005) because
we use only one instrument and do not assume homoscedastic errors, but allow for clustering at the agency level.
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impact on the individual sanction probability in the prst stage regression. As can be seen from
the right-hand side of Table [5 the coeZcient of the instrument Z, is highly signipcant and
amounts to 4.78 percentage points. The F statistic is 122.09 and thus considerably larger than
the threshold value. Therefore, besides giving further insight into the ePectiveness of sanctions,
Zo also allows us to assess how precisely the sanction ePect is estimated using instrument Z;.

Table 5: First stage results based on instruments Z;, and Z»

Z1 Zo
Z 0.0286 0.0478
(0.0087)  (0.0043)

Gender (reference: female)
Male 0.0177 0.0184
(0.0051) (0.0051)

Age (reference: 25 to 34 years)

18 to 24 years 0.0184 0.0180
(0.0101)) (0.0101)
35 to 44 years -0.0171 -0.0172
(0.0084) (0.0085)
45 to 57 years -0.0337 -0.0345

(0.0097) (0.0097)
Schooling (reference: secondary general school)

Intermediate secondary school -0.0131 -0.0116
(0.0053) (0.0053)
University entrance diploma -0.0214 -0.0203
(0.0082) (0.0083)
Other or missing 0.0097 0.0091

(0.0110) (0.0109)
Migration background (reference: non-migrants)
Migrant 0.0049 0.0044

(0.0074) (0.0072)
Household size (reference: 2 Persons)

1 Person 0.0090 0.0077
(0.0067) (0.0068)
3 or more persons -0.0046 -0.0046

(0.0063) (0.0062)
Number of children (reference: 1 child )

No children -0.0010 -0.0018
(0.0069) (0.0069)
2 or more children -0.0050 -0.0070

(0.0072)  (0.0071)

Obstacles to employment

Disabled -0.0078 -0.0085
(0.0133) (0.0135)
Care obligation -0.0106 -0.0063

(0.0099) (0.0098)
Status before receipt of welfare benepts
(Minor) employment 0.0141 0.0136
(0.0058) (0.0058)
Number of previous unemployment spells (reference: 2 or 3)

0ori -0.0014 -0.0007
(0.0047) (0.0046)
4 or more 0.0140 0.0139
(0.0095) (0.0095)
Missing 0.0043 0.0046

(0.0104)  (0.0103)

Regional information
City District 0.0088 0.0110
Continued on next page
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Table 5: First stage results based on instruments Z; and Z» (continued)

Z1 Zs
(0.0085) (0.0086)
East Germany -0.0179 -0.0043
(0.0142) (0.0114)
Unemployment ratio (high) -0.0001 -0.0023
(0.0139) (0.0105)
GDP (high) 0.0025 -0.0036
(0.0077) (0.0064)
Welfare ratio (high) -0.0052 -0.0041

(0.0074)  (0.0077)

Current welfare spell

Months in welfare before 10/2006 -0.0007 -0.0006
(0.0005) (0.0005)
Start after 10/2006 or missing -0.0229 -0.0205
(0.0103) (0.0104)
Constant 0.0594 0.0370
(0.0103) (0.0106)
Observations 15361 15361
F statistic 10.64 122.09

Remarks: F statistics derive from tests of signipcance of
the instrumental variable Z in the prst stage regressions.
Z refers to the sanction strategy of welfare agencies and
Z refers to the actually observed sanction rates within
the agencies.

Based on Z;, the upper part of Table [6] provides the estimation results for the ePect of a
sanction on further welfare receipt in the prst eight months after the (hypothetical) benept
cut[™ The negative coeZcients of the sanction variable reveal that the out ow from welfare
increases due to an imposed sanction even after controlling for a number of individual and
regional characteristics. In the prst three months the ePect is modest and not statistically
signipcant. This probably re ects the fact that even if a sanction induces individuals to search
more intensively for employment, it may take some time until they pnd a job that generates
a suZcient income. In the fourth month we observe a large increase in the out ow rate. The
ePect becomes statistically signipcant in the pfth month and amounts to 0.743 at the end of the
observation period. This pgure indicates that a benept cut increases the probability of leaving
the welfare system within eight months after the benept cut by 74.3 percentage points and thus
constitutes a very considerable sanction ePect.

The precision of the estimated ePects, however, suPers from large standard errors. Therefore,
we use instrument Zs to check for robustness. As can be seen from the lower part of Table
[6, the results based on this instrument are similar to the results obtained using Z;, but are
more precisely estimated as re ected by the lower standard errors. Again, we observe a modest

191n the estimation concerning welfare receipt we depne the dependent variable as 1 if an individual is still in
the welfare system and receives benepts and as 0 otherwise. Therefore, we estimate the ePect of a sanction on the
probability of staying dependent on welfare. We could also depne the variable the other way round, as was done
for convenience in Table [4] to facilitate the comparison of drop-out rates from welfare with employment rates.
The depnition of the outcome variable does not in uence the results. See Table [A.2] for the detailed estimation
results including all considered covariates.
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and insignipcant sanction ePect in the prst three months after the benept cut, followed by a
jump in the out ow rate from welfare in the fourth month. The sanction ePect in this month
is highly signipcant. It amounts to 51.56 percentage points and is thus even larger than the
ePect of 38.2 percentage points measured with instrument Z;. In the following months, the
ePect is statistically signipcant throughout and shows a similar pattern of development as in
the specipcation with Z;. At the end of our observation period the ePect amounts to nearly
70 percentage points, which is only a little less than the ePect measured on the basis of Z;
(74.3 percentage points). Given the similarity between the two estimates, we conclude that our
estimation approach does not suber from a weak instrument problem. The sanction ePect is of
considerable size.

Table 6: 2SLS estimates on welfare receipt

Month 1 2 3 4 5 6 7 8
Sanction 0.0343 -0.1312 -0.0162 -0.3823 -0.5624 -0.7394 -0.5572 -0.7433
(based on Z1) (0.3090) (0.3013) (0.3285) (0.2966) (0.3339) (0.3459) (0.4158) (0.4305)
Sanction -0.2039 -0.1793 -0.2992 -0.5156 -0.5414 -0.6227 -0.7153 -0.6881
(based on Z») (0.2073) (0.1809) (0.1832) (0.1879) (0.1757) (0.1790) (0.2327) (0.2255)
Observations 15361

Remarks: The upper part of the table refers to the estimation in which Z; (sanction strategy of welfare agencies)
is used as instrument, the lower part of the table refers to the estimation in which Z, (actually observed sanction
rates within welfare agencies) is used as instrument. Detailed results for Z; including all covariates are displayed
in Table[A-Z]in the appendix. The detailed results for Z, are very similar and not shown here. They are available
upon request.

Table [7] contains the treatment ebects if the transition to employment (employment subject to
social security contributions) is considered as the dependent variable. For the results in the
upper part of the table, instrument Z; was used. We estimate that the probability of pnding
a job after a sanction is imposed increases by 20 to 25 percentage points at the beginning of
our observation period. It then rises to 50 to 60 percentage points from the third to sixth
month after the benept cut and increases further to around 80 percentage points at the end
of the period under consideration, when the ePect is also statistically signipcant. Again, this
is a fairly strong sanction ePect but, unfortunately, the precision of the estimate suPers from
high standard errors and the up-and-down movement in the size of the estimated coeZ cients.
Therefore, we look once more at the corresponding results using Z, as instrumental variable
(see the lower part of Table . Here we observe a similar up-and-down pattern in the size
of coeZcients. However, while the estimates are larger in magnitude at the beginning of the
observation period compared to the estimates based on Z;, they are somewhat lower at the end.
In the last month of the observation period the ePect amounts to about 55 percentage points.
The sanction ePect is thus still large and highly signipcant. It states that the probability of a
welfare recipient pnding a job increases by more than 50 percentage points when the welfare
agency decides to increase the sanction rate from below to above the median level.
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The smaller size of the coeZcients for the treatment variable in the estimation approach using
Zs as instrument is not necessarily due to the reduced variance of the estimates. It may be the
case that a tough sanction strategy has an ePect per se and induces more out ow from welfare to
work than can be measured by just looking at statistical sanction rates within welfare agencies.
Thus, the ePect of 55 percentage points estimated with Z; might be regarded as a lower bound
of the sanction ePect on employment. Likewise, the estimated ePect of 80 percentage points
using Z; might be regarded as an upper bound. Therefore, we conclude that the sanction ePect
on employment is in a similar range as the ePect on welfare receipt, and lies well above 50
percentage points. These pgures pt into the existing literature. For example, van den Berg,
van der Klaauw, and van Ours (2004) pnd that the probability of an average 25-year-old Dutch
welfare recipient in the city of Rotterdam of leaving the welfare system within two years increases
from 66% to 91% if a sanction is imposed after 6 months of being on welfare. For a 50-year-old,
the corresponding probability increases from 29% to 54%.

Table 7: 2SLS estimates on employment

Month 1 2 3 4 5 6 7 8
Sanction 0.2427 0.1723 0.4337 0.5961 0.5001 0.5790 0.8802 0.7991
(based on Z1) (0.3485) (0.3281) (0.3584) (0.3264) (0.3809) (0.3602) (0.3641) (0.3647)
Sanction 0.2880 0.2097 0.2590 0.3678 0.3878 0.4440 0.5595 0.5367
(based on Z») (0.1613) (0.1535) (0.1653) (0.1525) (0.1688) (0.1673) (0.1771) (0.1739)
Observations 15361

Remarks: The upper part of the table refers to the estimation in which Z; (sanction strategy of welfare agencies)
is used as instrument, the lower part of the table refers to the estimation in which Z, (actually observed sanction
rates within welfare agencies) is used as instrument. Detailed results for Z; including all covariates are displayed
in Table[AZ3]in the appendix. The detailed results for Z; are very similar and not shown here. They are available
upon request.

The in uence of the other covariates is as expected but far more modest quantitatively when
compared to the sanction ePect (see Tables[A.2 for welfare receipt and [A.3] for employment).
Older individuals face a higher risk of remaining in welfare receipt than younger persons. The
same is true for less qualiped persons. In the last month of the observation period, the indi-
viduals with the lowest educational achievement (secondary general school) have a nearly 10
percentage point lower probability of leaving the welfare system than persons with the highest
educational achievement (university entrance diploma). Migrants are more likely to stay on
benepts than native Germans. Individuals with children are likewise more at risk of remaining
in the welfare system. However, for persons living in large households (three or more persons)
the probability of terminating welfare benept receipt is larger than in single households and
households with two persons. When care obligations are present, individuals pnd it harder to
leave welfare. Interestingly, the probability of disabled persons leaving the welfare system is
larger than for the non-handicapped. Even though the ePect is not signipcant, it may be that
caseworkers, after a certain amount of time, relabel some of the disabled as not being capable
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of work anymore and therefore shift this group from UBII to welfare aid, which is a last resort
benept, that does not require labor market participation or participation in welfare-to-work
programs. Persons with employment experience immediately before UBII receipt are somewhat
more likely to leave the welfare system. Previous spells of unemployment do not matter much.
With respect to the regional characteristics considered in the estimation, persons living in ur-
ban districts are less likely to leave the welfare system. In addition, persons in regions with a
high welfare ratio (as measured at the end of 2003) face more diZ culties in overcoming welfare
dependency.

The coeZcients of the covariates also show the expected signs when uptake of employment
(subject to social insurance contribution) is considered as the outcome of interest. Men are more
likely to pnd a job than women. Middle-aged individuals (aged 25 to 44) face better employment
prospects than young persons (aged 18 to 24) or the elderly (aged 45 to 57). Employment
chances also increase with the level of educational attainment. Migrants, disabled people and
persons with care obligations have a lower chance of pnding a job. Individuals who have been
employed prior to UBII receipt are more likely to pnd a job, perhaps re ecting the fact that
recent work experience serves as a signal to employers. The number of previous unemployment
spells does not in uence employment chances. With respect to the macroeconomic variables
included in the model, we pnd that persons living in regions with a high GDP have relatively
good chances of pnding a job, whereas employment probabilities are lower in regions with high
welfare ratios. However, as in the case of welfare receipt, the ePects of individual and regional
covariates on employment are quite modest compared to the ePect of sanctions.

We recall that the estimated sanction ePects have to be interpreted as LATEs. They measure
the ePect of a sanction on those individuals who are not sanctioned in an agency with a less
strict sanction regime, but who will be sanctioned if the agency decides to change its policy and
impose sanctions more frequently. Thus, these LATEs can be interpreted as an estimate of the
ePect of an intensiped use of sanctions. Our results show that tightening the sanction policy
will be quite ePective in reducing welfare dependency and increasing employment uptakePf]

6 Conclusion

Recent studies investigating the ePect of sanctions imposed on unemployment benept and wel-
fare benept recipients show that benept cuts substantially reduce unemployment and increase
employment uptake among the sanctioned persons. However, their empirical basis is limited
and it is hard to generalize their pndings. First, the existing studies are restricted to small
geographic areas and thus may be based on a specipc subgroup of benept recipients. Second,

20A11 the results relate to the transition from welfare to work or other employment statuses. Since we do not
have information about match quality and job stability and since our observation period ends in December 2007,
we are not able to consider the long-term ePects of benept sanctions.
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most studies rely on limited individual information. In addition, almost all studies neglect the
fact that the imposition of sanctions not only depends on characteristics of the individual but
also on the policy of the welfare agency at which an individual is registered and which is in
charge of the actual imposition of sanctions.

Our data for German welfare agencies show that benept sanctions are not imposed uniformly
when an individual does not comply with his or her duties during the activation process. Rather,
there is substantial discretion at the agency level determining whether a sanction is applied or
not. While some agencies frequently impose sanctions, the policy of others is less tough. We
use these diPerences in sanction strategies and rates across 154 welfare agencies in Germany as
instrumental variables to estimate the ePect of a benept cut on the rate of terminating welfare
receipt and the uptake of employment. Specipcally, we estimate the ePect of a sanction on
those individuals who are not sanctioned by an agency with a cautious sanction policy but
who are sanctioned by an agency that imposes sanctions more frequently. This LATE can be
interpreted as an estimate of the ePectiveness of an intensiped or general usage of sanctions
since the ePect is estimated for those individuals who are not necessarily sanctioned because
of a severe non-compliance but simply because of the fact that the punishing agency regards
sanctions as an important element of its activation and monitoring regime.

Our results show that the intensiped use of sanctions is quite ePective in reducing welfare
dependency and enhancing employment uptake. A sanction increases the probability of leaving
the welfare system within eight months after the benept cut by about 70 percentage points.
Similarly, the probability of taking up a job subject to social insurance contribution rises by
more than 50 percentage points. Therefore, we conclude that a more intensive use of benept cuts
by welfare agencies will contribute to making the labor market activation of welfare recipients
more ePective and will substantially increase the transition rate from welfare to work.
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Appendix

Table A.1: Description of outcome variables based on instrument Z,

Out ow from welfare Employment uptake
Zy =0 Zoy =1 Zy =0 Zoy =1

S=0 S =1 S=0 S =1 S=0 S =1 S=0 S =1
Month
1 1279 1241 1410 1340 1167 .0657 1254 0774
2 1335 .1460 1478 1377 .1260 .0803 1343 .1094
3 .1456 .1606 1599 A717 1334 .1095 1433 1340
4 1576 1825 .1808 .2000 1438 1168 .1603 .1509
5 1734 .2336 .2023 2472 .1604 241 1787 .1660
6 1901 .2482 2218 2811 1723 .1460 1923 .1887
7 .2074 2774 2430 .2925 1802 1752 .2038 .2019
8 .2250 2774 .2612 .3057 1878 1752 2111 .2189

Remarks: S = 0 denotes non-sanctioned individuals and S = 1 denotes sanctioned individuals. Z, refers to the
actually observed sanction rates within welfare agencies. Z> = 0 denotes welfare agencies with a sanction rate
below the median and Z> = 1 denotes agencies with a sanction rate above the median.
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Table A.2: 2SLS estimates on welfare receipt based on instrument 7,

Month 1 2 3 4 5 6 7 8

Sanction 0.0343 -0.1312 -0.0162 -0.3823 -0.5624 -0.7394 -0.5572 -0.7433
(0.3090) (0.3013) (0.3285) (0.2966) (0.3339) (0.3459) (0.4158) (0.4305)

Gender (reference: female)

Male -0.0167 -0.0141 -0.0029 -0.0002 -0.0038 -0.0008 -0.0116 -0.0038
(0.0096) (0.0100) (0.0097) (0.0096) (0.0101) (0.0108) (0.0118) (0.0120)

Age (reference: 25 to 34 years)

18 to 24 years -0.0505 -0.0428 -0.0343 -0.0182 -0.0184 -0.0028 -0.0060 -0.0017
(0.0129) (0.0148) (0.0139) (0.0144) (0.0160) (0.0169) (0.0194) (0.0192)

35 to 44 years 0.0081 0.0064 0.0144 0.0202 0.0184 0.0147 0.0243 0.0258
(0.0107) (0.0110) (0.0118) (0.0119) (0.0136) (0.0146) (0.0165) (0.0170)

45 to 57 years 0.0540 0.0525 0.0665 0.0735 0.0673 0.0717 0.0850 0.0876
(0.0152) (0.0164) (0.0169) (0.0161) (0.0174) (0.0184) (0.0210) (0.0213)

Schooling (reference: secondary general school)

Intermediate secondary school -0.0319 -0.0412 -0.0471 -0.0494 -0.0497 -0.0568 -0.0582 -0.0699
(0.0101) (0.0095) (0.0090) (0.0099) (0.0101) (0.0112) (0.0113) (0.0122)

University entrance diploma -0.0475 -0.0562 -0.0709 -0.0696 -0.0746 -0.0802 -0.0889 -0.0986
(0.0135) (0.0126) (0.0148) (0.0148) (0.0157) (0.0150) (0.0159) (0.0169)

Other or missing 0.0388 0.0366 0.0404 0.0258 0.0299 0.0239 0.0262 0.0275
(0.0128) (0.0125) (0.0132) (0.0173) (0.0168) (0.0237) (0.0225) (0.0243)

Migration background (reference: non-migrants)

Migrant 0.0290 0.0347 0.0414 0.0394 0.0424 0.0383 0.0353 0.0366
(0.0095) (0.0101) (0.0100) (0.0102) (0.0112) (0.0113) (0.0115) (0.0126)

Household size (reference: 2 Persons)

1 Person 0.0107 0.0160 0.0075 0.0089 0.0069 0.0106 -0.0044 -0.0023
(0.0106) (0.0111) (0.0107) (0.0118) (0.0127) (0.0137) (0.0127) (0.0135)

3 or more persons -0.0494 -0.0595 -0.0618 -0.0628 -0.0665 -0.0759 -0.0807 -0.0872
(0.0104) (0.0108) (0.0104) (0.0108) (0.0127) (0.0131) (0.0146) (0.0151)

Number of children (reference: 1 child )

No children -0.0651 -0.0772 -0.0786 -0.0775 -0.0734 -0.0905 -0.0994 -0.1048
(0.0126) (0.0119) (0.0137) (0.0133) (0.0133) (0.0136) (0.0149) (0.0152)

2 or more children 0.0360 0.0414 0.0393 0.0441 0.0478 0.0482 0.0347 0.0395
(0.0120) (0.0124) (0.0130) (0.0134) (0.0154) (0.0162) (0.0162) (0.0175)

Obstacles to employment

Disabled -0.0039 -0.0031 -0.0047 -0.0217 -0.0187 -0.0074 0.0005 -0.0054
(0.0139) (0.0149) (0.0143) (0.0142) (0.0148) (0.0148) (0.0161) (0.0170)

Care obligation 0.0328 0.0215 0.0348 0.0113 0.0233 0.0275 0.0457 0.0431
(0.0164) (0.0180) (0.0176) (0.0270) (0.0236) (0.0255) (0.0243) (0.0251)

Status before receipt of welfare benepts

(Minor) employment -0.0125 -0.0159 -0.0113 -0.0177 -0.0208 -0.0130 -0.0152 -0.0176
(0.0084) (0.0089) (0.0089) (0.0100) (0.0100) (0.0111) (0.0108) (0.0119)

Number of previous unemployment spells (reference: 2 or 3)

O0ori 0.0267 0.0244 0.0236 0.0157 0.0138 0.0114 0.0042 0.0132
(0.0085) (0.0074) (0.0079) (0.0093) (0.0097) (0.0110) (0.0112) (0.0107)

4 or more 0.0129 0.0091 0.0088 -0.0096 -0.0077 -0.0056 -0.0081  0.0105
(0.0112) (0.0116) (0.0115) (0.0134) (0.0151) (0.0166) (0.0158) (0.0159)

Missing 0.0321 0.0358 0.0307 0.0297 0.0252 0.0374 0.0441 0.0651
(0.0201) (0.0203) (0.0178) (0.0177) (0.0195) (0.0234) (0.0226) (0.0228)

Regional information

City District 0.0054 0.0148 0.0141 0.0109 0.0172 0.0252 0.0278 0.0266
(0.0174) (0.0112) (0.0111) (0.0094) (0.0096) (0.0125) (0.0141) (0.0146)

East Germany 0.0215 0.0200 -0.0000 0.0135 0.0216 0.0331 0.0504 0.0318
(0.0234) (0.0244) (0.0253) (0.0199) (0.0208) (0.0256) (0.0317) (0.0304)

Unemployment ratio (high) 0.0072 0.0039 0.0303 0.0137 0.0053 -0.0023 -0.0068 0.0140
(0.0236) (0.0235) (0.0242) (0.0190) (0.0200) (0.0247) (0.0310) (0.0295)

GDP (high) -0.0149 -0.0171 -0.0170 -0.0148 -0.0154 -0.0164 -0.0115 -0.0076
(0.0126) (0.0101) (0.0101) (0.0100) (0.0092) (0.0100) (0.0121) (0.0125)

Welfare ratio (high) 0.0409 0.0338 0.0295 0.0372 0.0385 0.0352 0.0388 0.0363

Continued on next page
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Table A.2: 2SLS estimates on welfare receipt based on instrument Z;
(continued)

Month 1 2 3 4 5 6 7 8

(0.0131) (0.0100) (0.0098) (0.0089) (0.0090) (0.0114) (0.0131) (0.0135)

Current welfare spell

Months in weliare before 10/2006 0.0037  0.0044 0.0059 0.0065 0.0075 0.0073 0.0080 _ 0.0083
(0.0006) (0.0007) (0.0007) (0.0007) (0.0007) (0.0008) (0.0008) (0.0009)
Start after 10/2006 or missing ~ 0.0231 0.0503 0.0820 0.0970 0.1069 0.0920 0.1009  0.0909
(0.0155) (0.0157) (0.0176) (0.0171) (0.0176) (0.0192) (0.0223) (0.0229)

Constant 0.8373 0.8370 0.7865 0.7783 0.7573 0.7573 0.7291 _ 0.7146
(0.0274) (0.0258) (0.0285) (0.0274) (0.0280) (0.0293) (0.0331) (0.0341)
Observations 15367 15361 15361 15361 15361 15361 15361 15361

Remarks: Estimation is based on instrument Z;, which refers to the sanction strategy of welfare agencies. Z; =
0 denotes less strict agencies and Z; = 1 denotes agencies that frequently apply sanctions.
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Table A.3: 2SLS estimates on employment based on instrument Z;

Month 1 2 3 4 5 6 7 8

Sanction 0.2427 0.1723 0.4337 0.5961 0.5001 0.5790 0.8802 0.7991
(0.3485) (0.3281) (0.3584) (0.3264) (0.3809) (0.3602) (0.3641) (0.3647)

Gender (reference: female)

Male 0.0257 0.0320 0.0276 0.0298 0.0452 0.0514 0.0590 0.0562
(0.0087) (0.0094) (0.0110) (0.0113) (0.0122) (0.0126) (0.0124) (0.0126)

Age (reference: 25 to 34 years)

18 to 24 years -0.0424 -0.0423 -0.0569 -0.0601 -0.0637 -0.0661 -0.0868 -0.0833
(0.0148) (0.0149) (0.0153) (0.0145) (0.0160) (0.0168) (0.0189) (0.0182)

35 to 44 years -0.0099 -0.0155 -0.0125 -0.0132 -0.0094 -0.0045 -0.0065 -0.0026
(0.0111) (0.0106) (0.0109) (0.0120) (0.0144) (0.0156) (0.0170) (0.0161)

45 to 57 years -0.0273 -0.0421 -0.0482 -0.0417 -0.0449 -0.0463 -0.0507 -0.0483
(0.0154) (0.0144) (0.0148) (0.0158) (0.0165) (0.0169) (0.0185) (0.0194)

Schooling (reference: secondary general school)

Intermediate secondary school 0.0320 0.0298 0.0358 0.0399 0.0336 0.0283 0.0421 0.0489
(0.0100) (0.0100) (0.0103) (0.0107) (0.0107) (0.0119) (0.0110) (0.0112)

University entrance diploma 0.0454 0.0406 0.0455 0.0437 0.0381 0.0337 0.0435 0.0538
(0.0149) (0.0161) (0.0165) (0.0168) (0.0167) (0.0163) (0.0159) (0.0158)

Other or missing -0.0346 -0.0406 -0.0396 -0.0438 -0.0345 -0.0484 -0.0432 -0.0616
(0.0114) (0.0148) (0.0152) (0.0164) (0.0199) (0.0197) (0.0227) (0.0219)

Migration background (reference: non-migrants)

Migrant -0.0213 -0.0263 -0.0230 -0.0321 -0.0200 -0.0262 -0.0240 -0.0184
(0.0086) (0.0092) (0.0087) (0.0093) (0.0099) (0.0097) (0.0103) (0.0102)

Household size (reference: 2 Persons)

1 Person -0.0346 -0.0314 -0.0258 -0.0234 -0.0095 -0.0179 -0.0199 -0.0202
(0.0105) (0.0117) (0.0114) (0.0123) (0.0127) (0.0130) (0.0143) (0.0143)

3 or more persons 0.0180 0.0202 0.0151 0.0217 0.0095 0.0099 0.0219 0.0201
(0.0103) (0.0114) (0.0121) (0.0135) (0.0127) (0.0133) (0.0158) (0.0153)

Number of children (reference: 1 child )

No children 0.0142 0.0134 0.0133 0.0120 -0.0020 0.0031 0.0137 0.0126
(0.0111) (0.0120) (0.0129) (0.0130) (0.0129) (0.0127) (0.0156) (0.0149)

2 or more children -0.0075 -0.0207 -0.0212 -0.0203 -0.0161 -0.0120 -0.0217 -0.0235
(0.0122) (0.0109) (0.0126) (0.0140) (0.0151) (0.0149) (0.0170) (0.0173)

Obstacles to employment

Disabled -0.0447 -0.0450 -0.0304 -0.0409 -0.0500 -0.0571 -0.0606 -0.0616
(0.0106) (0.0106) (0.0140) (0.0125) (0.0128) (0.0134) (0.0133) (0.0127)

Care obligation -0.0694 -0.0573 -0.0486 -0.0536 -0.0636 -0.0621 -0.0656 -0.0707
(0.0118) (0.0222) (0.0232) (0.0265) (0.0265) (0.0274) (0.0276) (0.0276)

Status before receipt of welfare benepts

(Minor) employment 0.0451 0.0421 0.0412 0.0349 0.0451 0.0420 0.0441 0.0507
(0.0080) (0.0093) (0.0097) (0.0094) (0.0104) (0.0106) (0.0117) (0.0112)

Number of previous unemployment spells (reference: 2 or 3)

Oori -0.0218 -0.0125 -0.0107 -0.0108 -0.0076 -0.0095 -0.0066 -0.0162
(0.0077) (0.0081) (0.0092) (0.0101) (0.0107) (0.0109) (0.0115) (0.0108)

4 or more 0.0028 0.0109 -0.0003 0.0097 0.0135 0.0120 -0.0017 -0.0041
(0.0118) (0.0119) (0.0121) (0.0124) (0.0134) (0.0148) (0.0159) (0.0146)

Missing -0.0250 -0.0162 -0.0318 -0.0233 -0.0264 -0.0279 -0.0494 -0.0544
(0.0173) (0.0189) (0.0172) (0.0180) (0.0189) (0.0209) (0.0176) (0.0160)

Regional information

City District -0.0071 -0.0014 -0.0025 -0.0087 -0.0114 -0.0141 -0.0188 -0.0125
(0.0099) (0.0098) (0.0106) (0.0109) (0.0118) (0.0109) (0.0121) (0.0119)

East Germany 0.0125 0.0202 0.0271 0.0069 -0.0026 -0.0131 -0.0226 -0.0176
(0.0175) (0.0198) (0.0161) (0.0165) (0.0177) (0.0193) (0.0128) (0.0162)

Unemployment ratio (high) 0.0077 -0.0078 -0.0099 0.0151 0.0280 0.0346 0.0495 0.0390
(0.0162) (0.0191) (0.0140) (0.0156) (0.0159) (0.0185) (0.0103) (0.0138)

GDP (high) 0.0255 0.0263 0.0296 0.0341 0.0405 0.0437 0.0458 0.0452
(0.0095) (0.0084) (0.0095) (0.0102) (0.0104) (0.0106) (0.0115) (0.0108)

Welfare ratio (high) -0.0199 -0.0175 -0.0214 -0.0258 -0.0177 -0.0150 -0.0215 -0.0233

Continued on next page
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Table A.3: 2SLS estimates on employment based on instrument Z; (con-
tinued)

Month 1 2 3 4 5 6 7 8

(0.0093) (0.0095) (0.0102) (0.0101) (0.0114) (0.0100) (0.0108) (0.0104)

Current welfare spell

Months in welfare before 10/2006 -0.0013 -0.0025 -0.0032 -0.0039 -0.0042 -0.0047 -0.0045 -0.0048
(0.0006) (0.0006) (0.0006) (0.0006) (0.0006) (0.0006) (0.0007) (0.0007)
Start after 10/2006 or missing ~ -0.0052 -0.0386 -0.0498 -0.0590 -0.0484 -0.0466 -0.0446 -0.0399
(0.0138) (0.0146) (0.0151) (0.0140) (0.0148) (0.0154) (0.0157) (0.0158)

Constant 0.1797 0.1565 0.1685 0.1817 0.1968 0.2144 01971  0.2112
(0.0267) (0.0259) (0.0286) (0.0267) (0.0288) (0.0286) (0.0312) (0.0319)
Observations 15367 15361 15361 15361 15361 15361 15361 15361

Remarks: Estimation is based on instrument Z;, which refers to the sanction strategy of welfare agencies. Z; =
0 denotes less strict agencies and Z; = 1 denotes agencies that frequently apply sanctions.
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Figure A.1: Sampled agencies
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Figure A.2: Sanction strategies
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Figure A.3: Sanction rates
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