
On the Ed g e :
The Financi al He alth 

of Human - Servic e
P r ovid er s

H E A LT H

H E MORT GAGE CRISIS AND TH E TURBULENCE

of fin anc ial markets have gotten the atten-

tion of policy makers, who fe ar that addi-

tion al failures in the se sec tors could push

the country further into rece ssion. In light

of the se housing and banking failures, who is an a-

ly zing the he alth of the nonprofit sec tor? Partic u-

l ar ly for hum an - service organiza tions, a simil ar

explora tion into nonprofit fin anc ial he alth would

help to understand why so many nonprofits con-

sistently live on the fin anc ial ed ge. 

Policy makers at the Mass a chusetts Exec u-

tive Office of He alth and Hum an Service s

( EOHHS) recently commissioned a study to

bring ob jec tive an alysis to be ar on indic a tions

that the overall fin anc ial sta bility of purch ase - of -

service (POS) providers is at risk. The study

identifies re as ons for differences in fin anc ial

he alth and explores the rel a tionship between the

sta te’s purch asing pra c tices and providers’ fin an-

c ial he alth. The study high lights why so many

nonprofits are fin anc ially fra gile: many hum an -

Ma ny human-serv i ce

and health-fo cu s e d

n o n p rofit org a n i z at i o n s,

p a rt i cularly co m m u n i ty-

based org a n i z at i o n s, 

do not re cover the full

cost of serv i ce s, which

t ra n s l ates into deficits

t h at put them at risk. 

T

Ed itors’ note : This artic le is based on excerpts

from “Financ ial Health of Prov id ers in the

Massa chu setts Human Serv ice System” co m-

missioned by the Commonwealth of Massachu-

setts Exe cutive Office of Health and Human

Serv ices and is aut h o red by DMA Healt h

Strategies, October 2007.1
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service and he alth - foc used nonprofit organiza-

tions, partic ul ar ly community - based organiza-

tions, do not recover the full co st of service s ,

which transl a tes into defic its that put them at

risk. 

In fisc al ye ar 2007, EOHHS and its 16 agenc ie s

purch ased more th an $2.4 billion in service s

from its network of 1,100–plus largely nonprofit

providers, which in turn delivered care and

su pport to more th an 1 million sta te re sidents .

Services include homes for adults with ch ronic

mental illness or cognitive and physical disabili-

ties, public he alth, substance abuse tre a t ment ,

ju venile justice, child welfare, family su pport

programs, and other social services.

The Funding System 
Since the 1960s and 1970s, when Massachusetts

was a le a der in developing stra tegies to move

individuals out of institutional settings and into

le ss re stric tive, more hum ane community en viron-

ments, the sta te and hum an - service organiza-

tions have become interdependent. Over the past

several dec a des, the choice to purch ase the se

services reflec ts the sta te’s determin a tion th a t

noninstitution al community settings be st serve

human-services clients. Further, privately oper-

a ted community settings generally afford the

sta te and the public a higher degree of co st - effec-

tivene ss, program diversity, and cre a tivity th an

the state alone can provide.

Total spending has risen from an estim a ted

$25 million (in fl a tion adjusted) in 1974 to the

c urrent spending level of $2.4 billion. Tod ay ,

ne ar ly half of the hum an - service provider organ-

iza tions that deliver care under sta te contra c ts

depend on contract sources for more th an

5 0 percent of their revenue. In short, the sta te

depends on the se organiza tions to deliver high -

quality care, and conversely the financial stabil-

ity of the se organiza tions depends largely on

state purchasing practices.

M ass a chusetts also relies on the hum an -

service industry as a significant force within the

l arger sta te economy. The se organiza tions employ

more than 185,000 workers, which equals more

The state depends on

these org a n i z ations to

d e l i ver high-q u a l i ty

ca re, and co nversely the

financial stability of

these org a n i z at i o n s

depends largely on

s t ate purc h a s i n g

p ra ct i ce s.



With some exce p t i o n s,

POS re i m b u r s e m e nt

rates generally are n’t

based on an analysis 

of actual co s t.
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th an 3 percent of the sta te’s total workforce (and

is compara ble in size to the sta te’s telecommuni-

c a tions industry). Economic census data indi-

cates that the industry generated $4.6 billion in

revenue in 2003, and industry pay roll exceeded

$2 billion. Worker spending contributes more th an

$112 million in state and local taxes.

Jobs avail a ble in the hum an - service sec tor are

dis persed th roughout Mass a chusetts. Un li ke

m any commerc ial industries, nonprofits are

often loc a ted prec isely in the are as that are mo st

in need of jobs. Moreover, many po sitions are

suitable for individuals seeking entry-level, rela-

tively low - skill employment. The se fa c tors

combine to make this industry critic al to the

sta te’s overall economy, with partic ul ar rele-

vance for communities that often lack via ble

employment opportunities.

Li ke for - profit busine sses, hum an - service

organiza tions must meet certain basic re qu ire-

ments to survive: they must have suffic ient

re s ources to cover their expenses, they must be

s ol vent, and they must be capa ble of sec uring

lines of credit. In addition, just li ke any busine ss ,

he althy not - for - profit providers must end the

ye ar with a mode st surplus, which they can

rein ve st in their organiza tions. Providers with

the ade qu a te re s ources to opera te do not need to

constantly manage crises and can devote efforts

to innova ting, improving, and, when appropria te ,

expanding services. Stable organizations better

a ttract and retain high - qu ality staff, which

en h ances continu ity of care, service qu ality, and

administrative efficiency. 

But it is cle ar that there is a spec trum of fin an-

c ial he alth among nonprofit organiza tions. Orga-

nizations that are financially healthy and stable

include universities and ho s pitals, which have

multiple funding sources, can charge for the full

cost of services, have high-overhead reimburse-

ment rates and a healthy base of large and long-

time institution al donors. In contrast, many

human-service agencies rely on the POS system

to fund program services. They are much more

fin anc ially unsta ble bec ause of their he avy

reliance on re stric ted funding, low - overhe a d

reimbursement ra tes, and the need to raise

matching and unrestricted funds from typically

small donor bases. 

The POS system in Mass a chusetts is funded

prim arily by line items in the sta te bud get, along

with pass - th rough federal grants from a variety

of federal agenc ies. In many cases, the se serv-

ices are delivered via multi ye ar contra c ts with

nonprofit organiza tions that have multiple

annu al renewals. Often multi ye ar contract obli-

ga tions are level - funded th roughout the life of

the contract and its renewals, de s pite annu al

incre ases in co sts. With some exceptions, POS

The study drew on the Uniform Financial Report (UFR)
submissions re q u i red annually of most purc h a s e-o f-
s e rv i ce (POS) providers in Massachusetts. The UFR
includes the submission of financial state m e nts and
detailed pro g ram budgets. The analysis re v i e wed the
financial data for the more than 600 providers that
d e r i ve at least 5 perce nt of total re venue from the POS
s y s tem of the Exe cu t i ve Of f i ce of Health and Human
Se rv i ce s. The sample excluded hospitals, unive r s i t i e s,
and fo u n d ations (whose “co re business” does not
include the provision of POS serv i ces) or Aging Se rv i ce s
Access Po i nts (whose role as financial inte r m e d i a r i e s
s kews their financial condition), as well as org a n i z a-
tions in which 40 perce nt or more of total re ve n u e
comes from nonpro g ram sources (since such org a n i z a-
tions are substantially diffe re nt from org a n i z at i o n s
re l i a nt on pro g ram serv i ce fees). The final sample of
615 org a n i z ations acco u nts for 87 perce nt of all POS
re venues re p o rted on UFRs and consists of org a n i z a-
tions that are re p re s e nt at i ve of the providers on which
Massachusetts depends for the delive ry of ca re to vul-
n e rable populat i o n s. 

Scope and Research Methodology
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reimbursement ra tes generally aren’t based on

an an alysis of actu al co st. Ra ther, a ra te in the

P OS system is typic ally the maximum obliga tion

of a contract, which is dependent on the avail-

a bility of sta te funds divided by the number of

units the provider agrees to deliver. Further ,

m any contra c ts in the POS system are exec uted

on a co st - reimbursement basis in which no ra te

exists. Under co st - reimbursement contra c ts ,

a genc ies generally dic ta te exact inputs and

co sts, and providers have limited incentive for

effic iency and innova tion. 

As indicated by the study’s provider advisory

group, the se fa c tors’ impact on providers can

take many forms:

• S taff sal aries and fringe benefits do not keep

pace with increases in overall cost of living.

• The relatively low wages that provider organi-

za tions can offer employees limit the level of

experience and qu alific a tion for many direc t -

c are workers, and also lead to ra pid staff

turnover and incre ased repl a cement co sts .

Providers may also le ave po sitions va c ant in

order to re alize savings, which can have adverse

quality and regulatory implications.

• Providers may defer routine su pport co sts, such

as fa c ility mainten ance, in form a tion systems ,

and other critic al in f rastruc ture in ve st ments .

Over time, the se pra c tices re sult in a situ a tion

in which organizations get paid for a smaller and

sm aller sh are of the actu al co st of doing busi-

ne ss. Un le ss the se organiza tions have other fin an-

c ial re s ources to make up the short fall, they begin

to fall further be hind, first running annu al defic its

and ultimately reporting negative net assets.

The Service Providers 
Ninety percent of the providers are tax - exempt

501(c)(3) organiza tions; mo st were incorpo-

ra ted in the 1970s and 1980s. Figure 1 (on

pa ge 24) shows the bre a k down of the sample

based on bud get size. Ne ar ly 40 percent of organ-

Over time, seve ra l

p ra ct i ces result in a

s i t u ation in which

o rg a n i z ations get 

paid for a smaller 

and smaller share 

of the actual cost of 

doing business.

In January 2008, the Massachusetts Exe cu t i ve Of f i ce of
Health and Human Se rv i ces (EOHHS) fo l l owed up its
g ro u n d b re a king 2007 re p o rt with “EOHHS Report to
Ad m i n i s t ration and Fi n a n ce: Reco m m e n d ations fo r
R e forming the Pu rchase of Se rv i ce Sy s te m .” It details
EOHHS’s proposals to address the challenges created by
the purc h a s e-o f- s e rv i ce (POS) system—which, acco rd-
ing to the report, makes up 10 percent of the Common-
we a l t h’s budget—and art i cu l ates a fra m e work that
EOHHS will use to address these challenges. The princi-
ples include the following: 
1. Co m m u n i ty first. Families and individuals are best

s e rved in the co m m u n i ty, not in institutional settings.
The Co m m o nwe a l t h’s co m m u n i ty system must be
stable and capable of meeting the highest standards
of care.

2. A fair wa g e. Wo r kers employed in the Co m m o n-
wealth’s POS system must earn a fair wage.

3. Rate re fo r m. Rates of re i m b u r s e m e nt for co m m u n i ty
p roviders must cover the reasonable costs incu r red by
an efficient and economical provider, must be based
on a tra n s p a re nt rate-setting methodology, and
should be reviewed regularly for adequacy.

4 . Qu a l i ty and acco u nt a b i l i ty. Human-serv i ce co nt ra ct s
should fo cus on achieve m e nt of measurable quality
and outcome benchmarks and, where re l e va nt,
p rovide ince nt i ves for quality and outcome at t a i n m e nt. 

5. C ro s s - s e c re t a r i at efficiency and co n s i s te n cy. Th e
e nt i re POS system should be re v i e wed for efficiency
of management and delivery. Wherever appropriate,
business pra ct i ce, administration, and co nt ra ct man-
agement should be consistent throughout agencies.

The Next Steps



The Exe cu t i ve Of f i ce of Health and Human Se rv i ces released a fo l l ow-up re p o rt in January
2008 pre s e nting principles for future POS co nt ra cts (see re l ated sidebar on page 26). In the
m e a nt i m e, Elizabeth Ke at i n g, a visiting assistant pro fessor at Bo s ton College and co nt r i b-
u tor to the 2007 re p o rt, makes the fo l l owing re co m m e n d ations for state agencies co n-
tracting with human-service providers.

• Pay 100 percent for contracted services.This should include (1) reasonable and fre-
quent adjustments for inflation and costs of living; (2) reasonably sufficient overhead
rates to fully cover support service costs, such as the cost of reporting on its activities
to the state; (3) funds to support nece s s a ry infra s t ru ct u re inve s t m e nts or upgra d e s ;
and (4) timely payment.

• Pass a single nongove r n m e ntal org a n i z ation funding act similar to the Si n g l e
Audit Act.No n p rofits spend inord i n ate amounts of time pre s e nting their case to va r i o u s
g ove r n m e ntal agencies using differing forms and applications and then separate l y
re p o rting on those act i v i t i e s. This is wa s teful for eve ryone invo l ve d. Gove r n m e nt agen-
c i e s, especially those within the same exe cu t i ve office, should standard i ze gra nt appli-
cations and re p o rting as well as have standard co nt ra ct applications and re p o rt i n g. 

• R evise nonprofit acco u nting standards and re g u l at i o n s.No n p rofits should engage
in fair disclosure as is re q u i red for publicly traded firms. This would entail making finan-
cial state m e nts and gra nt re p o rts available to the public, not just select donors. Th e
s t a n d a rd setters and re g u l ators should enco u rage more co n s i s te nt acco u nting pra c-
tices, such as the use of the Uniform Chart of Accounts and a standardized operating
m e a s u re that allows for cro s s -o rg a n i z ational comparisons and sector-wide analysis. A
classified balance sheet that distinguishes current from noncurrent assets and liabili-
ties would facilitate better financial analysis of nonprofit health. Nonprofits should be
re q u i red to provide a management discussion and analysis that explains and inte r p re t s
financial statements.

• R e q u i re re p o rting on results-based metrics, from input and act i v i ty levels to
outputs and outcomes and cost-benefit re l at i o n s h i p s.D ata on both pro g ra m m at i c
and nonpro g ra m m atic endeavors should be re p o rte d, ideally in a fo r m at that allow s
for cross-organizational comparisons. This would enable the state to manage human
services not just by minimizing cost but by managing value.
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iza tions have bud gets of le ss th an $2 million, and

another 35 percent have bud gets of between $2

million and $10 million. 

As shown in figure 2 (on pa ge 24), 43 percent of

providers have revenue from on ly one EOH H S

a gency (funding source); 30 percent have revenue s

f rom two. Very sm all and sm all providers are mo st

li kely to have on ly one or two EOHHS agency

funding sources. About 60 percent of providers

h ave a predomin ant funding source (i.e., one th a t

is 40 percent or more of total revenue). Providers

with th ree EOHHS agency funding sources have

higher net incomes th an tho se with two or le ss .

Tho se with a sing le or a domin ant funding source

( repre senting 40% or more of total revenues) do

not report higher net income s .

Results of the Analysis
This study con firmed that, in many are as, the

fin anc ial he alth of hum an - service providers in

M ass a chusetts is suffering, and sta te polic ie s

h ave a nega tive impact on fin anc ial he alth out-

comes. The approximately 615 provider respon-

dents show sub par and prec arious re sults in th ree

important are as of fin anc ial he alth: profita bility ,

solvency, and liquidity. As figure 3  (on page 24)

shows, the majority of re s pondents report defic its

in state contract activities each year.

Figure 4 (on pa ge 25) shows the distribution of

historic al surplus and defic it among organiza tions

of different size. Overall, about 60 percent of re s pon-

dents have cumul a tive defic its from their sta te -

funded activities in the 2003 to 2005 period. 

One of the mo st sta tistic ally signific ant fa c tors

affec ting providers’ overall ability to break even

or genera te a surplus is the profita bility of a

provider’s contract with the sta te. There are several

po ssible expl an a tions for annu al and cumul a tive

defic its on sta te contra c ts: First, the Common-

we alth of Mass a chusetts limits the surplus a non-

profit can earn in a sing le ye ar on sta te contra c ts

to five percent and to 20 percent cumul a tive. As a

re sult, contra c ting pra c tices are de signed to ensure

that annu al surplus is nomin al. Co st reimburse-

ment contra c ts, which account for 16 percent of

total program revenue, show a consistent nega tive

rel a tionship to fin anc ial he alth. Organiza tions are

not allowed to genera te a surplus under this type

of contract and are thus un a ble to bu ild a cushion

to fall ba ck on in harder times or to in ve st in in f ra-

struc ture or staff training. The se organiza tions

also have little incentive to strive for effic ienc ie s

bec ause they cannot en joy the savings. In addi-

tion, the se organiza tions may fa ce co sts for which

they are un a ble to receive reimbursement, such as

princ ipal payments and un antic ipa ted expense s

inc urred after the de a dline for contract amend-

ments. The se limita tions can lead to program

lo sses and reduce providers’ ability to bu ild net

assets. As a re sult, they have fewer re s ources to

su pport fin anc ial sta bility .

A second po ssible cause is that EOHHS agen-

c ies generally issue multi ye ar, usu ally level -

Recommendations for Contracting with State Agencies



funded contra c ts with repe a ted annu al renewals

with few, if any, price incre ases. In accord ance

with Opera tion al Service Division gu ideline s ,

a genc ies may renew contra c ts for up to 11 ye ars .

As a re sult, long periods often el a pse with

rel a tively few competitive reproc urements .

While an 11-year contract may offer clients and

state agencies the benefit of continuity and sta-

bility, in recent decades new funding has rarely

been available to adjust contract budgets at the

time of annu al bud get negotia tions. As the

general co st of doing busine ss has incre ased ,

state agencies and providers must often modify

program staffing and overall program bud gets to

fit available resources.

Ongoing opera ting defic its have pushed many

providers to the fin anc ial limit. Almo st half of

these providers (45 percent) fail to generate suf-

fic ient cash each ye ar to pay for opera tions. In

a ddition, 60 percent of providers have le ss th an

one month of cash on hand at ye ar - end, with one -

third having less than 15 days of cash. An organ-

iza tion can survive for several ye ars in this

situ a tion by forgoing in ve st ments, li qu id a ting

assets, or borrowing. But over the long term, the

pa ttern is unsustain a ble. Unexpec ted del ays in

receipt of income can push an organization with

limited cash into a crisis situation. 

M any providers opera te under considera ble

fin anc ial constraints that are ex a cer ba ted by

limited sta te funding, transl a ting into low cash

bal ances and in a de qu a te or nega tive expend a ble

net assets. Some sm aller providers may not have

a cce ss to lines of credit or be able to qu alify for

mort ga ges, while a signific ant percenta ge of larger

providers are he avily levera ged, relying on lia bili-

ties ra ther th an net assets to fin ance their opera-

tions. In fact, as figure 5 (on pa ge 26) indic a te s ,

almo st half of all providers have lia bilities that are

50% or more of total assets, while 4 percent have

lia bilities that exceed total assets (i.e., they are

ins ol vent). Levera ge ra tios vary signific antly with

organiza tion size. Organiza tions under $10 million

in total revenues are mo st li kely to be ins ol vent ,

while tho se larger th an $10 million are more li kely

to be high ly levera ged. 

Certain provider ch ara c teristics are ass oc i-

a ted with better fin anc ial he alth, such as staying

in busine ss for a longer period of time and having

l arger total revenue. Providers that can genera te

more income from nonprogram sources, such as

in ve st ments, contributions, and commerc ial

Ongoing operat i n g

deficits have pushed

m a ny providers to 

the financial limit.



It is in the state’s

i nte rest to ensure that

p rovider org a n i z at i o n s

a re financially stable

and that their wo r k fo rce

is paid a living wa g e.

revenue are ass oc ia ted with stronger fin anc ial

re sults, since they can aug ment sta te surpluse s

or off set defic its. Not surprising ly, providers th a t

h ave esta blished ade qu a te cash bal ances and

li qu id assets also fare better fin anc ially .

Next Steps
Given the vital role that the industry and its work-

force pl ay as an economic contributor to the sta te

and as a partner in delivering care to vulnerable

citizens, it is in the state’s interest to ensure that

provider organiza tions are fin anc ially sta ble and

that their workforce is paid a living wage.

The ch allenges fa c ing Mass a chusetts and the

sec tor did not develop overnight. They are the

re sult of historic underfunding of providers and

the pieceme al, organic evolution of sta te public

policy governing hum an - service purch asing, reim-

bursement, and provider perform ance man a ge-

ment .
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How does your service - provider organiza tion fall on the

s pec trum of fin anc ial he alth? Let us know at feed-

ba ck @ np q m a g . org. Reprints of this article may be

ordered from htt p : / / store . nonprofit qu arter ly . org, using

code 150204.


