
  
  

 

RISKY BUSINESS 
How Nonprofits May Fare Under Minnesota’s Performance Bond 

 
Laura Schwartz 

 
June 2013  



Schwartz – Risky Business 2  

Risky Business  

How Nonprofits May Fare Under Minnesota’s Performance Bond 

 

 

MPP Professional Paper 

 

In Partial Fulfillment of the Master of Public Policy Degree Requirements 

The Hubert H. Humphrey School of Public Affairs 

The University of Minnesota 

 

 

Laura Schwartz 

June 24, 2013 

           

 

Signature below of Paper Supervisor certifies successful completion of oral presentation and 

completion of final written version: 

 

__________________________________  __________________ __________________ 

Laura Bloomberg, Ph.D., Paper Supervisor Date, oral presentation Date, paper completion 

 

__________________________________  __________________ 

Brian Paulson, M.S.W, Second Committee Member Date 



Schwartz – Risky Business 3  

EXECUTIVE SUMMARY 
 

This paper explores Minnesota’s emerging workforce development pay-for-performance 

pilot, which was authorized by the 2011 state legislature. The charge of this work, which was 

commissioned by the Greater Twin Cities United Way, is to identify risks that this new model 

poses to participating nonprofit service providers. By design, the paper does not illuminate the 

many positive impacts that the model may create for the state, its organizations, and its people. 

Instead, it is the author’s hope that this research will be used to promote the development of an 

effective and successful pilot. The findings show that while the model may be able to address 

some problems facing the field of workforce development—namely, shrinking resources and 

poorly aligned outcomes—it also poses significant financial risks to nonprofits, primarily: 1) 

difficulty in obtaining and repaying working capital, 2) failing to achieve outcomes, and 3) 

contract risks. Through a literature review and in-depth interviews with nonprofit leaders, the 

paper also explores how nonprofits may respond to this risk. Initial findings show that they will 

likely employ a mixture of smart strategies, like shoring up operating reserves, as well as 

unavoidable gaming tactics, like creaming and output distortion. The paper concludes with 

recommendations for program designers and policymakers to consider as they continue to build 

up the model.  
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INTRODUCTION 
 

Minnesota’s impressive network of nonprofit workforce development contractors 

provides substantial public value to the state—value that would be difficult to replace in their 

absence. Therefore it is in the state’s best interest to protect the health and stability of its 

partners. In 2011, Minnesota’s legislature authorized a new ‘pay-for-performance’ pilot (MN PFP 

Pilot) that has the potential to both improve workforce development programming and to 

redirect funding within the sector toward more effective programs. But as with any social policy 

experiment, program designers must carefully consider how the model may negatively affect its 

service providers. Under this new legislation, the state will contract with organizations offering 

traditional interventions, but rather than pay for service delivery it will only pay providers for 

the outcomes that they successfully produce. This means that participating providers will take 

on significant financial risk. In addition, state bondholders will finance these outcomes and will 

earn a return on their investment if the outcomes created lead to savings in public expenditures 

or increased income tax revenues. The purpose of this paper is to articulate the apparent logic 

and assumptions of the new funding model and to examine the possible risks that it poses to 

service providers. Following Michael Quinn Patton’s concept of Developmental Evaluation, it is 

meant to provide feedback to program designers during this development phase. By design, the 

paper does not illuminate the many positive impacts that the model may create for the state, its 

organizations and its people. Instead, it is the author’s hope that this research will be used to 

promote the development of an effective and successful pilot. 

  



Schwartz – Risky Business 7  

METHODOLOGY 

The Greater Twin Cities United Way (GTCUW), an organization that is actively 

participating in emerging PFP pilots, including this one and others, has commissioned this paper 

as part of its wider research on innovation and systems change in workforce development. This 

work also fulfills the Professional Paper requirement for the Humphrey School of Public Affairs 

Master’s Degree in Public Policy and the University of Minnesota’s Graduate Minor in Program 

Evaluation.  

The research methodology used here included a literature review and 13 in-depth, in-

person interviews. The literature review primarily explored performance management theory, 

motivation theory, principal-agent theory, as well as emerging pay-for-performance literature. 

The interviews were conducted with seven local individuals who are experts on workforce 

development, PFP programs, and/or poverty issues, and with six local nonprofit leaders who are 

either executive directors or senior program directors. The six directors were selected from a list 

of organizations that responded to the Department of Labor’s Request for Information for its 

own PFP-style pilot in January of 2013. Because each of these organizations is also funded by 

GTCUW and because this paper was sponsored by GTCUW, the individual interview responses 

are reported here anonymously. In order to maintain anonymity among such a small group of 

interviewees, gender prefixes have also been randomly reassigned to quotations.  

Each interview lasted about one hour and was conducted in the subject’s office. In most 

cases, subjects were first asked to respond to open-ended questions—which often revealed new 

topical areas to explore—and then were asked to respond to a list of predetermined issues. For 

instance, subjects first described the model’s logic, as they were able, and then reacted to 

written logic statements, either agreeing or disagreeing with them. Next, they spoke openly 

about risks that the model poses to nonprofits, and then responded to a graphic illustrating 
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them (which can be seen in Figure 9: Passing of Risk within the Nonprofit). Finally, they were 

asked to talk about how their organization might deal with those risks. If at first a director did 

not mention a specific risk or issue that had been identified in the literature or by one of his 

peers, I would follow up by asking about it directly. Some of the final findings emerged from the 

open-ended questioning process (e.g.: the issue of “Contract Risks”), and some emerged 

because directors confirmed the relevance of issues in the prepared interview material (e.g. 

“Working Capital Risk”). In addition, I allowed, and even encouraged, digressions in the 

conversation in order to add context to the findings. The purpose of these interviews was not to 

determine the frequency of opinions, but rather to uncover the range of issues and concerns 

facing nonprofit directors and experts. Please note that the conclusions and recommendations 

reported here were developed independently of GTCUW review and do not represent its 

policies or positions.  

PROBLEMS IN WORKFORCE DEVELOPMENT 

The Minnesota legislature authorized this PFP pilot as a response to growing concerns in 

workforce development. Unemployment is high, resources are shrinking and many programs are 

not working well. Some Minnesota families have struggled with chronic unemployment or 

underemployment for generations, but the recession that began in 2007 amplified this reality, 

spreading already scarce poverty alleviation resources even thinner. Between November of 

2007 and the peak of joblessness in March of 2009, unemployment rates more than doubled, 

growing from 4.1 percent to 9.0 percent, with 264,699 Minnesotans out of work (Minnesota 

Department of Employment and Economic Development). Figure 1: Unemployment Rates shows 

both the state and national unemployment trends during this period. During this same time, job 

vacancies declined by 50 percent, as seen in Figure 2: Unemployed and Job Vacancies in 

Minnesota, 2006 to 2009 (Minnesota Office of the Legislative Auditor, 2010). By 2011 there 
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were 5.8 unemployed people for each job vacancy (Minnesota Department of Employment and 

Economic Development, 2010). This dismal outlook pales in comparison to that of certain 

disadvantaged populations that suffered from chronic unemployment and underemployment 

even before the recession. Figure 3: Share of Total Wealth Growth Accruing to Various Wealth 

Groups, 1983-2010 shows the disproportionate concentration of minorities in poverty over the 

last few decades.  

Shrinking Resources  

But while the employment problem is growing, the resources needed to address it are 

not. Workforce programs in Minnesota are delivered via a mixture of government operators, 

nonprofit contractors and wholly private programs, which together are supported by an 

incredibly complex web of funding sources. Table 1: Minnesota's 

Workforce Inventory outlines just state and federal funders, not 

including county, municipal or private philanthropy. In fiscal year 

2009, Minnesota spent about $234 million on workforce services, 

excluding one-time federal and private money, but this still does 

not meet the demand (Minnesota Office of the Legislative 

Auditor, 2010). Most jobs and training programs must supplement 

their state contracts through private philanthropic dollars. Nonprofit Finance Fund’s 2013 State 

of the Sector Survey reported that, “only 14 percent of nonprofits receiving state and local 

funding are paid for the full cost of services” and “just 17 percent of federal fund recipients 

receive full reimbursement” (Nonprofit Finance Fund, 2013). This same study suggested that 42 

percent of nonprofits would not have the right mix of financial resources to thrive and be 

effective in the next three years (Nonprofit Finance Fund, 2013). One interview subject 

described this funding shortage as it affects her welfare-to-work program: “We have an average 

“There are 
very few 

models that 
promise 

outcomes on 
$1000 per 

participant” 
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of a little over $1,000 per participant for employment services…there are very few models I’ve 

ever seen that promise outcomes on a $1,000 per participant” (Interview Subject). In addition, 

many private funders are increasingly adding restrictions to their donations, making it even 

harder for service providers to use contributions as they are most needed.  

Misguided Program Design 

State workforce development programs also report poor results. In 2010 the Minnesota 

Office of the Legislative Auditor (OLA) surveyed 810 state workforce program clients. Only 33 

percent of those enrolled in programs for adults or laid-off workers reported that they “were 

satisfied that the services connected them with employers who were hiring, and only 39 percent 

were satisfied that the services helped them get a good job” (Minnesota Office of the Legislative 

Auditor, 2010). Interestingly, most respondents said that their experience receiving services was 

positive – they just did not like their results. So what isn’t working? In some cases, programs are 

saddled with the wrong outcomes, incenting counselors and clients to engage in activities that 

simply don’t lead to long-term improvements. In even more cases, resources just are not 

available to pay for the right outcomes. The next section looks at the goals of some of 

Minnesota’s most common public and private workforce programs and considers how these two 

problems: 1) insufficient resources and 2) poor program design are manifested in them.  

Examples in Unemployment Insurance 

First consider Unemployment Insurance (UI). UI’s purpose is to protect individuals from 

financial catastrophe in the event that they unexpectedly lose their job. Insurance payments 

smooth beneficiaries’ levels of consumption between times of plenty and times of hardship. 

Cash benefits also provide dislocated workers with time to find another job that is both an 

appropriate skill and wage fit so they are not forced to take a marked pay cut. And finally, the UI 

program protects regional markets because it allows beneficiaries to maintain near-normal 
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spending levels throughout unemployment. Unfortunately, UI is often least available to the 

most needy individuals. In fact, “only 40 to 50 percent of unemployed Minnesotans collect 

Unemployment Insurance” (Schlick Affirmative Options, 2013). This is because UI benefits are 

often unavailable to people who work part-time (even if they have multiple part-time jobs) and 

to those who work in unpredictably scheduled industries, like retail, administrative support, 

hospitality, food service, healthcare and social service (Schlick Affirmative Options). Low-wage 

workers are 2.5 times more likely to be unemployed than higher wage workers but are only half 

as likely to collect UI benefits, despite the fact that they pay premiums (via taxes) just like their 

counterparts (Fagnoni, 2007). So while UI effectively provides consumption smoothing for some 

workers, it fails to do so for the state’s poorest.  

Examples in Minnesota’s Family Investment Plan  

Without access to UI benefits, many low-income workers seek support in the Minnesota 

Family Investment Plan (MFIP), the state’s welfare-to-work program. Despite common 

misperception, most welfare participants are workers. 50 percent of Minnesota applicants have 

both earnings and hours in the quarter in which they apply for benefits, and 80 percent have 

earnings in the previous eight quarters (Schlick Affirmative Options, 2013). So, if the purpose of 

UI is to provide consumption smoothing for middle and upper-income workers, is the purpose of 

MFIP to provide it for low-income workers? While it may technically do this, welfare cash 

assistance levels have not changed since the 1980s and measure well below federal poverty 

guidelines (Interview Subject). So while they may allow unemployed poor people to maintain 

their pre-job loss levels of consumption, this is not much hope for people who are already 

consuming at poverty levels.  

So then, perhaps a more logical purpose for MFIP is to close the gap between rich and poor by 

redistributing wealth from the richest Minnesotans to the poorest. Ten years before he was 
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president, Barack Obama agreed with this logic, saying, “I think the trick is figuring out how do 

we structure government systems that pool resources and hence facilitate some redistribution 

— because I actually believe in redistribution, at least at a certain level to make sure that 

everybody's got a shot” (Kolnick, 2012). But if redistribution is the purpose of MFIP, then it too is 

not working. Since the 1980s, the gap between the rich and the poor has only grown. According 

to a study conducted by the Center on Budget and Policy Priorities, “we are more unequal as a 

nation today than at any time since before the Great Depression” (Kolnick, 2012). Figure 3: 

Share of Total Wealth Growth Accruing to Various Wealth Groups, 1983-2010 shows that 

between 1983 and 2010 the top five percent of income earners increased their share of national 

income by 74.2 percent, while the bottom 60 percent saw their share decrease (Kolnick, 2012). 

In 1965, CEOs were paid only 20.1 times more than the average worker, and by 2011 they were 

paid 231 times more (Kolnick, 2012). So if redistribution is its goal, welfare is definitely not 

making an impact.  

So, is the purpose of the so-called ‘welfare-to-work’ program to help people find work? 

It is a logical conclusion, yet surprisingly difficult to maintain after taking a look at federal 

welfare rules. Minnesota’s program is structured according to the Workforce Investment Act 

(WIA) of 1998, which provides Temporary Assistance for Needy Families (TANF) block grants to 

states. The Department of Labor (DOL) monitors the administration of such funds through one 

primary indicator, the Work Participation Rate (WPR). Oddly, the WPR does not measure the 

number of persons placed into the kind of jobs that will take them off of public assistance, 

however commonsensical that may seem. Instead, the WPR measures the number of people 

participating in a list of 12 approved ‘Countable Activities.’ Providers must ensure that 50 

percent of their enrollees are participating in either 20 or 30 hours of approved activities per 

week (with the number of hours depending on the age of the participant’s youngest child) (Falk, 
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2007). As Table 3: Countable TANF Work Activities and their Definitions shows, participants can 

work in either subsidized or unsubsidized employment; however, if a client attains a job that lifts 

her income level above the eligibility threshold then she is removed from assistance. Such a 

remarkable feat—obtaining a stable job with a livable wage in a bad economy with low skills—is 

not acknowledged in the agency’s Work Participation Rate. So under this policy, MFIP providers 

and staff do not get credit when a client get gets a job. Consequently, job counselors are 

perversely incented to maintain a high WPR by encouraging things like job search and on-the-

job training, but not job placement. As one interviewee explained:  

Unfortunately…we are not a very outcomes-focused program. We’re a very 

process-focused program. And that starts with the federal outcome measure 

we’re given by the feds. Minnesota hopes to be submitting a waiver to propose 

a healthier set of outcomes for the welfare-to-work program. (Interview 

Subject) 

Even if federal policymakers changed the way that 

TANF funds were monitored and began ‘counting’ job 

placement, job counselors would still struggle to place clients 

in jobs because of their staggering caseloads and paperwork 

obligations. According to a 2008 survey, counselors have an 

average of 52 active cases at any one time (Indovino, et. al, 

2008). One interview subject described this disheartening reality:  

[MFIP counselors] could place 100 percent of their people in jobs but it doesn’t 

help them at all. It’s whether or not you got the paperwork done to code them 

correctly—countable activities. That’s a great example of incentivizing the 

wrong things. That really changed with the Deficit Reduction Act. Prior to that it 

“Now all we care 
about is the 
paperwork… 

counting, counting… 
check the box,  
check the box” 



Schwartz – Risky Business 14  

had been more of a family-focused thing. There were lots more services, lots 

more training, post secondary options. And when the money got tight in 

2003/2004 then all the rules changed. And now all we care about is the 

paperwork. That’s when the rules changed to be really, really, punitive and to 

be all about counting, counting, counting. [The counselors] are like, check the 

box, check the box. It’s all focused on checking the box. (Interview Subject) 

Even if job counselors had more funding, smaller case loads, and more flexibility in the 

services that they offer, they are still limited by the job market. Workforce programs like MFIP 

and UI affect the supply of labor in the market but have little to no impact on the demand. 

Poverty scholar, Joe Soss, has described workforce programs as merely “a game of musical 

chairs.” If a particular workforce program helps Person A 

get a job, that means that Person B will not get one. And if 

the program increases the probability that Person A will 

get a job, this just raises the bar for other job seekers. So 

does that reality make workforce development programs 

irrelevant? Should policymakers solely focus their efforts 

on creating demand through tools like wage subsidies, tax reform, and public works projects?  

 Not entirely, within this game of musical chairs workforce development programs serve 

another important function—they have the ability to affect who is sitting in that chair. This 

matters in the fight against generational poverty and racial and gender disparities. According to 

the 2010 Census, over a quarter of African Americans live below the poverty line (U.S. Census 

Bureau, 2012) but make up only 12.9 percent of the U.S. population (Rastogi et al., 2010). Table 

4: People Below Poverty Level and Below 125 Percent of Poverty Level by Race and Hispanic 

Origin: 1980 to 2009 shows the breakdown of poverty by race and ethnicity between 1980 and 

“If we actually did our 
work well we would 

have some 
incremental impact 

on racial disparities in 
this state.” 
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2009. Women too, are much more likely to be poor. Although they make up half of Minnesota’s 

labor force, they receive only one-third of UI benefits, in part because they are overrepresented 

in industries that frequently do not qualify for benefits (Schlick Affirmative Actions, 2013).  

Figure 4: Share of Unemployment Insurance Claimants and Percent Female by Industry in 

Minnesota shows the distribution of UI benefits for females by industry. Workforce programs 

also have the ability to raise employment rates in certain impoverished neighborhoods. One 

director cited this as the ultimate goal of his programs. Another interviewee agreed:  

If we actually did our work well we would have some incremental impact on 

racial disparities in this state. If you walked in our doors…and you really got the 

skills to move up out of the retail job, out of the PCA job, into a better job, then 

there would be that many more African American women, American Indian 

women, Latino and Asian women in better parts of the labor market. And that—

given how deep our racial disparities are in Minnesota—that to me would be 

valuable. And [it] would have impact beyond that person, because we 

concentrate poverty by race so much that it’s not only that household but it’s 

the wider impact on the community they operate in. (Interview Subject) 

MFIP may also be able to get around the ‘musical chairs problem’ by growing the skills 

of low-wage workers and placing them in high-demand industries that actually lack workers. 

Unfortunately, welfare programs have very little funding for training. Federal TANF guidelines 

were written during the economic boom of the late 1990s, a time that one nonprofit director 

spoke fondly of: “We used to have [employers] walking in here all the time [saying], ‘Hey, I need 

50 people to go do X, Y and Z’” (Interview Subject). But the labor market has drastically changed 

since then. As Steigleder and Soares write: 
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Our primary labor market challenge is no longer the need to connect millions of 

low-skill workers with plentiful job openings in a booming economy. Instead, 

our new challenge is to develop millions of low-skill workers into a highly skilled 

workforce that will continue to drive economic growth and upward mobility for 

decades to come. (Steigleder and Soares, 2012) 

This is true for Minnesota as well as the nation. According to the Jay and Rose Phillips Family 

Foundation of Minnesota, by 2018 70 percent of the state’s jobs will require some sort of 

postsecondary education or training; yet only 40 percent of working-age adults in Minnesota 

currently have this kind of degree. Unfortunately most job counselors’ hands are tied. Only a 

limited number of $4,000 training grants are available for MFIP participants. On top of that, 

training and education are de-prioritized in the WPR’s list of ‘Countable Activities.’ While a 

portion of participants can count some education and training as a core activity, states are only 

allowed to have 30 percent of their adult caseload participating in them—and that 30 percent 

cap includes teen parents who are attending high school. So, only after spending 20 or 30 hours 

on primary activities, like job search, are most participants allowed to count education and 

training. This makes it difficult for parents of young children to balance their time searching for a 

job while also attending classes that could lead to better paying and more stable jobs. According 

to the Center for American Progress, the American adult workforce includes “80 million to 90 

million full-time workers who lack sufficient skills, human capital, or personal interest to pursue 

a bachelor’s degree” (Steigleder and Soares, 2012). 

Examples with Private Programs 

Many nonprofit service providers recognize this problem and offer no or low-cost 

training programs to low-income, low-skilled workers. These programs usually have much more 

flexibility in their service delivery approaches because they are less restricted by federal policy 
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and because they can leverage funding from their philanthropic 

networks. In 2011, for instance, the Phillips Foundation donated 

$545,000 to nonprofits for training and placement in in-demand 

industry sectors – addressing the ‘musical chairs problem’ 

(Phillips Annual Report, 2011). Similarly, in 2013 the Greater Twin Cities United Way, which is 

the largest non-government workforce funder in Minnesota, spent more than $4.6 million on 

programs that focus on placement, retention, skill development and career advancement – 

activities that reach far beyond the ‘Countable Activities’ barrier (GTCUW). With their ability to 

concentrate on skill development and sector-based strategies, nonprofits have the potential to 

outperform state and federal programs. But this freedom also means that they must chase 

private funding sources, and at times cow to their many demands—however well intentioned. 

For instance, a single organization may report to more than a dozen separate funders, each with 

different funding periods, reporting schedules, metrics, and tracking systems; a singular 

program may even be supported by multiple funders. This hellish reporting environment can 

take its toll on programs and staff. One director talked about how it affected her turnover rate 

when her frontline staff was forced to record the same data in two separate databases to 

appease funders: 

When we were doing double data entry, honestly, people had had it! People 

came in and said, ‘I just struggled through a master’s degree in counseling or 

social work and this is not what I had prepared for—to sit at a computer doing 

double data entry. No!’ Plus the MFIP files were like that [gestures] thick. So we 

had a lot of turnover then. (Interview Subject) 

Despite all of this reporting, many organizations still have trouble understanding their 

programs’ real, long-term impact. Nonprofits are usually adept at tracking the number of 

“When we were 
doing double data 

entry, honestly, 
people had had it!” 
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services delivered (such as the number of clients enrolled or the number of employment plans 

created) and some are able to track mid-range outcomes (like the number of individuals who 

complete a training program or the number who obtain a job) but very few organizations are 

able to quantify the degree to which their program actually lifts families out of poverty. This is in 

part because they are rarely designed for rigorous evaluation. For instance, each organization 

partners with a myriad of other programs, and each client uses a different combination of 

services, making it difficult to isolate the effects of one program from a combination of two 

programs, from the combination of many programs. In addition, few organizations have the 

expertise or the funding to pay for an expensive regression analysis that might be able to 

decipher such effects. They may also lack the budget to track clients long enough or the 

authority to gather the necessary data. Therefore most organizations must rely on short-term 

activity and anecdotal data as well as the expertise of its staff to determine their programs’ 

impact.  

Examples in Pathway Models 

One model that has gained wide popularity among funders over the last few years is 

what has been generically termed ‘Pathways.’ Pathways models, as depicted in Figure 5: Generic 

Pathways Logic Model concentrate both on training and sector-based strategies. They envision 

participants moving along a linear track, achieving one educational goal after another, with each 

subsequent credential building on the last (often referred to as ‘stackable credentials’). But 

pathways models suffer from many of the same problems as 

other workforce programs. First, it takes a lot of work just to get 

some people ready for the first step of the path. DEED’s 

pathway program, the Minnesota Training Resources and 

Credentialing program (FastTRAC) offers basic life skills and soft-

“A lot of these 
kinds of folks need 

help to succeed 
even in a Bridge 

program” 



Schwartz – Risky Business 19  

skills training, called Bridge programs, that are meant to help with this but as one director 

described, even they may not be enough:  

The reality is that a lot of these kinds of folks need help to succeed even to be in 

a Bridge program. They have transportation problems and they have childcare 

problems and they have chaos problems. So it would be lovely to think that 

even if we had the resources that everyone would be able [to succeed, but 

that’s not the reality.] They [lack] pre-skills; and so you teach someone how to 

call the doctor’s office to make an appointment because right now they have 

such anger management issues that when they get put on hold they hang up so 

the kid never gets the shot. So the kid can’t get into childcare so you can’t go to 

work. So it’s just the building blocks. And some people have so much emphasis 

at [the top end of the pathways model] and don’t realize how much work really 

could happen down [at the bottom of the pathways model] that could lead to 

better outcomes. (Interview Subject) 

Another director made a similar critique:  

They all believe [in Pathways], don’t they? Credentials, credentials, credentials! 

It’s the only way! Sure [it can create better outcomes that MFIP], for the 30 

people you could get into [a pathways program]. And then you have the 3,000 

people. So if you were ever really going to break this cycle of intergenerational 

poverty in MFIP you would fund this for 

everybody; but we all know how MFIP is 

funded, you can’t get training. So does the 

pathways model lead to a better outcome? 

Yes, but the reality is, this [is] a small numbers 

“All the funders 
are convinced…but 

you simply can’t 
scale this because 

of the lack of 
resources” 
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[path]. (Interview Subject) 

In addition, because pathways models are focused on ‘industry recognized credentials,’ 

they divert funding away from other valuable kinds of training. For instance, a nonprofit 

program that trains clients for customer service positions may provide valuable soft-skills 

training as well as emotional skill and confidence building. It may help get clients into entry-level 

jobs that build skills and experience, which lead to better jobs like bank teller, receptionist, or 

teacher’s assistant, that put them on a pathway toward a more professional and sustainable 

career. But because this kind of training does not result in an industry-recognized credential, it is 

crowded out by those that are, for which many clients may not be ready. Proponents may argue 

that clients should take advantage of related courses offered by post-secondary institutions. But 

for individuals who did not succeed in school the first time, spending $600 on a semester-long 

course with no support services may not be worth the investment. And how much difference, if 

any, will a three-credit course make to a customer service manager making a hiring decision? So 

Pathways models have the same problems as other private and public programs. They are 

chasing the right ideas, but lack the funding to properly support it, especially at the beginning of 

the model, as one director summarized: “They sure all believe in it. All the funders are 

convinced. And I think it’s [right], but…you simply can’t scale 

this because of the lack of resources” (Interview Subject). 

CONCLUSION 

Workforce programs in Minnesota face major problems. 

Unemployment Insurance is unavailable to those who need it 

most. MFIP’s twisted rules do not reward clients or counselors 

for job placement, and while it has the potential to level the job 

“A healthy 
system includes 

the right 
outcome, and 
then secondly, 

resources equal 
to the challenge 

that the measure 
sets up” 



Schwartz – Risky Business 21  

market for those who are most disadvantaged, it must invest in those people, but federal 

policies and budgets limit such investment. Nonprofit programs are less restricted, but they too 

are desperately underfunded. Deborah Schlick, Project Manager at the Department of Human 

Services succinctly captured these issues:  “A healthy system includes the right outcome, and 

then secondly, resources equal to the challenge that the measure sets up.” It is within this 

atmosphere that state leaders have turned to a new model, a model with the potential to both 

add resources and realign outcomes.  

 
THE PROMISE OF A NEW FUNDING MODEL 

 

INTRODUCTION TO PAY-FOR-PERFORMANCE MODELS 

PFP models that offer a profit potential for investors are relatively new, but the concept 

of paying providers only for what they deliver is not. Minnesota’s Vocational Rehabilitation (VR) 

program, which offers employment services for people with disabilities, has operated that way 

for decades. One point of differentiation between programs like VR and the MN PFP Pilot is that 

VR funders pay providers for services, like developing an employment plan, and for short-term 

outcomes, like job attainment, rather than long-term outcomes or impact. The City of 

Minneapolis’ Employment and Training Program (METP) also has a long history with 

performance-based funding. METP pays providers when they place clients in jobs and when they 

achieve first, second, third and fourth quarter job retention (Interview Subject). The key reason 

that funders like the City of Minneapolis offer this type of contract is because it transfers the 

financial risk of serving individuals with low probabilities of success to the service providers. 

Taxpayers expect public agencies to use their dollars wisely, and this is one way to make sure of 

that. The clients served in these programs are often high school dropouts without any specific 

job training (Interview Subject). One director described just how risky it is for providers to enter 
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into such a contract:   

For very low income, disadvantaged people who have very little experience, 

they lose jobs fast. They just do. It’s not because you haven’t gotten them the 

right job…it’s just that they’re in low-level jobs that frequently cut back, or 

they’re last hired, first let go. And yet three quarters of your payment depends 

on them staying in a job for a year. (Interview Subject) 

When asked how often her organization loses money on clients who fail to reach a payment 

point, she admitted, “We don’t keep track of it” (Interview Subject). She went on to say:  

Oh yeah, we’ve lost money on it or barely broken even… We raise private 

money to subsidize it. We’re here to help not just 

the easy ones, but also the people who really need 

help. If we don’t help very, very disadvantaged 

people to enter the labor force and stay in it, where 

does that get the community? (Interview Subject) 

ENGLAND’S MODEL: “SOCIAL IMPACT BOND” 

Probably the biggest difference between these PFP models and the MN PFP Pilot is in 

how the outcomes are financed. Under the MN PFP Pilot, state bondholders will finance the 

outcomes and earn a return if they result in subsequent savings to state government. This sort 

of profit earning model has been popping up like wildfire across Europe and North America over 

the past few years. The first example emerged in England in 2010—not to address workforce 

issues, but to reduce prison recidivism by an organization. This model, termed ‘Social Impact 

Bond,’ despite the fact that it does not actually include a bond was launched by the 

organization, Social Finance. They explain their model as:  

A form of outcomes-based contract in which public sector commissioners 

“Oh yeah, 
we’ve lost 

money on it or 
barely broken 

even.” 
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commit to pay for significant improvement in social outcomes (such as a 

reduction in offending rates) for a defined population. Through a Social Impact 

Bond, private investment is used to pay for interventions, which are delivered 

by service providers with a proven track record. Financial returns to investors 

are made by the public sector on the basis of improved social outcomes. If 

outcomes do not improve, then investors do not recover their investment. 

Social Impact Bonds provide up front funding for prevention and early 

intervention services, and remove the risk that interventions do not deliver 

outcomes from the public sector. The public sector pays if (and only if) the 

intervention is successful. In this way, Social Impact Bonds enable a re-allocation 

of risk between the two sectors. (Social Finance) 

Figure 6: Typical Social Impact Bond Structure shows the flow of funds between the 

government entity (labeled Commissioner), the investor, and the service providers. The private 

investment serves as an operating fund for service providers so they can staff up and carry out 

their interventions. Because investors only receive a financial return if the interventions are 

successful, they hold the financial risk. This incentivizes them to put their money into the most 

proven and effective interventions. Over time, this may also weed out ineffective programs. 

Social Finance’s first Social Impact Bond pilot (they are currently developing several more): 

Aims to reduce re-offending amongst male prisoners leaving HMP Peterborough 

[Prison] who have served a sentence of less than 12 months. During the 

Peterborough Prison pilot, experienced social sector organisations, such as St. 

Giles Trust, The Ormiston Children and Families Trust, SOVA and YMCA will 

provide intensive support to 3,000 short-term prisoners over a six-year period, 

both inside prison and after release, to help them resettle into the community. 
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If this initiative reduces re-offending by 7.5%, or more, investors will receive 

from Government a share of the long-term savings. If the SIB delivers a drop in 

re-offending beyond the threshold, investors will receive an increasing return 

the greater the success at achieving the social outcome, up to a maximum of 13 

percent. (Social Finance) 

Although results are not yet available, Social Finance has already begun developing SIBs 

for unemployment, health, vulnerable children, homelessness, drug rehabilitation, and adoption 

programs (Social Finance).  

NEW YORK’S MODEL: “SOCIAL IMPACT BOND” 

In August 2012 New York City and MDRC, a nonprofit education and social policy 

research organization based in New York, also launched the first U.S.-based SIB pilot. They will 

use it to “implement a cognitive behavioral therapy program for 16- to 18-year-olds detained at 

New York City’s Rikers Island” prison, with the goal of reducing recidivism (MDRC, 2013). Under 

this model, a private investor (Goldman Sachs) will fund the intervention through a private 

contractor and the government will pay the contractor only if the program meets its goals. 

Bloomberg Philanthropies will also grant upfront working capital to service providers, mitigating 

their financial risk. If the recidivism rate drops, Goldman Sachs will earn a profit.  

U.S. DEPARTMENT OF LABOR’S MODEL: “PAY-FOR-SUCCESS” 

Later the same year, the United States Department of Labor Employment and Training 

Administration (DOL) also announced a pilot. In its Request For Proposals, the DOL called on 

local governments to develop ‘Pay for Success’ (PFS) pilots in workforce development or housing 

within their communities. This model generally follows the same structure as both the British 

and New York SIBs. (Minnesota’s Department of Employment and Economic Development 
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submitted a proposal with the GTCUW in December 2012 and expects to hear about their award 

status in the fall of 2013.)    

MINNESOTA’S MODEL: “PAY-FOR-PERFORMANCE” 

Steve Rothschild, author of The Non Nonprofit and local nonprofit executive, 

championed Minnesota’s legislation as an extension of the pay-for-performance work that his 

organization, Twin Cities RISE!, has carried on with the state of Minnesota for 15 years. But 

because his model uses bondholders as financiers, it differs greatly from the British, New York 

and DOL PFP structures. In those models private investors take all the risk. They contribute 

money upfront and the government pays them back with a return if they meet specific goals. 

But in the MN PFP model nonprofits carry all the risk. Minnesota would not risk defaulting, so 

state bondholders will be repaid no matter what. But nonprofits only get paid if they succeed. 

Figure 7: Comparing PFP Models compare the various structures and Figure 8: Risk Trade-off 

Continuum contrasts the relative levels of risk for each party. Appendix C also includes the 2011 

statute, which tasks the Minnesota Management and Budget Office (MMB) with setting up the 

pilot.  

LOGIC AND ASSUMPTIONS 

Pay-for-performance contracts, even relatively simple ones like Minneapolis’, are 

complex; and understanding the differences between all of the new models and their various 

names only adds to the confusion. So, during each of the interviews, subjects were asked to 

describe the logic behind the Minnesota model as they currently understand it. Since it is still 

under development, there was understandably a range of answers and a lot of uncertainty. 

Several interviewees said that it has the ability to increase funding, especially for higher 

performing programs. One said:  
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From the government’s perspective, the logic is to 

funnel more funding to higher performing 

organizations, to fund programs that have 

demonstrated or have shown the potential to 

create high levels of value in terms of the services 

provided. For us, it’s funding. It’s a funding source.  (Interview Subject) 

Others think it has the ability to bring attention to the field of workforce development and its 

problems, and then lead to policy change—even if the model itself is not the answer. As one 

said: “I think they could get us focused on outcomes instead of process. [Policymakers] could 

come to understand the cost of meeting those outcomes, and help us understand, ‘Okay if those 

are the outcomes we want, [then] what will it take to deliver them?” (Interview Subject). 

Another director concurred:  

Whether or not the model itself is sustainable, [the fact that] it is focusing on 

outcomes in a new venue could help make the case that this is smart public 

work that should be happening—however we fund it. (Interview Subject) 

One director, however, believes that the model has a more punitive purpose:  

I think a concept like pay-for-performance 

in some people’s minds is, ‘this is a good 

way [to make sure] these organizations 

are performing properly…only pay them 

for what they do.’ And meanwhile, we’re 

bogged down in these very expensive processes because we don’t have the 

tools to do what we need to do. (Interview Subject) 

“I think it could 
get us focused 
on outcomes 

instead of 
process” 

“[It] could help make 
the case that this is 

smart public work that 
should be happening— 

however we fund it” 
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Drawing on information from these interviews as well as literature on the model as it 

currently exists, the following section outlines the apparent and plausible logic behind 

Minnesota’s PFP model and the assumptions underlying this logic.  

 
1. This model can attract new, currently untapped funding sources because of its 

ability to offer a profit potential to investors.  

Assumptions: 

⇒ Existing workforce development funding sources cannot meet the existing need.  

⇒ Existing nonprofit funders of workforce development programs are motivated by a 

desire to reduce social problems.  

⇒ Governmental funders are motivated by a desire to fulfill their statutory obligations, 

to use public funding accountably, to reduce future expenditures by preventing 

future social problems. 

⇒ Private investors are motivated by a profit potential, and if this opportunity were 

present in workforce development, they would invest.  

⇒ This new kind of investment would raise the overall level of funding in the 

workforce development field.  

2. This model has the ability to reduce social programs simply because it can pay 

for more interventions (because it can tap a new kind of investor.) 

Assumptions: 

⇒ Some existing interventions work.  

⇒ The interventions that do work are not scaled to meet the existing need. 

⇒ Existing interventions that work should be funded more so they can meet the 

existing need. 



Schwartz – Risky Business 28  

⇒ Private investors are motivated by a profit potential, and if this opportunity 

were present in workforce development, they would invest.  

⇒ This new kind of investment would raise the overall level of funding in the 

workforce development field. 

3. This model has the ability to pressure program designers to incent and 

measure the ‘right outcomes’—the outcomes that really create reductions in 

the social problem because profit is dependent upon their ability to lead to 

state savings and increased revenue.  

Assumptions: 

⇒ Social problems (like unemployment, underemployment, lack of job skills, and 

related poverty issues) cost the state money via social programs (like UI, MFIP, 

food support, subsidized housing, incarceration) and via lost tax revenue and 

productivity.  

⇒ Some existing interventions do not reduce these social problems and create 

subsequent public savings or revenue because they incent program staff and 

clients to engage in the wrong activities. 

⇒ If investor profit potential is actually dependent upon reduced state 

expenditures and increased tax revenues, then investors will pressure program 

designers to set program outcome targets that result in real state savings and 

revenue increases.  

⇒ Government officials and philanthropic donors have budget constraints and are 

thus motivated to use their budgets efficiently. Therefore it is also in their best 

interest to correctly incent and measure outcomes that lead to state savings.  
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(Cautionary note: Investors, government officials and philanthropic donors 

concerned with state and program budgets will only pressure program designers 

to select outcome targets that lead to savings and revenue within the period 

that is evaluated. Therefore, the model’s ability to pressure program designers 

to incent and measure the ‘right outcomes,’ is limited by this timeline. In 

addition, it may be possible for gaming to occur if program designers select 

outcomes that for whatever reason create state savings but do not actually 

address the social problem.) 

 
4. The model has the ability to redesign existing, traditionally funded workforce 

programs and policy.  

Assumptions:  

⇒ Interventions used in the PFP pilot will be rigorously evaluated; these newly 

“proven” programs may redirect existing, traditional funding away from 

untested programming and from programming that is less effective. This may 

also result in alterations in state practices or outcome targets.  

⇒ If PFP programs prove to save the state money or increase revenues, then 

policymakers may increase funding for these programs and divert it away from 

more reactionary programing that produces less of a return.    

5. Over the long-term, this model has the ability to save public money; but it is 

unlikely to do so over the short-term.  

Assumptions: 

⇒ As a result of budget constraints and as a result of waiting lists, most state 

programs are not currently serving everyone that they could serve. So in the 
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medium-term, this model is unlikely to actually reduce public expenditures. 

However, the model should reduce spending on specific cohorts of participants 

who are successfully treated.  

⇒ In fact, if Logic Statement 4 is accurate, state spending may actually increase in 

the short and medium terms.  

⇒ Over the long term, this model should save state money if it is able to reduce 

the need enough that policymakers are willing to reduce budgets.  

Each of these statements holds up in a logic model of the SIB structure, as seen in 

Appendix D: SIB vs. PFP Logic Model. Investor profit motive leads to a capital infusion and 

pressure to set the right outcomes, which lead to reductions in the public budget and increases 

in tax revenues. Some of these monetary benefits are then returned to investors in a feedback 

loop and the rest of them are returned to the public, as overall improved welfare. But this logic 

does not hold up as well in the Minnesota model. Here, investors’ profit is guaranteed. They 

infuse capital into the system but this capital is not directed to nonprofits, it is held by the state. 

Also, because profit is guaranteed, investors have no need to pressure program designers to set 

the ‘right outcomes’ that would lead to state monetary benefits. Nonprofits on the other hand 

are pressured to achieve the outcomes that are outlined in their performance contracts. 

However, this financial pressure does not mean they are incented to create long-term impacts 

that would actually lead to reductions in the social problem or state monetary benefits. They 

might, but strictly, they are incented to achieve whatever their contracts dictate. And because 

investor returns do not depend on state monetary benefits, there is no feedback loop. 

Therefore in the MN logic model, the first box ‘Investor profit motive’ does not necessarily lead 

to the last box, ‘Overall improved public welfare.’ The following section uses the logic and 
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assumptions outlined here to explore how the model may produce financial risks to Minnesota 

service providers. 

 
RISKS TO MINNESOTA SERVICE PROVIDERS 

 

OBTAINING WORKING CAPITAL  

Service providers that participate in the MN PFP Pilot will be subject to three kinds of 

financial risk: 1) inability to repay a working capital loan, 2) failure to achieve outcomes and 

subsequent nonpayment for services rendered, and 3) unfair contract development. First 

consider the working capital risk. In the SIB models, the investment sum raised in Minnesota will 

serve as working capital for service providers, but not so here. This means that they will be 

forced to find working capital elsewhere. Several directors indicated this as their most pressing 

worry. One explained:   

My biggest concern is the upfront outlay of money. We would have to 

potentially look at taking a loan to upfront the costs. So, how much? How long? 

We need to buy into it for the right reasons, and not [because we’re] feeling 

pressured to do this because of our other United Way funding. (Interview 

Subject) 

This initial barrier may screen out small organizations that have 

less capacity to solicit donations or to get a traditional bank 

loan. Many of these smaller organizations are also those that 

serve culturally specific neighborhoods. As one director said: “I 

think only sophisticated agencies are going to go after this 

because it’s so complicated and the risk is so high” (Interview Subject). 

“My biggest 
concern is the 
upfront outlay 

of money” 
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If organizations are able to secure a traditional bank loan in order to finance their work, 

the interest premium will cut into their outcome reimbursement payments. Organizations will 

thus be forced to spend less per client. And if organizations (relying on PFP reimbursements to 

pay back their working capital loans) fail to achieve outcomes, they will also struggle to pay back 

the loan. Some organizations may deal with this by borrowing as little as possible to minimize 

interest accumulation, but if they don’t borrow what they need then they further risk not 

achieving their outcomes. 

Working capital is necessary for organizations to get their programs up and running and 

fully staffed. Some interviewees expressed frustration over their inability to maintain a qualified 

pool of staff in a normal funding environment, without the added burden of a PFP model. As one 

director said, “you can’t run anything without the people there in the first place” (Interview 

Subject). Another explained: “I think that’s the biggest flaw in pay for performance…if we are 

looking at people who need comprehensive services it takes [staff to do that.] It’s hard to staff 

up, it’s hard to maintain staff” (Interview Subject). Unfortunately, in such a diverse and changing 

funding environment, service providers are often forced to staff up and down, not based on 

organizational strategy or need, but as contracts come and go. This means that employees are 

frequently in fear of job loss. This can increase voluntary turnover and reduce institutional 

memory and levels of expertise. For PFP participants, adding the complication that comes with a 

loan—applying, waiting for capital, and then making repayments—will further muddy an 

organization’s ability to staff up at the moment that it needs to, and it continues the cycle of 

staffing up and down. Only sophisticated organizations with a healthy supply of unrestricted 

operating reserves are able to weather these cycles of uncertainty.  
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In the proposal that DEED and GTCUW submitted to the Department of Labor, they 

suggest sharing 50 percent of this risk by granting half of the upfront operating funds to service 

providers. One respondent expressed concerns about this scenario too:  

I worry…who’s taking the upfront risk? Is the provider expected to start this 

project with partial funding? And what does that mean? How do you hire part of 

a staff person when what you need is a whole staff person to deliver the model? 

So that’s my first worry, right at the front door…I would ask where they think a 

nonprofit is going to get the other 50 percent—from all the same foundations 

the United Way just went to [in order] to raise money for its 50 percent? The 

foundations will say, ‘Boom sorry, tapped out. We did our workforce give 

already.’ (Interview Subject) 

Alternatively, foundations could offer no-interest loans rather than grants. But what if 

service providers are unable to pay them back? Foundations are not typically in the debt 

collection business, so they would likely eat the debt. Or, they might protect themselves by 

stipulating that the loan remains interest free only if outcomes are met, adding further risk to 

nonprofits.   

FAILING TO ACHIEVE OUTCOMES 

Although participating agencies are likely to be 

well established, financially diversified and experienced at 

service delivery, they still might fail. Uncontrollable 

factors, like the labor market, will inevitably affect their 

success. As one interviewee pointed out:  

It’s very interesting because economists do not know what is going to happen 

with the labor market. I mean they really don’t…so having nonprofits who have 

“You’re expected 
not just to produce 

a product, but to 
change people’s 
lives—that’s a 

pretty big order.”  
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a charitable mission to help people compete in that kind of labor market…If the 

best economists in the world can’t figure it out, why are we being subjected to 

[it]? (Interview Subject)  

Another agreed, saying, “Take a look at what happened with the recession. Who could have 

predicted that? …If you’d been under a pay-for-performance contract [when the recession hit] 

you would have lost your shirt” (Interview Subject). 

Human behavior is also unpredictable. Service providers can affect but not control 

changes in participants’ skills and behavior. As one director put it, “You’re expected not just to 

produce a product, but to change people’s lives—that’s a pretty big order” (Interview Subject). 

Another said:  

If you’re working with a homeless kid or somebody coming out of foster care…it 

takes a long time to gain trust, to build up their confidence…It takes a lot of 

concentration, a lot of time, a lot of working together in these agencies to put 

people who have essentially been ripped apart back together again. I think 

people don’t realize that in an agency like this, it’s just not that simple. 

Other interviewees expressed concern that their organizations may be penalized 

because of the tenuous connection between their organization’s actions and the state’s financial 

outcomes. One interviewee explained:  

I think a service provider could do a really high quality job of helping someone… 

get back into a better job than they left. But at the state level, that may not 

reduce public assistance spending and it may not increase revenue. And is the 

service provider accountable for [that] or are they just accountable for 

delivering high quality services and then getting reimbursed? (Interview Subject) 



Schwartz – Risky Business 35  

Determining nonprofits’ level of accountability will take an incredibly complex and 

sophisticated evaluation. As one workforce consultant Luke Weisberg described, this will be 

tough to properly pull off: 

We’re talking about literally tracking cohorts of people through their 

intervention, and that just feels fraught with danger, unlike capturing the value 

of a real estate investment or something else, which doesn’t move. I mean there 

are [so many] other reasons why we either won’t be able to track those people 

effectively [why] or other stuff might intervene in their lives…and it gets us into 

the murky space of attribution and causality…Are you not going to pay back the 

bond because [a client’s] house burned down? That just seems like a bad idea. 

So what pops into my head is the mayhem guy from Allstate. We’re going to 

create a funding mechanism that is not immune to mayhem. So what are you 

going to do about that? How are you going to account for that? (Luke Weisberg)  

Many funders actually evaluate proposals on their commitment to partnering with other 

organizations. This fact makes attribution even more difficult to ascertain. A job-training 

program for instance may partner with one that helps parents find childcare, transportation or 

professional work clothes. So in this complicated web of services, should client success be 

attributed to the job-training program, the childcare program, or the client’s inner drive to 

change her life?  

PROBLEMS WITH CONTRACTS 

Depending on how they are written, financial risks may also 

emerge within PFP contracts. For instance, the amount that the 

state agrees to pay per outcome may not reflect the true cost of 

“These 
government 

contracts…just 
change on a 

whim and then 
go retroactive.” 
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delivery. How much does it really cost to move a low-skilled, low-income participant into a living 

wage job and support them in keeping that job for at least one year? Few, if any, experts can 

give a definitive answer. One interviewee admitted, “I don’t have any official sense, but what 

I’ve seen over the years [is around] ten to thirteen thousand dollars. But I really don’t know” 

(Interview Subject). With the lack of rigorous impact evaluations in workforce development, it is 

unlikely that these contracts will accurately price outcomes.   

Contracts may also change unpredictably. Several interviewees described the chaos that 

this has caused them in the past. One director said a funder decided to change her contract 

criteria and on top of that made it retroactive to the previous nine months. She exclaimed, “We 

weren’t even collecting that data so we couldn’t even know going forward how we could 

improve! We didn’t get some of our monthly reimbursement” (Interview Subject). Another 

director described a similar occurrence:  

I think the most frustrating thing [was] that we decided, ‘Yes we’re going to do 

pay-for-performance. Yes we’re going to take this risk.’ And then the outcomes 

we thought we were going to get paid for were changing. All the rules changed! 

That makes it really hard for the agency. It was unbelievable. (Interview Subject) 

This funder reserved the right to change the contract with 30 days notice. This right circumvents 

nonprofits’ ability to prepare contingency plans and mitigate their risk. It can both destabilize 

organizations and damage relationships between funders and service providers. As one director 

said, “These government contracts…just change on a whim and then go retroactive…I mean that 

just can’t happen [in the MN PFP Pilot] or we’ll all get burned and never want to participate 

again” (Interview Subject) 
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OPPORTUNITY COSTS 

Proponents hope that pay-for-performance mechanisms will raise the overall level of 

funding in workforce development. But it is possible they will have the opposite effect. These 

complicated systems require new players who all need a cut, including the investors, working 

capital financiers, intermediary organizations, external evaluators, researchers, etc. One 

interviewee expressed concern about these expanding overhead costs: “My fear is…these 

players now need money out of the system. So can you get these people money and still give 

money to the service providers? It’s worth doing a demonstration to find out” (Interview 

Subject). These new expenditures all represent opportunity costs.  

Participating nonprofits will handle their three financial risks in a variety of ways. Some 

will develop creative new strategies and some will try to game the system, but it can be hard to 

tell the difference. The following section uses interview responses and performance 

management theory to predict how organizations will mitigate the risk in pay-for-performance 

models.  

MITIGATING THE RISK:  SMART STRATEGIES AND GAMING 
 

PERFORMANCE MANAGEMENT THEORY 

Minnesota’s PFP model will employ a performance management system to measure 

outcome attainment and accountability of resources. Beer describes performance management 

theory as “a form of indirect control necessary for the governance of any complex system” 

(Bevan and Hood, 2006). Such arrangements include the following basic components:  

(1) Desired results are specified in advance in measurable form,  

(2) Some system of monitoring measures performance against that specification, and  
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(3) Feedback mechanisms are linked to measured performance (Bevan and Hood, 2006). 

In his 2011 book, Disciplining the Poor, poverty scholar Joe Soss suggests that gaming in 

performance management systems is not a result of malice or corruption, but is actually to be 

expected. As he explains, the implicit promise is “that local actors will be freed to go their own 

ways and then, later, will be judged by their own performance and given the information they 

need to improve” (Soss, 2011). But as Soss argues, the pressure to perform (and subsequently 

stay in business) produces perverse responses in organizations; and often these responses are 

made at an unconscious level.  

Other scholars have offered the same warning. Bevan and Hood studied the effects of 

target-based performance management on Britain’s National Health System; they concluded 

that this mechanism always creates gaming, “Not sometimes. Not frequently. Always” (Lowe, 

2013). In his paper, “Assessing the Impact of Planned Social Change,” renowned social scientist, 

Donald T. Campbell, also warned about it back in 1976, writing that “the more any quantitative 

social indicator is used for social decision-making, the more subject it will be to corruption 

pressures and the more apt it will be to distort and corrupt the social processes it is intended to 

monitor” (Campbell, 1976). This passage was later coined ‘Campbell’s Law.’  

Campbell supported his theory by comparing the relative public trust placed in voting 

data with U.S. Census data. In the 1970s the government employed numerous safeguards to 

protect election integrity but few to protect the Census; and yet, votes were regarded with 

much more suspicion. These, he says, is because voting data have real implications on jobs, 

money, and power and are subjected to a lot more pressure (and thus corruption). On the other 

hand, until recent decades our Census data were much less important for political decision-

making (Campbell, 1976). This kind of pressure can also occur at a much more micro level. If PFP 

contractors fail to meet their outcomes they may deal with it through layoffs. One interviewee 
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said, “I think the psychological pressure on the staff is real. I think the job security issue is real” 

(Interview Subject). Bevan and Hood documented psychological pressure in their analysis, 

writing that NHS staff was subject to reputational effects—“shame or glory accruing to 

managers on the basis of their reported performance” (Bevan and Hood, 2006). Another 

interviewee described this exact fear: “I do feel the psychological risk—more at the manager 

level and the administrative level…For example [in one contract] if you don’t make your 

outcomes, it gets published publicly” (Interview Subject). Psychological pressure created by the 

model’s inherent financial risks may be transferred across all personnel levels—from the senior 

administration to program managers to frontline staff and even to clients, as shown in Figure 9: 

Passing of Risk within the Nonprofit. 

MISSION ALIGNMENT 

When asked how they would mitigate the financial risk, most directors said they would 

start by making sure it is sufficiently aligned with their mission and organizational strategies:  

We’d look at ‘How does it fit with the mission?’ [This one program] is a good 

example of that right now. We’re fronting the money right now in the hopes 

that placements and retention will happen…If we don’t meet the contract by [a 

specified time] we would either decide: ‘Okay, it’s close enough to break even’ 

or ‘We think it’s important for whatever strategic reason so we’re going to keep 

doing this,’ or else we might say, ‘You know what, we’ve lost money this year, it 

doesn’t look good for the following year. Do we really still want to do that?’ 

(Interview Subject) 

Another said:  

So, we would have to make an assessment when we’re entering that contract... 

What is our chance of succeeding and getting paid back?...Is it a risk we’re 
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willing to take?...If having a bigger better program is our mission, [then] our bias 

is towards participating and figuring out how to succeed. (Interview Subject) 

OPERATING RESERVES 

Many interviewees said they would deal with the risk simply by absorbing losses if they 

occur. “How do you deal with that? You suck it up. You’re lucky if you have United Way or 

foundation money. It’s kind of your [general operating] money for when things like this happen” 

(Interview Subject). Reflecting on past losses, another director said, “Sometimes we absorb it, 

depending on the amount; sometimes we subsidize it with foundation funds” (Interview 

Subject). A third said, “It’s all about having enough in reserve should we fail” (Interview Subject). 

Despite their confidence, most organizations are unable to handle such losses without taking 

other cost-cutting measures. According to the Nonprofit Finance Fund, nonprofit on average 

have less than four months of expenses in unrestricted operating reserves (Nonprofit Finance 

Fund). One directed asserted that, “the only way you can run [a performance-based contract] is 

to be running other [programs] that you can leverage” (Interview Subject). One candid director 

admitted, “We don’t generate a lot of earned income…so we don’t have dollars that are general 

operating to invest” (Interview Subject). Since data suggest that too many organizations run too 

thin a margin, shoring up operating reserves seems like a smart strategy. But more shelved 

money also means more opportunity costs. Should organizations, struggling to serve as many 

people as possible, as well as possible, with as little as possible, really be taking more money out 

of programs?  
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STAFF CUTS 

In such a rapidly changing and unstable funding 

environment, many frontline nonprofit workers are in 

nearly constant fear of job loss. The MN PFP Pilot will 

likely amplify this fear—and for good reason. Some 

directors reluctantly admitted that they might deal with contract losses by cutting staff. One 

said, “Sometimes, yeah, we would layoff. I mean in an organization like this where it’s mostly 

client service staff, if you lose a program or you lose a chunk of funding, you don’t have much 

choice” (Interview Subject).  

CLIENT SELECTION 

Program success also depends a lot on the clients. Some are much more likely to 

succeed than others. The practice of creaming, defined as 

“selecting participants on the basis of their likely outcomes on 

performance measures rather than on need or value added by 

the program” is generally shunned (Barnow and Gubits, 2003). 

But many directors admit that it usually occurs in one way or 

another. One director first denied it, saying, “I think creaming does go on. We don’t permit 

it…and you can tell because we don’t earn all the money” (Interview Subject). But later she 

admitted:  

I mean to some degree of course we screen people before we let them in 

because those contracts are pretty small. Resources are pretty small overall. So 

if we are going to spend money on clients we have to make sure they are people 

who have some potential to succeed because the funding’s been cut so far back 

incrementally over the years from the federal government. The state 

“For the majority 
of our populations 
it would be a huge 

risk, a really big 
financial risk” 

“Sometimes, yeah, 
we would layoff… 

You lose a chuck of 
funding, you don’t 
have much choice.” 
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government doesn’t fund much anymore. So what’s available has to be used 

wisely. (Interview Subject) 

Several other directors described the same rationale. One talked about diverting low-probability 

clients into less stringently funded programs:   

I think that pressure is there all the time. Ethically we have an obligation to 

figure out how to serve everyone that comes to us seeking our services if they 

meet our eligibility criteria. It puts a pressure…on the not-for-profit to figure out 

how to find other ways to fund serving the people that maybe we can’t report 

on [in certain contracts] because we don’t get the outcomes. We’re all serving 

more people than we can report on because we have got to meet the 

obligations of our performance contracts. (Interview Subject) 

And a third director talked about simply turning some clients away: 

There are a lot of people who come in and we work with [them] to some degree 

and they take advantage of our resource room, they go through an orientation, 

we talk with them. And some we won’t enroll in the program because we can 

see that it will take such a long time to get them ready, but we can’t, we’d never 

get paid, for quite some time. [Interviewer: So of the hardest to serve, there are 

still some that get screened out?] Yeah, they have to be. We don’t have enough 

staff to work with them. (Interview Subject) 

One director even said this was her primary strategy for mitigating risk:  

We have one population that we think [the pilot] will work really swell with, and 

that’s the only reason we’re interested in doing it. [For] the majority of our 

populations it would be a huge risk, a really big financial risk. Nobody is serving 

this population because it’s not government funded. And so we’re quite sure 



Schwartz – Risky Business 43  

these are people who are very motivated to work and have some skills… So 

we’re confident that we could make a go of it. If you take the general MFIP 

population…huge risk! (Interview Subject) 

So at what point do these smart strategies for wisely using public dollars become 

unethical gaming? Many workforce development agencies have missions to serve the ‘hardest 

to serve,’ but if they truly directed their services at those people, then most would be out of 

business. After all, these programs are funded and evaluated on their ability to produce the 

most ‘bang for the buck.’ The answer to this question is not clear-cut. So organizations must 

make a decision. Is it better to use public dollars to serve disadvantaged people who are 

relatively likely to succeed or to serve everyone, even if it means throwing money after people 

who are not committed to the intervention and who, for any number of reasons, are unlikely to 

succeed? In addition, nonprofit leaders must consider if it is more or less fair to turn away a 

committed and talented but undernourished, individual in favor of an individual who is not 

committed and unlikely to succeed? As long as there are budget constraints, no matter how well 

program designers develop screening and recruitment policies, there will always be a tradeoff 

between enrollment equity and program efficiency (Barnow and Gubits, 2003). If policymakers 

strictly regulated programs in terms of equity, not efficiency, many providers would not 

participate. One director said just that: “Because we can pick a subset of people who will be in 

the [MN PFP pilot], that’s why it would work for us. But if it had to be all of our employment 

services, then we wouldn’t participate” (Interview Subject). 

OUTPUT DISTORTION 

Bevan and Hood also considered the Soviet Union’s experience with performance 

management. In the absence of profit, the USSR used ‘success indicators’ to evaluate its planned 

economy. In their analysis, Bevan and Hood acknowledged three well-documented gaming 
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problems: output distortions, ratchet effects, and threshold effects. First consider output 

distortions, which can be defined as attempts “to achieve targets at the cost of significant but 

unmeasured aspects of performance” (Bevan and Hood, 2006). Output distortions are 

sometimes triggered by misguided compensation and reward systems. Litzky et al. say that 

when this happens “competition for rewards can cause employees to look out only for 

themselves and to believe that unscrupulous behavior is necessary in order to get ahead of 

coworkers” (Litzky et al., 2006). One interviewee recalled an example of this in Arizona’s child 

protective services:  

It’s very expensive to take a child out of their home and put them into some of 

the more therapeutic settings. So [policymakers] tied part of frontline workers’ 

wages on reducing their out-of-home placement rates. And the woman who 

told me this got tears in her eyes. Because she said, ‘Can you image what that 

did then, when a worker’s sitting there looking at child in trouble and thinking, I 

already placed three kids this month?’ When you tie performance to money, 

you often distort the behavior of a system rather than change the outcomes you 

get. (Interview Subject) 

Litzky et al. described another example in their article “The Good, the Bad, and the Misguided: 

How Manager’s Inadvertently Encourage Deviant Behaviors:” 

In the early 1990s, Sears Automotive switched its incentive system from salary 

and hourly pay to a commission-based system through which service managers 

and mechanics were paid for the number of parts sold and the number of 

repairs completed. As a response to meeting these financial pressures, 

employees engaged in production deviance by overselling repair services and 

rushing through repairs, which resulted in shoddy work. (Litzky et al., 2006) 
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Output distortion can also occur when targets are not properly chosen. MFIP’s misuse of 

the Work Participation Rate is an example of this. Nove also recorded this occurrence in Soviet 

factories: “When the output target is in tons, then any shift to a less heavy variant will be 

avoided by the enterprise whenever possible. It does not ‘pay’ to make lightweight rolling mill 

products, small cement blocks, and so forth” (Nove, 1958). Output distortion can be even more 

blatant than this. In his interviews with Florida service providers Soss uncovered counselors who 

were simply lying about output levels: 

We’re interviewing people there who are saying, ‘Oh yeah, we find out if the 

person has been giving their pastor a ride to church every Sunday we classify 

that as a work activity now.’ That’s nothing compared to the places that were 

actually using white out to change the amounts that the people had been hired 

for, or downloading names from the state database from the Department of 

Labor who had been employed and saying that they’d placed them in those 

jobs. There was just rampant fraud. (Joe Soss) 

Under GTCUW’s new electronic tracking system (in which self-reported provider data is 

compared against state income tax records) output distortion will 

be more difficult. But it can still easily occur in others. In one 

program, a particular agency was contracted to receive payments 

for placement and for three-month retention. A representative 

from the government funder actually coached her to game the 

results. “She specifically [told] us, ‘Don’t record a placement until 

you’ve already had 3 months of retention’” (Interview Subject). The director explained that this 

sort of gaming allowed them to save money and keep offering services:  

“She specifically 
told us, don’t 

record a 
placement until 
you’ve already 

had three months 
of retention” 



Schwartz – Risky Business 46  

You may have placed the person, but [if] they lose that job before three months 

[then] you never get paid for that placement... So there’s an example of 

someone guiding us to game the system… We don’t depend on that little chunk 

of change. We can fund that [participant] for three months but [another 

organization] might not have the cash flow to wait 90 days. (Interview Subject) 

Output distortion may also occur when definitions of indicators are not carefully 

defined. For instance, workforce providers are frequently required to track 90-day retention 

rates. But this measure is not always interpreted the same way. Some providers consider 

‘successful 90 day retention’ if the client has been employed in the same job for 90 days. Others 

count it if the client has been employed consistently during that time period, whether or not he 

is in the same position on day 90 as on day 1. And yet others count it if the client is employed on 

day 1 and day 90, regardless of what he was doing during the other 88. In reference to this 

confusion, one director said this is why “it’s important to compare apples to apples. I don’t 

really care what the definition is as long as everyone is operating under the same rules” 

(Interview Subject). 

Finally, output distortion might occur if frontline staff feels pressured to place clients in 

jobs that are not a good fit. When asked how much this occurs, one director said:  

It depends on what’s being rewarded. If placement is being rewarded at the 

highest level then the incentive is just to shove somebody into a job. But most 

funders want retention as well. [If] you don’t have a good match between the 

client and the employer then you’re going to have lousy retention. (Interview 

Subject) 

Imposing retention targets in addition to placement can easily reduce this kind of distortion.  
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RATCHET EFFECT  

Ratchet effects occur when funders base next year’s targets on last year’s performance. 

In these situations, program managers may avoid exceeding targets in an effort to prevent 

funders from setting overzealous goals the next year. In such cases, honesty is penalized while 

deceit is rewarded. As Nove wrote, this effect occurred frequently in USSR industries, the 

manager “knows that a large bonus awaits him if he exceeds 100 percent, and the smaller the 

‘100 percent’ is, the easier it will be to exceed it (Nove, 1958). One interviewee said this effect 

does happen in her agency, but she also said: “More and more you have to set stretch goals 

[rather] than lower goals…or you’re not going to get funded. It’s impact. It’s the most ‘bang for 

buck.’ (Interview Subject) 

THRESHOLD EFFECT  

The threshold effect refers to how employees’ internal motivations are affected by 

performance targets. Targets put “pressure on those performing below the target level to do 

better, but also [they also provide] a perverse incentive for those doing better than the target to 

allow their performance to deteriorate to the standard” (Bevan and Hood, 2006). Therefore, in 

general, performance tends to crowd towards the target, as shown in Figure 10: Crowding 

Toward the Target.  

The extent to which this kind of gaming takes place depends on a mixture of motive and 

opportunity. The various motives of service providers can be broken down like LeGrand’s well-

known dichotomy of ‘knights’ and ‘knaves.’  

1) ‘Saints’ may not share all of the goals of central controllers, but their public 

service ethos is so high that they voluntarily disclose shortcomings to central 

authorities. 
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2) ‘Honest Triers’ broadly share the goals of central controllers, but do not 

voluntarily draw attention to their failures. They also do not attempt to spin or 

fiddle data in their favor.  

3) ‘Reactive gamers’ also share the goals of central controllers, but aim to game 

the target system if they have reasons and opportunities to do so.  

4) And finally, ‘Rational Maniacs’ do not share the goals of central controllers and 

aim to manipulate data to conceal their operations (Bevan and Hood, 2006).  

Under this theory, gaming is most likely to come from Types 3 and 4. Proponents of 

performance management systems must assume that the majority of their workforce is made 

up of Types 1 and 2, otherwise the system would collapse. But LeGrand argues that whenever a 

performance management system is introduced, ‘knights’ will invariably turn into ‘knaves.’ This 

is because actors of Types 1 and 2 will eventually learn the costs of not gaming the system and 

will shift towards Type 3 (Bevan and Hood, 2006). Unfortunately, as Bevan and Hood state, 

attempts to limit the threshold effect by basing future targets on past performance will tend to 

accentuate Ratchet Effects; and attempts to limit Ratchet Effects by system-wide targets will 

subsequently accentuate threshold effects (Bevan and Hood, 2006).  

PERFORMANCE-BASED COMPENSATION FOR STAFF 

A final strategy that nonprofits might use to mitigate their risk is to pass it on to their 

employees. The bulk of program budgets are usually devoted to wages. So if a service provider 

in the MN PFP Pilot takes out a working capital loan, it will probably be to pay for staff. 

Nonprofits could unload some of that risk by offering performance-based compensation to PFP 

frontline staff. Most of these organizations already use an employee appraisal system in which 

pay increases and future employment are tied to past performance. But such systems do little to 

reduce an organization’s financial risk under a PFP model. They would need a system that ties 
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past compensation to past performance. For instance, consider 

an organization that signs a contract promising to produce 150 

outcomes, of which Employee A is responsible for producing 50. 

Under such a system, if Employee A achieves the 50 then he 

would earn his original salary. If he achieves fewer than fifty, he 

would receive some minimum, undesirable base salary. But if he 

achieves more than 50 he would receive a bonus. This would 

both discourage underperformance and transfer some of the financial risk to the employee. It 

should also incent employees to produce more outcomes, further reducing the service 

provider’s risk of failure. 

Only one interviewee was even remotely in favor of such a system. And even she 

offered criticism, pointing out that a bonus must be large enough to have a meaningful effect—

which may be difficult for bootstrapped programs. She also raised concerns about the legality of 

bonuses in nonprofit organizations.  

Most interviewees were adamantly opposed to performance-based compensation for 

staff. One director critiqued the underlying principle. She said her employees would not work 

harder because they are already at maximum levels of productivity:   

That is downright insulting! ...How can you work harder if you don’t have any 

money to start with to hire the staff? I mean really, is a counselor going to sit 

across from someone and work harder to get another $500 in three months? 

How would you even keep track of that in your head? It’s a crazy concept. 

(Interview Subject) 

Offended, another director agree, saying: “Like we’re going to do something differently with the 

people we already serve? No! No, that would make it seem like you’re motivated by money as 

“The motivation 
is around helping 
people. So even if 

you paid them 
more money I 

don’t think that 
would drive 

people.”   
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opposed to the good of the client. I don’t agree with that logic” (Interview Subject). And a third 

said: “Probably not. That generally is not how people here are motivated. I don’t think that 

would have any useful benefit. I’m not sure people would like the idea” (Interview Subject). All 

of the interview subjects shared this sentiment, continuously praising their staff’s altruistic 

motivations and denying money as a primary motivator. As one director said: “I am inspired and 

amazed by people’s commitment to our mission” (Interview Subject). Another said:   

Another said:  

I think the people that work in these agencies by in large are really committed. 

And they’re not in it for the money. A bonus is appreciated, heaven knows. And 

certain times when your caseload is up to 125 people and you’re turning 

yourself inside out to help them, sure you want to be recognized with a bonus. 

(Interview Subject) 

One director explained that some staff are motivated by a desire to ‘pay it forward’:  

They’ve been refugees. Even if they’re from Ethiopia and they’re helping 

somebody from Asia, it’s that they know the refugee experience and they want 

to be helpful. I would think that’s why anybody takes a job in a nonprofit. It’s 

that they want to help people and want to use their skills and expertise to make 

someone’s life better. (Interview Subject) 

Others argued that employees could not be in it for the money because the pay is too low to 

keep them around:  

I don’t think people stay for the money. And there aren’t as many advancement 

opportunities as there would be say at Target. So I would say the motivation is 

around helping people. So even if you paid them more money, I don’t think that 

would drive people. (Interview Subject) 
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Others argued money could not be a big motivator because the job is simply too frustrating: 

The rules of the program are so confusing and maddening and changing all the 

time that you have to have somebody who wants to help people. Otherwise, if 

your only goal was [money]…well the contract changes three times a year. It 

would just make you too crazy that you wouldn’t stay long. (Interview Subject) 

According to these executives the current level of their organizations’ output is a 

product of their employees’ altruistic motivations. But according to traditional economic theory, 

more money equals more motivation to increase productivity. So it would seem rational to try 

and layer these two motivating factors to increase overall productivity in the name of the public 

good. But according to Daniel Pink’s book, Drive: The Surprising Truth About What Motivates Us, 

the part of the brain that controls altruistic motivations and the part of the brain that controls 

personal financial motivations are not only separate but also mutually exclusive (Ausland, 2012). 

When one part is turned on, the other is turned off. Frey and Oberholzer-Gee described this 

phenomenon in a 1997 study of ‘Not In My Back Yard’ (NIMBY) projects. In an effort to 

encourage local residents to allow a nuclear waste repository to be built near their homes, 

researchers spent time explaining the public value that the program would create. 51 percent of 

the residents agreed to the program. Later, researchers went back to the same individuals and 

offered financial incentives for anyone agreeing to the project. This time, only 24.6 percent of 

the residents agreed to the program. A price incentive not only 

failed to increase the number of consenting residents, it actually 

crowded out intrinsic motivation (Frey and Oberholzer-Gee, 

1997).  

In addition, Pink claims that financial incentives fail to 

improve productivity in the kind of complex work that human 

“I mean, when 
you’re working 
with people it’s 
not like you can 
change a gear 
and make it go 

faster” 
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service organizations perform. According to studies conducted by MIT and replicated elsewhere, 

carrot and stick financial rewards work well for mechanical tasks, but once a task calls for even 

rudimentary cognitive skills, or creative or conceptual thought, financial incentives have a 

deleterious effect (Pink, 2009). One interviewee’s agreed, saying:   

I mean, when you’re working with people it’s not like you can change a gear and 

make it go faster. I don’t think across the board [incentives] would make a great 

difference. And on programs like MFIP, when so much of your day has to be 

spent on tracking, you’re not working with the person; you’re working with the 

paper and the tracking! (Interview Subject) 

Pink says companies should pay their employees enough to make money a non-issue 

and then focus on the three factors that have been shown to lead to better performance and 

personal satisfaction: 1) autonomy, the desire to be self-directed; 2) mastery, the urge to get 

better and better at something that matters; and 3) purpose, the yearning to do what we do in 

the service of something larger than ourselves—the last of which the nonprofits should have in 

spades (Pink, 2009). So according to Pink, these nonprofit leaders have the right idea. 

Performance-based compensation may produce more risk than it reduces.  

 
CONCLUSIONS AND RECOMMENDATIONS FOR PROGRAM DESIGNERS 

 

Depending on its final design, Minnesota’s Pay-for-Performance Pilot has the potential 

to change the face of local workforce development. First, its profit potential may increase the 

overall amount of funding available for interventions, which could lead to real reductions in 

unemployment and poverty. But even if the funding mechanism does not catch on, this 

innovation has the power to—and to some degree already has—bring attention to these 

problems and the shortcomings of existing solutions—namely misaligned outcomes. As Deborah 
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Schlick said, “A healthy system includes the right outcome, and then secondly, resources equal 

to the challenge that the measure sets up.” This conversation could help ensure this that 

healthy system exists.   

In addition, the nonprofit organizations that support the state’s workforce development 

system provide significant public value to Minnesota. They are flexible enough to do the work 

that public agencies simply cannot, or find too risky. They can leverage their philanthropic 

networks to multiply public funds, and they help the state experiment with new policies and 

programs, like this one. Because they provide such value, state leaders must take care to protect 

them. So, as the PFP model gets underway, designers should consider the many financial risks 

that the model poses to nonprofits: 1) risks involved in obtaining and repaying working capital 

loans, 2) the risk of failing to achieve outcomes, 3) and the many risks associated with contract 

development. As noted in the introduction, the charge of this paper was to identify these risks, 

not to highlight the many positive aspects of the model. And of course, the purpose of 

identifying these risks is so that program designers and policymakers can put plans in place to 

mitigate them, or at the very least, to measure them and continue to research them. 

Throughout the interview and the literature review, the following recommendations emerged 

for state leaders within MMB and DEED and GTCUW, henceforth referred to as ‘program 

designers.’ These organizations (if the United Way is indeed selected to serve as an 

intermediary) will play a pivotal role in writing the policies, contracts, and execution plans for 

the pilot.  

» Recommendation 1 

State leaders should develop a clear consensus about the purpose of Minnesota’s pilot. 

Right now, nonprofits are confused about what the model is meant to achieve for them, 

for their clients, and for the state, and how the goals of this model differ from those of 
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other PFP models. Because the legislature authorized the Minnesota Management and 

Budget Office to implement the pilot, MMB should take the lead in this information 

campaign, along with help from DEED and GTCUW. 

» Recommendation 2 

If the final model includes an intermediary role, and if this role is filled by GTCUW, then 

GTCUW should set up a risk-sharing arrangement like the one it proposed to the 

Department of Labor. Several nonprofits suggested this, as one director explained: “A 

no interest loan from a third party…will increase the board’s comfort with a project they 

think is risky” (Interview Subject).  

» Recommendation 3 

Program designers should draw on GTCUW and the Governor’s Workforce Council’s 

Return on Investment research to pinpoint the true cost of an outcome. The more 

accurate this measure is, the less risky contracts will be for nonprofits.  

» Recommendation 4 

Program designers should create fair contracts. First, ban retroactive changes to 

contracts. Second, set up dates in advance in which all parties can meet, learn about 

what is working and what is not, and make necessary contract changes. Only allow 

contract changes during these pre-arranged times. This will significantly reduce the risk 

for nonprofits and will improve relations between all parties.  

» Recommendation 5 

Prolonged delays between payment and initial enrollment, which is often the most 

financially intensive part of the intervention, put a big financial strain on nonprofits. And 

although proponents of this model like the fact that the state will only pay for 

outcomes, this delay can also push nonprofits toward gaming tactics, like creaming. 
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Therefore GTCUW should include partial payments for enrollment. This will both reduce 

gaming and reduce the financial risk to nonprofits.  

» Recommendation 6 

Program designers, especially the intermediary, should discourage nonprofits from 

transferring their financial risk to their employees via performance-based 

compensation. Motivation literature and interviewee statements suggest that this 

strategy will not lead to improved outcomes.  

» Recommendation 7 

Program designers should use the themes emerging from these interviews and from this 

literature to conduct more research that can maximize the model’s potential. Such 

research questions could include:  

 To what extent do the concerns expressed here represent the concerns of other 

nonprofit executives? 

 Executives strongly believe that their employees are dominated by intrinsic 

motivation. To what degree is this accurate? Have other PFP models, or nonprofits 

in general, successfully used performance-based compensation to improve 

outcomes? This paper argues that properly funded programs perform better. How 

does that concept translate to employee compensation? 

 What can Principal-Agent theory tell us about designing good contracts with service 

providers?   
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APPENDIX A: FIGURES 
 

 

 
Figure 1: Unemployment Rates 

(SOURCE: Minnesota Department of Employment and Economic Development) 
 

 

 
 

Figure 2: Unemployed and Job Vacancies in Minnesota, 2006 to 2009 

(SOURCE: Minnesota Department of Employment and Economic Development) 
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Figure 3: Share of Total Wealth Growth Accruing to Various Wealth Groups, 1983-2010 

(SOURCE: Economic Policy Institute) 
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Figure 4: Share of Unemployment Insurance Claimants and Percent Female by Industry in 
Minnesota 

(SOURCE: Schlick Affirmative Actions, 2013) 
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Figure 5: Generic Pathways Logic Model 

(SOURCE: Schwartz, 2012) 
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Figure 6: Typical Social Impact Bond Structure 

(SOURCE: Social Finance) 
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Figure 7: Comparing PFP Models 

(SOURCE: Nonprofits Assistance Fund) 
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Figure 8: Risk Trade-off Continuum 

(SOURCE: Nonprofit Finance Fund) 
 
 
 

 
Figure 9: Passing of Risk within the Nonprofit 

(SOURCE: Schwartz, 2013) 
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Figure 10: Crowding Toward the Target 

(SOURCE: Bevan and Hood, 2006) 
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APPENDIX B: TABLES 
 

Table 1: Minnesota's Workforce Inventory 
(SOURCE: Minnesota Workforce Council Association, 2012) 

 



Schwartz – Risky Business 66  

  



Schwartz – Risky Business 67  

 

 



Schwartz – Risky Business 68  

 

 

 



Schwartz – Risky Business 69  

 



Schwartz – Risky Business 70  

 

Table 2: Characteristics of Minnesotans Receiving Workforce Services from Select Workforce 
Programs, Program Year 2008 

(SOURCE: Minnesota Office of the Legislative Auditor, 2010) 
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Table 3: Countable TANF Work Activities and their Definitions 

(SOURCE: Ganzglass, 2006) 
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Table 4: People Below Poverty Level and Below 125 Percent of Poverty Level by Race and 
Hispanic Origin: 1980 to 2009 

(SOURCE: U.S. Census Bureau, 2012) 
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Table 5: Federal and State Spending for Workforce Programs, Fiscal Year 2009 

(SOURCE: Minnesota Office of the Legislative Auditor) 
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Table 6: Services Required to be Available to Anyone Visiting a Workforce Center 

(SOURCE: Minnesota Office of the Legislative Auditor) 
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Table 7: Workforce Services Available through the Workforce System 

(SOURCE: Minnesota Office of the Legislative Auditor) 
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Table 8: Ramsey County MFIP Providers, December 2012 

(SOURCE: Minnesota Department of Human Services, 2012) 
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Table 9: Hennepin County MFIP Providers, April 2013 

(SOURCE: Hennepin County, 2013) 
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APPENDIX C: MINNESOTA’S PAY-FOR-PERFORMANCE PILOT LEGISLATION 
 

(SOURCE: Minnesota Management and Budget, 2011) 
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APPENDIX D: SIB VS. PFP LOGIC MODEL  
 
 

(SOURCE: Schwartz, 2013) 
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