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LATE LATE TESTIMONY

Sent February 7, 2012 via Email to ERBtestimony@Capitol.hawaii.gov
and via US Mail to:

The Honorable Angus L.K. McKelvey, Chair

The Honorable Isaac W. Choy, Vice Chair
Committee on Economic Revitalization & Business
Hawaii's Twenty-Sixth Legislature

Regular Session of 2012

State Capitol

415 Beretania Street

Honolulu, HI 96813

Re: Testimony of Employer Services Assurance Corporation concerning the
Committee on Economic Revitalization & Business’ February 7, 2012 hearing on HB
2645 relating to Professional Employer Organizations

Dear Representatives McKelvey and Choy,

On behalf of the Employer Services Assurance Corporation ("E-S-A-C"), the only
national accrediting entity and assurance organization for Professional Employer
Organizations (“PEOs"), | applaud your efforts to join the majority of states in
regulating the PEO industry by establishing Chapter 373L, Hawaii Revised Statutes
("HI's PEO law”). Effective regulation of PEOs will benefit small businesses and
workers in PEO arrangements, as well as those PEOs that operate in a responsible
manner. It is important that such regulation be done effectively, but not in an
unnecessarily burdensome manner, that could make it impossible or unaffordable
for good PEO aperators to continue to provide important benefits and services to
Hawaii business owners and employees.

With respect fo your efforts to improve HI's PEO law, ESAC respectfully requests
you consider amending HB 2645 to: (i) reduce the unnecessarily burdensome
bonding requirement; (ii) give the director of labor and industrial relations access to
important additional compliance information; (iii) minimize the cost of administration;
and (iv) provide more effective public protection. Please allow me to address each
of these recommendations. The below proposed amendment would simply add
authority to HI's PEO law, to enable the director to approve an assurance
organization that would provide certification and financial assurance for qualified
PEOs and PEO Groups who elect to use an assurance organization as an
alternative means of satisfying Hawaii’'s PEO requirements.

In this specific regard, ESAC recommends Sections 3 and 4 of HB 2645 be
amended as follows:

(1) Section 3 should further provide for a new definition to be appropriately
inserted into the definitions of Section 373L-1, Hawaii Revised Statutes, to read:
“Assurance Organization” means an independent and qualified entity approved by
the director to certify the qualifications of a PEO or PEO Group for registration
under this chapter.”

(2) Section 4 should further provide for a new subsection to be appropriately
inserted into the registration requirements of Section 373|_-2, Hawaii Revised
Statutes, to read: “The director shall to the extent practicable permit the acceptance
of electronic filings in conformance with the Hawaii Uniform Electronic Transactions
Act (Hawaii Rev. Stat. §489E-1 et seq.), including applications, documents, reports,
and other filings required under this chapter. The director may provide for the
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acceptance of electronic filings and other assurance by an independent and qualified assurance
organization approved by the director that provides satisfactory assurance of compliance
acceptable to the director similar to or in lieu of the requirements of Sections 2, 3 and other

requirements of this chapter or rules promulgated pursuant to it. Such rules shall permit a PEO to
authorize an assurance organization approved by the director to act on the PEQO’s behalf in

complying with the registration requirements of this chapter. including electronic filings of
information and payment of registration fees. Use of such an approved assurance organization

shall be optional and not mandatory for a reqistrant. Nothing in this subsection shall limit or
change the director's authority to register or terminate registration of a professional employer

organization or to investigate or enforce any provision of this chapter.”

The National Association of Professional Employer Organizations (“NAPEQO") has helped states
develop a structure for registration and licensing of PEOs. The proposed amendment to your HB
2645 set forth in the immediately foregoing subsection is taken directly from the Electronic Filing
and Compliance Subsection (l) of the Registration Requirements Section 4 of NAPEQ’s Model
PEO Recognition and Registration Act. Such language is presently in place in a host of states,
with several others presently working on it via pending legislation and/or rules. Of the 38 states
with PEO registration and/or licensing authority, ESAC is approved as an assurance organization
in 13 states and approval is pending in 9 other states. | would be happy to provide contact
information for state regulators that can confirm the value of ESAC's services to them.

Few states operating alone have the capacity to effectively regulate PEOs with multi-state, multi-entity
operations. ESAC currently is the only independent source of such comprehensive PEO compliance
information available fo state regulators. ESAC’s early warning system is designed to identify and avoid
developing PEO problems before they accur, based on quarterly multi-state and multi-entity compliance
monitoring procedures, which verify adherence to each of ESAC’s comprehensive financial, ethical and
operational standards. This system has proven to be 100% effective for 17 years, so it has stood the test
of time. ESAC'’s time and cost saving support services to participating agencies, such as 24/7 Internet
access to eMAC (ESAC's Electronic Multi-state Application and Compliance) system, are provided at no
cost to regulators. And all this can be done without in any way diminishing the states’ authority or ability to
grant or terminate registration or investigate or enforce compliance. In 2011 we reached out to Hawaii's
department of labor and industrial relations offering to assist with the department’s implementation of HI's
PEO law given our 17 years of experience and we intend to re-extend that offer.

With respect to HB 2645’s PEO bonding requirements found in Section 5, please consider the following
comments:

(a) Our experience indicates that Hawaii would be better served by establishing effective, but
reasonable, financial requirements and a reliable compliance monitoring process to detect
developing problems before they occur, than to require an unnecessarily burdenscme amount of
bonding that has no value until after a financial default occurs.

(b) No PEO can afford to provide HI with a bond large enough to cover the ultimate potential liability of
a major default, so a punitive bond requirement is not an effective regulatory solution.

(c) A reasonable bond requirement can be a tool, especially if the responsible agency does not have
the expertise or authority needed to effectively verify PEO financial stability on an ongoing basis,
because the bond does mean that a surety underwriter also has to sign off on the PEO’s financials.

(d) The underwriting process that must be completed in order to get a bond, rather than the bond
amount itself, is what affords the greater protection; and if the state accepts some form of financial
assurance other than bonding, it will lose the value of surety underwriting.

ESAC provides a $1 million surety bond on each accredited PEO and a $10 million bond to cover any
claims in excess of the $1 million specific bonds. All bonds are written by an A-rated surety company
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licensed in all states and are held in trust for the benefit of participating clients, employees, agencies and
insurers at Regions Bank.

Along with ESAC’s certification of a PEO’s compliance, early warning system and other compliance
information and assurances, most states that have approved ESAC as an assurance organization, have
accepted ESAC's financial assurance, including its bonds in place for ESAC-accredited PEOs, in lieu of
otherwise applicable state PEC bonding requirements. This has been done recognizing that the best
regulatory protection is to require proven financial reporting and compliance monitoring, such as ESAC
has used successfully since 1995, that will allow the agency to identify a developing problem before it
happens so preemptive action can be taken to protect the public.

Key protections ESAC has used successfully for 17 years include, but are not limited to:

(a) Identifying all controlling persons of all PEO entities under common control, and verifying they have
both a personal and business history of honesty, law abidance and responsible financial dealings;

(b} Requiring reliable financial information. This means cutting out the potential for “Enron-type” games
among all related entities, not just looking at the PEO entity or entities applying for registration or licensure
in the state. Financial statements should reveal positive working capital and should cover all PEO entities
under common control (as defined by IRS) prepared on a consolidated or combined basis according to
general accepted accounting principles (GAAP) and be audited by an independent CPA who is a member
of the AICPA and who has an unmodified report from the most recent peer review by the AICPA Peer
Review Board;

(c) Requiring quarterly verification by an independent CPA of the timely and appropriate payment of all
payroll taxes, insurance premiums and contributions to employee retirement plans, not just verifying
payment of taxes in HI; and

(d) Ensuring that PEQ medical and workers' compensation insurance plans are operating in accordance
with state and federal law.

{e) Having an experienced board of directors in place, including several CPAs and lawyers, and most
particularly, ESAC's independent directors (6 former state and federal regulators), who make all decisions
concerning accreditation and compliance.

| hope you find this helpful as you strive to create the best possible PEQ law and regulatory structure for
Hawaii. If you would like to discuss this further, | and the entire team at ESAC, will be happy to help.

Sincerely,

, MMP

Jay Morgan
ESAC’s General Counsel and VP of Compliance and Regulatory Services
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February 7, 2012

The Honorable Angus L.K. McKelvey, Chair

The Honorable Isaac W. Choy, Vice Chair
Committee on Economic Revitalization & Business
State Capitol

415 Beretania Street

Honolulu, HI 96813

Dear Representatives McKelvey and Choy,

On behalf of the National Association of Professional Employer Organizations (NAPEO),’ I am
writing to provide comments on HB 2645, a measure that would amend Chapter 373L, Hawaii
Revised Statutes, which requires professional employer organizations (PEOs) to register with the
State of Hawaii. NAPEO has concerns with provisions addressing key definitions and the
bonding requirement, and this letter addresses those concerns in detail. At the outset, let me
acknowledge that NAPEO generally supports the penalty provisions in the proposed legislation.
NAPEO has a long-standing history of ensuring that PEQ statutory frameworks include the
proper tools and remedies to ensure compliance with regulatory requirements.

By way of background, Professional Employer Organizations are businesses that partner with
existing small businesses to enable them to cost-effectively outsource the management of human
resources, employee benefits, payroll, and workers® compensation so that PEO clients can focus
on their core competencies to maintain and grow their bottom lines. By forming an employment
relationship with these small businesses and their employees, PEOs are able to offer enhanced
access to employee benefits.

To date, 38 states across the country regulate the PEO industry through licensing and/or
registration programs to provide a level of transparency to consumers and the state agencies that
regulate aspects of the PEO employment relationship. Chapter 373L, Hawaii Revised Statutes,
provides for a similar regulatory framework for the industry, and once implemented will

1. The National Association of Professional Employer Organizations (NAPEO) is the national trade association of
the professional employer organization (PEO) industry, representing a membership that generates more than 90% of
the industry’s total PEO gross revenues.



significantly benefit small businesses and workers in PEO arrangements, as well as those state
agencies that have responsibility for administering employer-based statutes and regulations.

Unfortunately, HB 2645 includes several provisions that NAPEO cannot support and could have
a devastating impact on the PEO industry in the state. Most notably, the bonding provisions
included within Section 5 of HB 2645 would increase the bonding requirement from $250,000
for most PEOs to an amount equal to 5 percent of the prior year's total wages, benefits, workers'
compensation premiums, and unemployment compensation contributions. The availability and
affordability of this fevel of bonding could very likely result in PEOs not being able to secure the
required amount. In that scenario, the result would be the loss by many workers of access to
valuable employee benefits as well as the loss to small businesses of the important human
resource and compliance expertise of a PEO.

In discussions with the legislature in 2010 about SB 1062, which created the regulatory
framework for PEQs, NAPEO pointed out that a $250,000 bond requirement would be the
highest requirement for PEOs of any state in the country. That fact remains true today. Attached
is a chart identifying the bonding requirements for PEOs in various states.

It was also noted during those discussions that in addition to the amount of a bond, the bonds in
and of themselves represent a tremendous level of protection and assurance of a PEQ’s financial
capacity because of the extreme diligence of those entities issuing the bonds. The importance of
this reality should not be overlooked. Regulators in other states have found that regulatory
requirements coupled with a reasonable bond level provides for sound oversight of the PEG
industry. -

NAPEO urges that the bonding level be kept at the levels required under Section 373L, Hawaii
Revised Statutes.

NAPEQO is concerned with the changes proposed in Section 3 of HB 2645. Specifically, the
definitions of “Client Company” and “Professional Employer Organization” would be amended
and in doing so would become inconsistent with how the PEO business model is structured.
PEOs do not “assign” employees to client companies but rather co-employ existing workforces.

NAPEQ urges that the definition found in Section 3731, Hawaii Revised Statutes not be
amended.

NAPEOQ firmly believes that the statutory requirements enacted by the legislature in 2010
provide an appropriate framework for PEOs operating in the state. However, NAPEO stands |
ready to engage in discussions with you on the efficacy of those existing requirements. The
current statute will help protect consumers, achieve greater efficiencies at the state regulatory
level, and lead to a more robust, competitive, and compliant PEO industry in the state of Hawaii.
We urge you to carefully consider this legislation. Thank you for your consideration.

Sincerely,



“fo “Sh

Tim Tucker
Vice President, Government Affairs
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