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A. Origins of the PEO Industry and the Initial Regulatory Responses

The PEO industry began its evolution in the 1999$he employee leasing industiyitially, it
involved a client terminating its entire workforce, a leasing company employing that workforce,
and then the leasing company providing that same workforce back to the client as leased
employeesThe idea was for the leasing company to be “the employer” or general employer of
the workers who would beworking forthe client companyas “borrowed servants Unlike
traditional staffing entities thatwould provide additional temporary workers to a client for
specific needssuch as seasonal work or filling in for absences, and then reassign those workers
to another client when the need was over, this new concept involved entire workforces on a
longterm basis.

The concept was designed to allow the client to focus on the core business of its enterprise and
to leave the employmentelated issues to the leasing compamyhich could save costs through
economies and efficiencies of scalsually only available to larger enterpriséhe leasing
company maintained thatas the employer of the leased workeis was both able toand
required to secure workers’ compensation for the worksite employees leased to a client.
However, the concept was also susceptible to abdsethe 2002 NAIGAIABCeport stated:

There are many reasons for entering into employment services outsourcing agreeiemg.
businesses become employment services outsourcing clients because they find it to be an
efficient way to obtain high quality administrative services, and many of these outsourcing
companies have worked hard to develop professional standards for the indusbayever,

other employment services outsourcing arrangements have been motivated by factors ranging
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Nonetheless, the movement of workers’ compensation responsibilities for these employees
from client to a leasing company and baok from leasing company to leasing compahgd a
major impact on the experience rating system.

Under traditional rating rules, alient customarilylost its experience factor becau#s entire

workforce was absorbed into the leasing company’s larger workforce
a master policy covering the leasing company.

Gl:19504 © 2010 National Association of Insurance Commissioners
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and other states allowed master policy arrangements in the name of the PEO or leasing
company.The Joint Working @®up decided to provide guidance that could be adapted
and used for any or all of these situations.

3. Voluntary vs. Residual Markets- The Joint Working Group, recognizing the peculiar
responsibilities of the residual market, opted to maintain the requirement of a multiple
coordinated policy or cliedbased policy in the residual markegreater flexibility is
allowed under the Guidelines for insurers and insureds in the voluntary markdong
as essential requirements for coverage, experience, and notice are met.

4, Implementation Commentary Because of the complexity of the Geilithes the need
to address a number a$sues legislatively, and the fact that the Guideliaddress only
the workers’ compensation aspects of PEO arrangements, it was decided to issue a
companion paper to the Guitieesto give state insuranceregulators and legislators
additional context for implementation.

Significant changes occurred in the PEO industry and in-iSteed insuranceegulation
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Experience must be reported at the client level on an ongoing basis, not just when the
client leaves the PEO

An experience modification factor will be calculated for all experigated clients,
even in situations where the insurer and PEO choose to calculate premium on the basis
of the PEQO’s experience.

Disclosure requirements so that clients clearly understand their rights and
responsibilities.
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X Concerns raised by cress/nership of insurers and PEOs.

X Whether adjustments need to be made in existing state law for taxes and assessments
when largedeductible policies are issued to PEOs.
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Some of these issues are within the purview of other NI@mittees or the IAIABC, and the
NAICIAIABCJoint Working Group has briefed those bodies and encouraged them to stay
involved in these matterOther essential elements of comprehensive PEO oversight are beyond
the jurisdiction of both insurance and workers’ compensation regulatdtserefore, the
Guidelinesare based orthe premise that some sort of legislation already existas-t does in

most states— that defines what a PEO is, requires PEOs to be registered or licensed by the
state, and recognizes some form ofemployment relationship (either by statute or case law).
Section 4 of the Guidelines then provides that workers’ compensation coverage may only be
provided through a PEO arrangement if the PEO is properly registemagrs are prohibited

from issuing master policies to unregistered PEOs or entering into multiple coordinated policy
agreements with therj) and Section 15 provides for administrative enforcement by the
insurancecommissioner.

The Guidelines attempt to recognize the divgrof state laws currently regulating PEOs, and

include a number of fting notes to provide guidanceDrafting notes to Sections 1 and 15
suggest that if a different state agency has regulatory jurisdiction over PEOsghkations
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For this reason, the Working Group gave serious consideration to recommending that master
policies be prohibited entirelyHowever, because of the potential efficiencies that could be
realized from the master policy model, representatives of the PEO and insurance industries
strongly urged the Working Group to consider whether there was a way to permit master
policies that could satisfy regulatory concerfithe Working Grouptherefore, took as its
starting point the recommendation in the 2002 NAKIABCJoint Working Group repotthat

the only acceptable alternative to prohibiting master policies would be:

...allowing master policies but with cliespecific notice requirements and payroll, loss and
other data reporting requirements that would give the client a status similar to that of an
individual insired under a group policy.

If the latter approach is taken, careful attention must be paid to the need to guarantee that
coverage cannot be terminated or materially altered by the insurer or by the employment
services outsourcing company without reasonable advance notice to the clieig. also
important to maintain and report accurate and tip-date information in sufficient detail to
permit the calculation of meaningful cliespecific experience ratings and verification of proof-
of-coverage on the client leveln practice, this may be a moot point, since insurers and
employment services outsourcing companies may not consider the master policy a worthwhile
option if clientby-client recordkeeping and reporting are unavoidaHle.

Despite the skepticism thdtad beenexpressed, the Working Group and the interested persons
were able to reach consensus on a regulatory framework for master polini@articular, he
Cuidelines require experience reporting at the client level and the production of experience
ratingson an ongoing basis for every client of sufficient size to be eligible for experience rating
This requires two essentig@hhancementdo the current systemOne is the ability to identify
each client workforce as a discrete unit of coverageen if coverage is provided to the PEO on a
master policy and the client does not purchase a separate p8liElyis is primarily a regulatory
issue, and is one of a number of reasons the Guidelines have adopted a “certificate of coverage
requirement, under which each client is issued a coverage document outlining its rights and
obligations under the master policy and clearly establishing both the identity and status of the
client and the inception and termination dates of covera§dhis has occasionally been a
source of misunderstanding because of the traditional usage of the tarentificate of
insurance’in the context of theproperty/ casualty insurance industrlike the certificates issued

by insurers under group life and health policies, this is a legally binding coverage document, not
just a representation of the status of coveragé some point in time and has the effect of
making the client an additional insured under the pafity

10 NAIC/IAIABC Joint Working Group Report on Employee Leasing and Professional Employer Orgar2ations

11 Section 11 of the Guidelines requires that all loss reporting be conducted in a manner that will allow for the experiagcef rdite client to be
maintained on a stan@lone basis.

2 Specifically, the certificate must: 1) specify the effective date of the client's coverage and the expiration date ofetthgingnchaster policy (with a

renewal certificate issued when the master policy is renewed); 2) provide that coverage shall continue as long as the master policy and the PEO
agreementbetween the PEO and the client both remain in force, spelling out any exceptions; anavigle that termination of coverage without
replacement requires 30 days’ advance notice to¢hent. Subsection 7D.

13 Subsection 7B.

GL:195010 © 2010 National Association of Insurance Commissioners









NAIC Model Laws, Regulations, Guidelines and Other Resou®otsber2010

the PEO’s cemployeesHowever, because there is only one policy, if there is anyone
who is not covered through the PEOQO, then
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Twoimportant new safeguards against coverage failures established by the Guidelines are:

X

The certificate of coverage mechanism discussed earlier, whiciwvhen properly
implemented by insurers and regulators eAsures that even under a master policy,
each client’s coverage has a clearly established inception and termination date, with
adequate advance notice to both the client and the POC system before a client’s
coverage can be terminated or replac&d.

A presumptionthat a PEO’s policgrdinarily provides full workforce coverage to all
covered clientsmeaning thatcoverage during the relationship exuivalent tothe
coverage a client would have under a staaidne policyt’ The PEO’s insurer does have
the right to issue a policy that limits the scopeamiverageto PEO cemployees but
only a fullworkforce policy can be used to satisfy the clients’ coverage obligatimus,
there is an expectation thaPEOs and their clients will only be interestecham-full-
workforce coveragewhen they intend from the outset that thREO arrangememill
only covera portion of the client’'s workforcg®

The provision making falborkforce coverage the norm and more limited coverage the
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This means that fee disputes and termination disputes between clients and PEOs cannot be
resolved through thensurancedepartments administrative process The nature of the PEO
client relationship makes it unrealistic to require good cause for termination, let alone to require
the PEO to maintain a client against the PEO’s will if good cause is Fckimg).without
regulated fees or paghrough billing of insurance premium, the complexity of the claims and
counterclaims that might occur makes it inappropriate to treat fee disputes as similar to
premium disputesAccordingly, the Working Group did not adopt the PEO industry’s request to
allow expedited cancellation for nonpayment of PEO fees, in tetates that allow expedited
cancellation for nonpayment of premiuntilowever, some states allow expedited cancellation
for fraud, and tlose states should consider whether cases involving fraud committed by the
client would be within the scope of tHerafting Note on expedited cancellation.

Another termination issue that the 199model does not address is the nature of the insurer
employer relationship under a multiple coordinated policy arrangem8&hbuld the client have

the right to convert its policy to a diregiurchase policy if it leaves the PEO, or should leaving
the PEO be a valid ground for terminating the client’s coordinated pdBoyf?e regulators felt

that an insurer ought to make the same fydar commitment when it issues a coordinated
policy covering a business as it does when it issues a glinechase policyHowever, insurers
replied that in the voluntary market, participation in a multiple coordinated policy arrangement
through a PEO is often an essential condition for their acceptance of the risk, and termination of
that arrangement represents a material change in circumstances that justifies termination of
coverage.
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E. Policy Forms
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There was significant debate as to the nature of the dafaorting issue, who was responsible,
and how to resolve the difficulty.
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Onesolutionmight be to develop some form of system for master policy situations that parallels
the multiple coordinated policy framework for reporting dafhis would requirdoth carriers

and rating agencies to be able to segregate data for clients of PEOs as if each had an individual
policy. Carriers that are engaged in PEO coverage indicate a willingness to provide this client
level data, as do the PEOs themselMd&.Cl has provided a technical supplement outlining
various alternative mechanisms for reporting and compitinig information33

© 2010 National Association of Insurance Commissioners GL:195021
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Given that a large majority of states now statutorily recognize PEOs as employers for workers’
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X If the PEO or an affiliate owes pakie premium or otherwise does not meet the
general qualifications for residual market coverage;

X If the PEO is unable to demonstrate the financial capacity to comply with its obligations
under the multiple coordinated policy agreement; or

X If the PEO has been barred by regulators or found to have unfit management or
ownership.

In addition, as discussed above in “Experience Ratarginimpairedability to enter into split
workforce PEO arrangements migjive the PEO and cliesen incentive to “dump” the riskiest
components of the clientsvorkforces into the residual market, or for a PEO to buy voluntary
market coverage for its best clients and “dump” the otheFherefore, Subsection 6D of the
Guidelines makes splitorkforce arrangements ineligible for residual market coverage, and
gives the residual market the authority to deny or surcharge coverage if a PEO splits its client
base.

A final issue that needed to be addressed in order to construct a nationwide model is that
different states make residual market coverage available in different walgsrefore, the
Guidelines include two different versions of Sectiowife to be used in states with an assigned
risk/servicing carrier progranthe other to be used in states with a single statutory carrier of
last resort.The Guidelines presume that such a carrier also has the authority to write voluntary
market coveragesostates with a single carrier that only provides involuntary coverage should
adjust the language accordingly.

Pricing

The Guidelines impose no requirement that the PEO itemize the workers’ compensation portion
of its billings to its client® Paragraph d131
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Likewise, when the client has paid the appropriate fees up front, the P permitted to hit

the client with additional charges down the road if claims experience goes Beyond those
restrictions, the focus is on transparency, making sure that all parties have all the information
they need to make an informed decisiofransparency extends to regulatory reportiag, well.
Subsection 11D of the Guidelines requires specific reporting by all infoezigyn as well as
domestig in the domestic PEO markeand by domestic insurerson their
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(2) Explaining that while the coordinated policy or certificate of coverage is in force, the
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Drafting Note A state that does not have an established regulatory process for complaints by clients against PEOs should consider adding
a provision establishing a complaint process for workers’ compensation issues.

E.

GL:195034

The PEO shall promptly notify the workers’ compensation insurance carrier of the termination of
any PEO agreement with a client that is covered on a master policy or multiple coordinated
policy basis.

The PEO shall not make any materially inaccurate, knowingly or recklessly misleading, or
fraudulent representations to the client of the cost of workers’ compensation coverage. If the
PEO charges the client an itemized amount for workers’ compensation coverage, the PEO shall
provide the client with a good faith estimate of the actual cost of coverage and an accurate and
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requirements shall be mandatory grounds for cancellation. The PEO shall have the right to a
hearing before the commissioner upon a claim that the insurer has cancelled the agreement
unlawfully or has failed to provide proper notice of cancellation or nonrenewal;

l. Provisions establishing the conditions and procedures, if any, under which a specific policy may
be cancelled or nonrenewed while the multiple coordinated policy agreement remains in force;
and

J. Provisions, if any, for conversion of coordinated policies to direct purchase policies upon
termination of a PEO agreement, or upon termination of the multiple coordinated policy
agreement between the PEO and the insurer.

Section 6. Coverage in the Residual Market

[Option One} This version of Section 6 is for use by states where the residual market is an assigned risk plan or
pooling mechanism. States should make appropriate revisions to the extent that this section is not consistent
with the state’s residual market structure.

A. The[residual market manageghall file with the commissioner a standard multiple coordinated
policy agreement that shall be made available to all registered PEOs in good standing. The terms
of the standard agreement shall be subject to approval by the commissioner and shall include:

QD Provisions under which, to the extent feasible, the policies covering all clients of the
same PEO within this state shall be assigned to the same servicing carrier, and
reasonable efforts shall be made to assign a common servicing carrier on an interstate
basis;

(2) Provisions under which any client that is otherwise eligible for coverage may obtain
direct purchase coverage with no break in coverage if the coordinated policy covering
the client terminates for any reason; and

3) A premium discount schedule that appropriately reflects any cost savings created by
multiple coordinated policy arrangements.

Drafting Note:Omit Paragraph (3) in states where there is no premium discount available to large employers in the residual market.

B. If a PEO is not in good standing, residual market coverage for its clients shall be issued in the
name of the client on a direct purchase basis. A PEO is not in good standing for purposes of this
section if the residual market manager, subject to the PEO’s right of appeal to the
commissioner, determines that the PEO, an entity that controls or is controlled by the PEO, or
an entity in which the PEO or an entity controlling the PEO directly or indirectly holds a 25% or
greater ownership interest or actively manages:

(2) Is in default on an undisputed workers’ compensation premium or assessment, either
for its own coverage or for its clients’ coverage, or otherwise fails to qualify as an
eligible employer under the terms of the residual market plan;

Drafting Note:Omit the word “undisputed” in states that allow the denial of coverage while a dispute is pending.
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Q) Is in default on an undisputed workers’ compensation premium or assessment, either
for its own coverage or for its clients’ coverage, or otherwise fails to qualify as an
employer eligible for coverage as of right with [statutory carrier of last resort]

Drafting Note:Omit the word “undisputed” in states that allow the denial of coverage while a dispute is pending.

2) Is unable to demonstrate the financial capacity to comply with its obligations under the
multiple coordinated policy agreement;

3) [If state has a disciplinary provision in its PEO laws that when triggered would restrict a
PEQ'’s ability to provide workers’ compensation coverage to clients, insert appropriate
reference here]pr

(4) Has, or is owned or managed by persons who have, a history of material noncompliance
with the law or with contractual obligations, including but not limited to a felony
conviction, multiple criminal convictions, judgments of liability for fraud or material
representation, or multiple cancellations of insurance policies or multiple coordinated
policy agreements.

C. The terms of any master policy issued or multiple coordinated policy agreement entered into by
[statutory carrier of last resort§hall include provisions under which any client that is otherwise
eligible for coverage may obtain direct purchase coverage with no break in coverage if the
coordinated policy covering the client or the client’'s coverage under the PEO’s master policy
terminates for any reason.

D. An employer that is a client of a PEO is not entitled to issuance or continuation of coverage as of
right by [statutory carrier of last resort], nor is the PEO entitled to issuance or continuation of
coverage as of right by [statutory carrier of last resort] with respect to PEgngboyees at that
client, if there is voluntary market coverage with respect to some other portion of the client’s
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Drafting Note:States that permit the “Designated Workplaces Exclusion Endorsement” should add the following language at the end: “ ...
or subject to the terms of a Designated Workplaces Exclusion Endorsement in a form approved by the commissioner, catisistlent w
other applicable legal and procedural requirements, that is properly executed, attached to the policy, specifically ddientifee PEO
agreement and contingent upon the client’s obligation to maintain coverage at the designated workplaces and upon thes insurer’
obligation to give .notice of the exclusion to the [workers’ compensation regulator] when filing proof of coverage.”

(2) If the PEO agreement is not a full work force PEO agreement, the policy or certificate
may exclude coverage for direct hire employees and may specify that only those
employees acknowledged in writing by the PEO as PEginptoyees shall be covered,
subject to the following conditions and requirements:

@) A PEO'’s insurer may not issue or renew coverage with a direct hire exclusion
unless it obtains satisfactory evidence demonstrating that the client has
coverage for all of its other workers’ compensation liabilities under [insert
appropriate statutory reference]. A direct hire exclusion is not valid if the
insurer issues the policy or certificate without first obtaining evidence of
coverage for the client's other workers’ compensation liabilities, or if the
coverage for the client’'s other workers’ compensation liabilities has terminated
and the PEO's insurer has failed to act promptly to cancel the policy or
certificate after learning of the termination.

(b) A direct hire exclusion is not valid if the PEQO’s insurer has provided proof of
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(a) When replacement coverage is provided by the PEO with no break in coverage;
or

(b) When the insurer has notified the client and the [workers’ compensation
regulator]at the time the certificate is first issued that the master policy will be
cancelled or nonrenewed in less than thirty (30) days.

Drafting Note:In states where Section 10 is revised to permit shorter notice in some or all situations, this provision should be modified
accordingly.

E. Coordinated policies, except for the policy covering the PEQO’s direct hire employees, shall be
issued in a manner that clearly specifies the identities of the PEO and client and clearly describes
the scope of coverage:

Q) Coverage may be issued in the name of “[PEO] and [client] @&snptoyers,” or
substantially similar language, as long as the policy clearly indicates which named
insured is the PEO and which named insured is the client.

2) Coverage may be issued in the name of “[PEQ] as labor contractor for [client],” or
substantially similar language, as long as the policy clearly provides coverage for the
client’s obligations as employer under the workers’ compensation laws.

3) Coverage may be issued in the name of “[client], for employeesngaoyed with
[PEO],” or substantially similar language, or in the name of the client with the PEO as an

additional insured, as long as the policy clearly provides coverage for the PEO’s
obligations as employer under the workers’ compensation laws.

(4)

© 2010National Associationf Insurance Commissioners GL:195041
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purchase policy.

The insurer shall send each coordinated policy to the PEO, and shall send the client a certificate
adopting by reference the policy form attached to the multiple coordinated policy agreement
together with any amendments that may be expressly set forth in the certificate, and providing

a method by which the client may obtain a copy of the entire policy on request.
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Policy Cancellation or Nonrenewal

A master policy or a coordinated policy may be cancelled or nonrenewed by the insurer on the
same grounds and subject to the same conditions as any other workers’ compensation
insurance policy. In addition, the insurer shall cancel or nonrenew a coordinated policy covering
a client, or may at its option convert it todirect purchase policy, if the multiple coordinated
policy agreement is cancelled or nonrenewed, voluntarily or involuntarily, or if the PEO
agreement between the PEO and the client terminates for any reason. The termination or
conversion of coverage shall be concurrent with the termination of the multiple coordinated
policy agreement or PEO agreement if adequate advance notice can be given in compliance with
this regulation and applicable contractual provisions.
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If coverage is rated on the basis of the client’s experience and some of the client’s operations
are to be covered under one or more policies issued by a different insurer, the insurer may, as
one of the terms under which it offers to issue or renew coverage and separate from any other
applicable credits or surcharges, either:

QD Use an experience modification factor based on the portion of the client's operations
that are covered by that insurer if such a factor can be calculated with reasonable

accuracy, or

(2) Adjust the premium in a manner that in the insurer’s reasoned underwriting judgment
appropriately reflects the difference in risk between the insured operations.
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Appendix B
NCCI Alternatives and Technical Supplement on Data Reporting
Purpose of Proof of Coverage (PG Experience Rating Data

Workers’compensation administrators and insurance regulators rely on &@Gtatistical data to enforce and
monitor the workers'compensation systentor states that recognize the PEO and their clients asrgaoyers,
compliance programs and regulations need to consider the impact of insurance coverage as it relates to the PEO
and the client employeRRegardless of the existence oP&0 oemployee leasing arrangement, the integrity of
experience rating anBOQorograms must be effectively maintained with statistical data that is:

X Sufficient to enable the state’s compliance administrator to efficiently track and identify
whether an employer within the state has the coverage required by law to ensurenjoaed
employees’ claimwill be processed and the required benefits paid.a minimum,POCdata
must identify the worksite employer's name, location, covered work units, and date of

GL:195048
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