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Overview

Professional Employment Organizations (PEOs) typically enter into contractual obligations with various employers for the provision of employment related services, such as payroll processing, employment benefit administration, Human Resources and other related services.  Professional Employment Organizations generally provide these services in one of two ways; (1) ASO (Administrative Services Only) and (2) co-employment relationships.  

ASO Contracts 

Under an ASO contract, the PEO merely performs services for which it is reimbursed a fee.  Their liability risk, which will be outlined further in this document, is similar to any other Professional Service Firm and involves general liability, professional liability, Directors and Officers and employment related liability for the service it performs.  The liability risk related to these services is far less limited in scope than under a co-employment relationship since the PEO typically has limited personnel, compared to the sum of all of its clients’ personnel.

When providing Professional Services, any company is responsible for the proper provision of those services and also for damages associated with failing to provide the services for which a client has contracted.  This risk (liability) exists for any professional service firm, including doctors, lawyers, accountants, realtors, and other firms.  

Co-Employment Contracts 

Under co-employment related contracts, the Company subjects itself to significant direct and vicarious liability associated with each of its client companies, since the PEO is the legal employer of record for each employee of each of its client companies.  These risks include every general liability, employment related and Director and Officer related liability of each of its client companies. 

Many PEOs take the position that co-employment is simply a technicality.  However, the PEO has made a significant push to become a co-employer for purposes of employee benefits, such as workers compensation, state unemployment, healthcare and other employment related matters.  Any competent attorney will litigate any and all potential defendants, including the PEO.  

Co-Employment Risks 

Highlighted below are some of the potential liability risks inherent for the PEO under a co-employment relationship with its clients.  This list is not intended to be comprehensive, but rather an introduction to the types of risk that are inherent in the business model.  We suggest the PEO have a comprehensive analysis of all of its insurance risks periodically in order to ensure the company is properly protected. 

General Liability 

The Company, as co-employer can be named as a defendant in any employee related general liability suit of one of its client companies.  This risk can include the following worksite related incidents/risks.

	· Slips and falls
	· Restraint of Trade

	· Automobile related incidents 
	· Antitrust

	· Product Liability 
	· Liable/Slander

	· Completed Products Liability
	· Theft

	· Advertising Liability 
	· Fire and Property Damage


The PEO, as a co-employer, is responsible for any claim that occurs as a result of an incident cased or alleged to have been caused by an employee of a client company.  Examples of this include:

· A slip or fall caused by an employee that improperly cleaned a sidewalk after a snowstorm.

· Property damage caused by and employee responsible for a fire in a nearby building

· An employee that is in a traffic accident on their way to make a bank deposit 

· An employee that makes slanderous and defamous remarks about a person or company and causes harm.

· Failure of an employee to properly deliver services or goods as promised. 

· Food poisoning caused by a pizzeria owner client

The list is too numerous to outline in this documents, however, suffice it to say that any damages caused by an employee of any client company puts the PEO at risk. 

.

Case Example 

A classic lawsuit today, in the age of telecommuting, is as follows:

An employee working for the day out of their home is visited by their sister in-law.  Lets call her Mary.  Mary trips over Mr. Bunny and falls down the stairs.  The employee (Sally) reaches to catch her and strains her back and is immobile for the next six months and cannot work.  Sally has to go to the hospital and is in traction, then is sent home to recover.  This incident involves many liability issues.  

1.) First, the sister in-law sues the sister, the client company and the PEO for hospitalization, medical, rehab and psychological care (she now has nightmares about Mr. Bunny and she can’t climb stairs because she is afraid).

2.) The brother (Harry, the husband of Mary) sues the sister, the client company and the PEO.  He has lost wages associated with either hiring a nurse to take care of the sister in law or taking off work.  Lets not get into if he has to take off too much time and actually loses his job as a result of her injury.  He also has to hire a baby-sitter for little Mary, Jessie and Mark.  

3.) Harry has other issues, since his wife can’t climb stairs, she can’t make it to the bedroom.  That’s called loss of consortium.  They sue for that too.  Sally’s husband will collect for that under workers compensation.  However, Mary’s husband will sue the Sally, the client company and the PEO directly.  

4.) Sally will collect benefits under her workers compensation policy, however, if she has been improperly classified as an office worker as opposed to a home office worker, it is possible that the insurer would deny coverage.  Sally would be entitled to health benefits, rehab and psychosocial counseling.  Her husband would be eligible for certain benefits, including counseling and loss of consortium.  

5.) The Directors and Officers of the company will be sued for failing to have properly posted safety posters in the home office of the employee.  They could be liable for inadequate training of the employee on how to catch someone falling from the stairs of a home office.  

6.) The manufacturer of Mr. Bunny will be sued.  They may turn around and sue the PEO for failing to read the label on Mr. Bunny that clearly says in big bold letters “
DO NOT LEAVE MR. BUNNY UNATTENDED ON THE STAIRWELL, IT COULD CAUSE SERIOUS INJURY OR DEATH.

This case is a little melodramatic, however, if you don’t think these suits occur, just watch the People’s Court.  More common issues simply relate to accidents caused by employees through some form of negligence and the PEO must defend itself as employer of record.  A properly constructed general liability policy could protect the PEO from such risks. 

Many PEOs have general liability policies with minimal premiums (usually $2,500.00) written for their own office employees.  Typically, this type of policy is called a BOP (Business Owners Policy or Package).  It is a comprehensive general and properly liability policy designed for small business owners.  This policy is not intended to extend to the vicarious and direct liability of hundreds or even thousands of PEO worksite employees.  PEOs’ with this type of policy should be aware that they could be left unprotected from claims at the client sites for which the PEO is named as a defendant.  Some insurance brokers attempt to sell PEOs this type of policy in order to make a sale and save the PEO money, however, when the claims come in, the PEO can be left holding the bag.  Remember, if it sounds too good to be true, it probably is. 

Most PEO Client Service Contract require that PEO be added as an additional insured on the underlying general liability policies of each client company.  However, many PEOs don’t enforce that policy and furthermore, do not require evidence of adherence to the contract in this regard.  This is very dangerous since the general liability carrier most likely reviewed the Client Services Contract when they issued the corresponding liability policy.  Therefore, they were dependent upon a representation from the PEO that they would not be litigated against in every client company related exposure.  An insurance carrier could deny coverage for misrepresentation in this instance.  The PEO should request copies of Certificates of Insurance with the PEO listed as an additional insured from all client companies.  Additionally, the Company should periodically request updated information.  The reason is simple:  Theoretically, the client companies’ insurers would defend the PEO in any client company initiated lawsuit, if the PEO were listed as an additional insured on the client company policies.  Therefore, the PEO insurer would assume they would not have to defend each and every lawsuit of a client company.

It should be noted that even with a properly constructed general liability, the PEO insurer would not defend any client company for its own claims; rather it will defend the PEO for covered claims. 

Hired and Non-Owned Auto

Hired and non-owned auto refers to the liability associated with passenger automobile accidents incurred by employees of either the PEO or a client company.  The PEO can be named in any such suit as a defendant.  An employee making a bank deposit or picking up lunch for a fellow employee is considered on company time.  The client company and then likewise the PEO can be held liable for any accident related injury caused by an employee in an automobile accident while providing services for the company.  There have been many lawsuits that have alleged that employees were acting in their capacity as employees while they were commuting to and from work or even from home.  Many employees use their own autos to make sales calls, deliver items and related business activities.  

The PEO, as co-employer, is responsible for any traffic accident of any employee of any client company.  We have seen litigation, whereby the company was sued for incidents relating to an employee when the employee was not even on company time or even while working a second unrelated job.  Although, the company may eventually get dismissed from such causes of action, it is typically not prior to incurring significant legal costs.  These costs would not be covered, unless the PEO has a specific rider or policy for hired and non-owned auto coverage.

A common exclusion is for “livery” vehicles.  A pizza delivery boy is not covered under his own auto policy and must be added to the policy of the pizza shop.  Many pizza shop owners do not do this and assume they could pay, if there was an accident.  They are putting your Company at risk.  

Most PEO policies specifically exclude hired and non-owned auto coverage relating to its client companies due to the magnitude of the exposure.  However, the coverage can be purchased separately or as part of rider to the base policy.  The cost for this additional coverage varies significantly among insurers.  This coverage is well worth the price to pay for the additional coverage. 

Corporate Owned Auto (COA)

Corporate Owned Auto Liability relates to the liability associated with accidents and incidents involving vehicles owned by client companies.  This coverage involves specific additions to the client company policies or even separate policies.  Client companies independently purchase this coverage as part of their Corporate General Liability coverage.  Many client companies have vans, limos and similar vehicles; however, the exposure is greatly increased for clients such as truckers, loggers, florists, and even medical professionals.  Most PEOs are not covered for this exposure, since they would have to buy a specific policy for each client as it relates to their exposure.  Since this is cost prohibitive, it is necessary for the PEO to require that client companies list the PEO as an additional insured on all such policies.

Professional Liability 

Direct Professional Liability 

Direct Professional Liability refers to the liability associated with the performance of or failure to perform Professional Services for others for a fee.  Professional Services are any services that require specific knowledge and training to provide the related service.  This would include professions such as medical, accounting, law and other services like real estate and staffing services.  Professional Employment Organizations are held to a standard for the performance of their services, therefore, they can be held liable if they either fail to perform or perform their services in a manner that causes harm or damage to others.  Some examples of liability in this area might include failure to deliver paychecks to client company employees in a timely manner, failure to provide proper and timely tax filings, failure to maintain employee benefit plans, such as life, health and pension plans.  The Company can also be held liable if it convinces a client company to switch health plans, the new plan is cancelled and the client company can no longer get the proper health insurance for some reason or another or must pay significant increases as a result of your intervention. 

Most PEOs can get a direct professional liability policy for their services.  This would help protect the PEO from such lawsuits.  However, all policies will be subject to a maximum per occurrence limit and a maximum per year limit.  These limits are usually purchased in $1 million increments.  

Indirect Professional Liability 

In addition to the risks associated with the provision of the PEOs own professional services, it could be named as a defendant in any Professional Liability suit of a client company.  Professional Liability claims relate to services provided by professional service firms, such as:

· Doctors

· Lawyers

· Accountants

· Nursing Homes

· Architects

· Realtors

· Professional Employment Organizations 

· Other professionals

For example, the PEO could be named in any medical malpractice suit for a physician client office.  In these cases, the PEO would be named a defendant as an employer of record.  Although, it is possible that the PEO might eventually get dismissed from some of these cases, it would not be prior to incurring significant legal fees.  Even then, there can be no guarantee that the PEO would be dismissed from a cause of action.  Suppose the client utilized the employment practices manual provided by the PEO.  Most Professional Liability policies cover the PEO for Errors and Omissions for staffing related services, not for the professional liability associated with professional service firm clients.  

Most PEO Client Services Contracts require client companies to indemnify the PEO for such losses, however, such indemnification is only as good as the financial condition of the client offering the guarantee.  Consider whether the financial condition of most PEO client companies could afford to indemnify the PEO for a $1 million loss.  The PEO must still defend itself, and then seek reimbursement, if any can be obtained.

Employee Benefits Liability 

Employee Benefits Liability relates to the liability associated with administering employee benefit programs.  For example, if the PEO collects funds for a health benefit plan from a client company and then fails to appropriately add the employee to the plan, the company would be liable for the payment of any related benefit.  This liability could relate to any failure of the company to properly administer its benefit plan.  A common claim relates to failure of the PEO to timely deposit funds into retirement vehicles and the fund experiences significant gains or losses as during the interim period of time.  

Further, Employee Benefits Liability could relate to failure to maintain proper insurance and reinsurance.  Employers have been sued for implementing self-funded health benefit plans that did not adequately provide healthcare coverages.  Since, under this type of arrangement, the employer has a financial incentive to reduce costs, they can be sued for conflicts of interest in the denial of healthcare.  ERISA has traditionally protected employers, however, recent case law has penetrated the employer shield against such liability.  As noted in the liability for fiduciaries (See Fiduciary Liability) individuals can be held personally liable for their actions.

Employee Benefits Liability is typically an add on coverage to most liability policies and requires a separate premium.  The PEO should ensure that they have this specific coverage added to their policy. 

Employment Practices Liability Insurance (EPLI) 

This area is probably the single biggest area of risk for the PEO.  EPLI is a catchall type liability associated with day-to-day employment related risks.  Such risks can include:

· Sexual Harassment

· Discrimination

· Wrongful Termination 

· Hiring/Firing Protocols

· Advancement 

· Creating a hostile working environment

Although, typically the PEO only has a relatively few number of employees, compared to the sum of all its worksite client company employees, it has entered into a co-employment arrangement with each and every worksite employee and therefore is directly (not indirectly) liable for all employment related lawsuits, claims and other matters associated with the operations of any individual client company.  

Again, indemnification from a client company is useless if the client company cannot reimburse the PEO.  If the client company does not or cannot reimburse the Company, then the Company must incur legal fees in order to recover its losses.  Further the PEO could find itself in lawsuit with its client company whereby the client company alleges that the PEO provided the employment practices procedures that led to the loss in the first place.  The PEO could be found liable to the worksite employee and to the worksite client.

Insurance Coverage for this type of exposure typically includes three components: (A) the liability of the PEO for the actions of its own employees; (B) the liability of the PEO for its liability associated with the underlying activities of client company employees; and (C) the liability of each of the client companies for their own employees.  

A carefully constructed policy would protect the PEO for losses related to both its employees and the potential liability the PEO could face for the actions of the client company employees and provide a vehicle for client companies to purchase their own EPLI on a discounted basis.  The cost to the PEO should range from $25.00 to $50.00 per employee per year and the cost to the client companies should range anywhere from $500 per year minimum to upwards of $100 per year per employee.  The ability of any PEO to secure this type of coverage is dependent upon many underwriting factors and it cannot be guaranteed that any PEO could obtain this coverage at a reasonable premium. 

Employment related claims are the fastest growing area of liability lawsuits in the country and can be the downfall of any PEO.  Since employment related risks are often claims against individuals, such risks can pierce corporate shells and Directors and Officers can be held individually liable.  Although, most companies indemnify their Directors and Officers, such indemnification is of no value if the company has insufficient funds to back such indemnification. 

Failure to Maintain Proper Insurance 

Management is charged with the responsibility of administering the financial affairs of the Company and safeguarding the assets of the Company.  If the Company were to have a non-covered claim and not be able to continue as a going concern, the Company’s failure to be able to continue would cause damages to its client companies.  Client companies would have to change insurance carriers; change benefit administrators; enroll employees in new plans.  The cost of the change and the increased cost of the benefit/service would be considered damages of the client company.  The PEOs Officers and Directors are responsible for the oversight the of the companies activities. Individual officers and directors could be held liable for their role in the downfall of the company.  

Directors and Officers Liability (D&O) 

Directors and Officers Liability relates to the liability of the individual managers of the Company for their oversight and guidance.  Directors and Officers are the Board Members and the Officers of the company.  Ds & Os can be held personally responsible for mismanagement of the Company and for misappropriation of assets.  Management is responsible for setting the direction of the company and approving policies and procedures.  This means that D&O’s are responsible for among other things the following types of decisions:

· Approval of all Employee Practices policies, such as 

· Hiring 

· Firing 

· Advancement

· Disciplinary Actions 

· Investment Decisions 

· Approving Employee Benefit Plans 

· Approving Benefit Plan Administrators

· Approving policies regarding Insurance 

· Appointing the Audit Committee

· Choosing the Office Location 

Individual D&O’s can be held responsible for:

· Choosing an office location that is contaminated with hazardous materials (asbestos, lead paint, water well contamination, etc.). 

· Approving an Employee Benefit Plan that is discriminatory

· Approving an Employee Benefits Administrator that is incompetent

· Failing to approve a proper fund manager for the companies 401K

· Failing to maintain proper procedures to discipline employees

· Mismanagement of a Company that declares bankruptcy 

The PEO under a co-employment relationship is responsible for these actions at each of its client locations.  

Fiduciary Liability 

Management is charged as a Fiduciary of funds on behalf of the PEO for its client companies.  The fiduciary duties of the company and its officers include the receipt of payroll, employee benefits and other similar funds, properly managing such funds and dispersing the funds in a manner that is appropriate.  Fiduciary liability is different from other types of liability in that liability for mismanagement and misappropriation pierces corporate shells and individuals can be held liable, both civilly and criminally for inappropriate behavior.  Fiduciary liability insurance helps protect assets held on behalf of others.

Example of Fiduciary Liability claims include:

· Theft of employee benefit funds

· Failure to maintain proper reinsurance for the company’s health insurance plan

· Misappropriate of payroll funds.  Although, payroll is listed as a service fee, commingling of payroll dollars with service fees could be held in court as mismanagement in the event the company could not meet its payroll obligations.

· Denial or change in benefits

· Conflicts of interest 

· Imprudent investment decisions

· Errors in the administration of the benefits plan  

Crime 

Crime Insurance differs from Fiduciary Liability Insurance in that crime coverage protects the assets of the Company, whereas Fiduciary Insurance protects assets held on behalf of others.  For example, if an employee stole $250,000 in corporate funds, the insurer would reimburse the company for such losses and then seek to prosecute the employee.  

Workers Compensation 

Workers Compensation regulations differ by state.  This analysis does not include an analysis of all of the workers compensation related risks.  In most states, employers are indemnified for employment related risks assuming they provide workers compensation insurance.  However, the improper management of a workers’ compensation program is an employment related risk, not a workers compensation risk.

Other Miscellaneous Risks 

The company holds itself out to any risk associated with any client company.  For example, if the client company is a medical organization, the PEO is subject to medical malpractice risk; if the client is a union organization, the Company is subject to union related legal issues; if the client company is a realtor, the Company is subject to Professional Liability risks, risks of environmental hazards, risk of fiduciary responsibilities, etc.  

About the Author

Mike W. Smith, CPA is the President of Axis Management Group, LLC and Axis Insurance Services, LLC.  Together, these two firms provide insurance and reinsurance alternatives for a variety of professional services firms.  Through Axis Management Group they can provide a comprehensive analysis of your current insurance risks.  This can include an analysis of client contracts, insurance polices, employment manuals and other areas of the company that may be at risk.  Their wholly owned subsidiary Axis Insurance Services, LLC specializes in the placement of professional liability risks for their clients.  

Please call Mike W. Smith at 201-796-9500 to make an appointment to review your current insurance program.  You can’t afford not to.  

For more information on our insurance products and programs, 

please visit our insurance website at www.axisins.com.
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Fair Lawn, NJ 07410
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(201)-796-3993 fax

www.axismgmt.com
www.axisins.com
PAGE  
[image: image1.jpg]AXIS MANAGEMENT GROUP




   Axis Management Group, LLC 

   0-108 29th Street 

   Fair Lawn, NJ 07410

   (201) 796-9500

   (201) 796-3993 fax


[image: image1.jpg]