
Heads Up! 10 Things You Might Not Know About Outsourcing HR to a PEO  
 
For some companies, outsourcing some or all human-resource administrative functions to 
a co-employer – a  Professional Employer Organization (PEO)  -- is the right move to 
more efficiently focus on core business needs. In the most comprehensive engagements, 
the PEO administers payroll, benefits, hiring and firing, and all other employment-policy 
matters and related functions – while leaving actual workplace/employee management to 
the core-business staff. . But for the wrong businesses or with the wrong vendors,  PEO 
co-employer arrangements  prove to be outsources of  HR discontent – or even disaster. 
When a PEO serving many North Carolina companies shut down and filed for 
bankruptcy in December, 2007, it left those companies scrambling to get replacement 
insurance coverage and alternate payroll services, and to otherwise replace HR functions 
the PEO had handled – while also leaving questions about their potential liabilities for 
millions in payroll taxes the PEO hadn’t paid on their behalf.  
 
Because this was only the latest in a small-but-significant decade-long string of PEO 
defaults around the country -- due to bad luck, mismanagement, malfeasance, or outright 
fraud --  it’s imperative that you recognize the warning signs of a problem PEO.  But it’s 
equally important to know of the potential pitfalls in dealing with the majority of solvent, 
well-run PEOs that, without incident, serve companies employing more than 2 million 
American workers. So here’s a true story – in which the players will remain anonymous – 
that illustrates some lesser-known aspects of PEO engagements that you must factor in if 
considering such a move. 
 

The Great and Powerful PEO 
 
A few years ago, fewer than 50 workers comprised the staff of a small-but-growing 
company (that we’ll call Niche-Pro, Inc.)  providing niche professional services to clients 
nationwide. “Going with the PEO seemed right at the time,” says Norm Nicheman (not 
real name), the technical executive who is also responsible for HR. “We were sold on the 
idea of reducing the time and hassle of HR/benefits administration and compliance  -- and 
the price seemed right vs. hiring a full-time staff member,” Nicheman adds.  
 
But it didn’t take long after the PEO became Niche-Pro’s employer of record for 
Nicheman  and other staff members to realize that they weren’t in Kansas anymore. 
Although they weren’t up against witches and tornadoes, a wicked wind had blown 
through their workplace, landing them in unfamiliar territory.  They were now run, from 
behind a curtain, by a PEO to which they should have paid more attention – despite its 
assurances that they didn’t need to.  Nicheman explains: “We’d done the research to base 
our decision on the risks we already understood – such as the possibility that we weren’t 
getting quite as good a bundled-price deal as we thought, if we’d overestimated the cost 
of separately acquiring benefits packages and HR services. And we’d informed ourselves 
on the risks we hadn’t previously understood – such as the legal implications of a co-
employer relationship. But we obviously were clueless about several other important 
risks – not even knowing that there were such risks.”  
 



Tricky Bricks when Following the PEO Road 
 
You might have heard about the most publicized of those previously mysterious risks – 
that the insurance packages offered through some PEOs were (and sometimes still are) 
partially or fully self-funded. But Niche-Pro experienced many other risks Nicheman 
hadn’t known about at all – or enough – which he comments on in these 10 eye-opening 
revelations of PEO imperfection.  
 

1. Outsourcing vs. Expertise:  Companies shouldn’t overlook the importance of 
experienced and credentialed HR reps who are either onsite or always available – 
helping them take the pulse of their workplaces and mobilizing “EMS” services 
when vital signs signal danger. But don’t expect such service from the typical 
PEO. The first several weeks after Niche-Pro engaged its PEO, the PEO’s HR rep 
spent substantial time on site -- but before long, Nicheman  found out that it was 
accenting the first syllable of outsourcing. “Almost the only time we’d see her 
was when a new employee started, and then she’d race through the orientation 
like she was an EMT who’d just been paged,” says Nicheman.”   

 
2. The Truth of Liability: Unfortunately, companies who buy a comprehensive PEO 

package aren’t really freed from the ultimate responsibility of employer-related 
liabilities – such as successful employee litigation for wrongful termination or 
harassment – although many PEOs strongly emphasize that benefit. “It’s clear to 
me that PEO should be spelled CYA,” Nicheman bristles. While engaging the 
PEO, Niche-Pro had a problem employee who not only failed to adequately 
perform but whose attitude polluted the entire workplace atmosphere. “Until we 
got George Ports from CAI involved in evaluating the situation, and presented the 
case for termination directly to the PEO, it had refused to act for more than a year 
– unless we’d  been  willing to accept,  from the PEO,  the liability of a potential 
retaliatory lawsuit,” Nicheman recounts bitterly.  

 
3. Co-Employer Compliance Complications: When the PEO becomes your staff’s 

employer, your employees now work for a larger company that’s fully subject to 
employment/ERISA laws and regulations from which smaller companies are 
sometimes exempt. Nicheman was stunned by this discovery. “We were trying to 
run a business with a wonderful but necessarily minimal staff already being 
stretched toward its limits, and here comes an FMLA obligation  that could have 
paralyzed us; and we were on the hook for COBRA as well,”  Nicheman 
exclaims.  
 

4. Beneficial Benefits?  Size also matters in compliance, as it markedly affects 
benefits offerings. Your employees will probably have to transfer from your 
existing 401(k) plan to the PEO’s plan. That’s a major change for them, and often 
even more so for management -- whose allowed contributions could be cut due to 
now having to satisfy ERISA weighted-contribution tests. Yet a big-company 
plan  ought to be a plus for many small companies who pre-PEO couldn’t afford a 
plan with the  bells and whistles that economies of scale affords a bigger 



company. Ought was for naught at Niche-Pro,  however: “Our plan was much 
better in every way than the PEO’s, and our employees were suddenly faced with 
higher fees that came directly out of the employees’ plan balances -- not costing 
the PEO anything “ Nicheman reports.  
 

5. Worker’s Comp Woes: The Workers Compensation system in North Carolina is 
one of the most expensive and liberally regulated in the country – described as 
“broken” by CAI’s George Ports, who has long been playing a major role in 
efforts to reform it on behalf of member companies.  Employer fears regarding 
coverage costs and availability, and feelings of intimidation dealing with WC, are 
one of the biggest selling points for PEOs; they almost always bundle WC 
coverage and administration, obtained for all their  clients employees under a 
single PEO umbrella, into every client’s package of services. Furthermore, that 
latitude also raises the possibility that a PEO will financially fail by relying on 
self-insurance to keep costs down. “We found out that our PEO renewal rate was 
significantly higher because we were being rated on the PEO’s collective claims 
experience rather than just Niche-Pro’s experience. And we’re still suffering a 
costly post-PEO aftertaste from swallowing the higher premiums it caused in our 
new WC coverage,” Nicheman explains. 

 
6. Better Regulated Than Never: Toothless states’ regulation of PEOs also figures 

prominently in many PEOs’ failures to fully meet their financial obligations.  
Although North Carolina has strengthened its regulations, they still fall short of 
giving at least some potential clients ample confidence that every PEO allowed to 
operate in North Carolina and similarly regulated states is sufficiently solid to 
weather significant financial adversity. “We were quite surprised that a 
grandfathering clause had let our PEO operate without meeting the same 
standards as a new PEO starting business in our state,” says Nicheman.”  

 
7. Into Your PEO Prospect Pool: That weak regulation definitely makes the bigger 

PEO providers – which far exceed most states’ financial requirements -- more 
attractive to companies considering HR outsourcing. That’s a direction Nicheman 
considered going to give PEOs a fresh chance – until the experience sunk in and 
he had a chance to sit down for a PEO post-mortem. “We asked ourselves what 3 
key functions we get out a PEO relationship, and determined that they were 
payroll, benefits, and HR,” says Nicheman, “and we analyzed them separately.” 

 
First Niche-Pro concluded that numerous, low-cost high-quality providers were 
available to handle just payroll. Next, it examined benefits and determined that 
the real problem wasn’t matching or beating the costs for them from a PEO, it was 
the time and effort needed to find the providers, and the best deal from among 
them.  Niche-Pro found about the same rates for health insurance, and 
substantially lower rates for STD and LTD, than charged in the PEO plans (not to 
mention the better 401(k) deal they’d originally had).   
 



So the up-or-down vote on PEOs at Niche-Pro came down to HR functions. 
“When we thought through what we really needed, we determined that a part-time 
HR manager (consultant) for hire would suffice for our needs and be no more 
expensive, in combination with the payroll and benefits pieces, than what we were 
getting from the PEO,” Nicheman explains. “Furthermore, by combining the call-
in expertise provided with the CAI membership and a half-day on-site CAI 
consultant (Jill Schultz, who is highly experienced assuming that role in numerous 
companies),  we’re now very satisfactorily meeting all our needs (no CAI 
discount to say that!).  
 

8. PEO Price Points: Like Forrest Gump’s chocolates, you never know what you’re 
going to get until you open a particular PEO’s pricing box. Many PEOs charge a 
widely varying percentage of payroll, some  a flat rate based on a percentage of 
payroll, and  many others a just-as-varying per-employee rate – sometimes multi-
tiered. “We were paying just under $100 per employee monthly for a one-year 
contract,” says Nicheman, ” but I  later found some other professional-service 
small companies paying much less with pricing based on their payrolls.”  Also, 
consider the possible adverse impact on work atmosphere and other qualitative 
business factors if a larger PEO dangles a cut-rate price to gain market share – 
valued by some industry experts at $2,000 per acquired employee. 

 
9. Contract Considerations, Killers, and Fillers: Prepare for annoying per-unit 

charges for services not covered by the basic fee -- such as payroll changes, 
background checks or drug tests, and recruitment advertising. Then brace yourself 
for either sizable contract-cancellation policies or aggravating restrictions on the 
typical 30-day opt-out clause you thought to be a contract escape hatch for any 
reason you were unhappy. Furthermore, keep your cool upon discovering these 
common provisions in the fine print under the  much-touted full PEO assumption 
of liability: client’s compliance with the most minute of technical contract details:  
partial responsibility for litigation legal fees: and required representation by the 
PEO’s attorney -- even if your company is a (co) defendant whose interests that 
attorney won’t put first. Finally, don’t expect to find an indemnification clause 
that fully protects your company if the PEO fails to perform. “That was our 
gotcha; we might be on the hook for substantial unpaid payroll deductions (taxes, 
state unemployment and disability insurance) that the PEO never remitted,” 
Nicheman fumes.  

 
In general, expect PEO contracts to be as slanted towards protection of the PEO – 
at your company’s expense -- as a standard real-estate contract is in protecting a 
home seller – at the buyer’s expense. It’s up to you to fully understand and accept 
those conditions, or insist on the changes that will make the contract palatable and 
financially viable for your company.   

 
10. Alternate HR-Outsource Realities:  You really are in a different world when a 

PEO becomes your company’s employer of record, and you’ll know it the 
moment you communicate the transition to your employees. “You’ve never seen 



so many looks of confusion,”  Nicheman chuckles ruefully. It really took awhile 
for some employees to comprehend.”  
 
Unfortunately, the moment of realization for a few wasn’t funny at all. Nicheman 
tells of two employees, buying houses, who ran into all kinds of problems with 
their mortgage applications. “One lender didn’t recognize the PEO as an employer 
and considered the person currently unemployed. The other had joined us shortly 
before the PEO took over, and suffered a frequent-job-change credit-score hit.”  

 
Obviously, no PEO could stay in business if typical clients encountered (most of) these 
surprises. Many clients do, though, so proceed with utmost caution in considering, first, 
your possible need for and benefit from a PEO; second, whether contacting with a PEO 
would even be workable for your company; and finally, whether  a careful analysis shows 
that the PEO route is clearly indicated vs. other alternatives.   
 
 
 


