Employee Leasing

Background 

In the employee-leasing industry, one entity (the leasing company) leases its employees to another entity (the client company), usually for a long term. In actual practice, often the client company has simply "fired" its employees so that they can be "hired" by the leasing company and "leased" back to the client company to do the same job they had been doing before the arrangement. 


There is usually a contractual relationship between the leasing company and the client company. 


· The leasing company agrees to perform certain services, such as payroll preparation and record-keeping, and to provide insurance coverages, such as workers' compensation and group health plans, to the employees. 


· The client generally carries CGL coverage and provides certificates and additional insured endorsements verifying liability for public liability exposures, as if the leased employee is not an "employee" within CGL coverage. 

Many questions may arise when such an employee is injured on the job. Whose employee is it, and does the exclusive remedy provision of the workers' compensation law apply to both the leasing company and the client company? This is the most pertinent question and one that has been answered by the Texas Legislature and the Texas Supreme Court.

The Staff Leasing Services Act (SLSA)

The Staff Leasing Services Act (SLSA) This law provides for licensing and regulation of employee leasing companies. The most significant feature of this law, as far as insurers, agents and client companies are concerned, is the extension of the "exclusive remedy" of the workers' compensation law to the client company when the leasing company maintains workers' compensation insurance on the leased employees. In addition, the law specifies how the experience modifier is applied to the leasing company's workers' compensation policy and what happens to the experience modifier if the employee leasing arrangement is terminated.

Workers' Compensation Considerations 

Written contracts between the leasing company and the client are necessary to establish the relationship between the two parties and establish which company will be responsible for specific duties and responsibilities with regard to the leased employees. The leasing company will generally be responsible by contract to provide workers' compensation insurance coverage for the leased employees. In some cases, the leasing company and the client company may agree to "go bare" and cover employee injuries with an alternative program. 

The SLSA, however, gives the leasing company the exclusive right to provide workers' compensation coverage. The client company has no right to provide coverage to the leased employees. If the leasing contract and the workers' compensation policy are not written properly, the client company may still have problems when an injury occurs to a leased employee.

The Leasing Company's Workers' Compensation Policy 

The workers' compensation policy carried by the leasing company should include:


· the alternate employer endorsement, 


· a waiver of subrogation naming the client company and 


· an endorsement that requires the insurer to give the client company 30 days' notice of cancellation or nonrenewal. 


These requirements should be verified with a certificate of insurance and copies of the endorsements. 


The alternate employer endorsement (WC 00 03 01) is as close as one can get to an additional insured endorsement on a workers' compensation policy. When endorsed to the leasing company's policy, it would apply to injuries to the leased employees while in the course of special or temporary employment by the client company, named as the alternate employer in the endorsement. 

Part One - Workers' Compensation Insurance and Part Two - Employers' Liability are extended to the client company as though the client were insured. Except with respect to the leased employees, the endorsement will not satisfy the client company's obligation under the workers' compensation law with regard to obtaining coverage and retaining common law defenses. 

Without a workers' compensation policy in its own name, the client company is considered a "nonsubscriber" and will have to depend on the SLSA to preserve its right to exclusive remedy based on the leasing company's workers' compensation policy. 

The waiver of subrogation endorsement (WC 42 03 04) would prevent action against the client company by the leasing company's workers' compensation insurer in the event that it considered the client company liable for the employee's injury. This endorsement is valid only when backed up by a written contractual obligation to provide this waiver, so the contract between the leasing company and the client company should specifically express this intent. 

The endorsement to provide 30 days' notice of cancellation (WC 42 06 01) will give the client company sufficient time to protect itself in the event something happens to the leasing company's workers' compensation policy. 

The Client Company's Workers' Compensation Policy 

As a final step to protect itself, the client company should maintain its own workers' compensation policy. This can be done by leaving one or more employees, even executive officers, out of the leasing agreement. With a separate policy in its own name, the client company will be protected if it hires a worker who is not subject to the employee leasing arrangement. 

Employee Leasing Company Without Workers' Compensation 

A Texas Supreme Court decision in 2000 outlines some consequences for leasing companies, client companies and insurers when the leasing company does not carry workers' compensation coverage on the leased employees. In Texas Workers' Compensation Insurance Fund vs. Del Industrial, Inc., the unanimous court ruled that Del Industrial (the client company of the leasing company) did not owe the Fund additional premium for leased employees on its own workers' compensation policy, even though the leasing company did not carry coverage on the leased employees. The court also made it clear that a client company loses its exclusive remedy protection when the leasing company does not carry workers' compensation on the leased employees, even if the client company carries a workers' compensation policy in its own name. 

Del Industrial was a refinery service contractor that leased some of its employees from an employee leasing company and also employed some workers outside the employee leasing arrangement. Del carried a separate workers' compensation policy through the Fund for its direct employees.

When the Fund audited Del's payroll records, it found that the leasing company did not carry workers' compensation on the leased employees. (The decision did not indicate whether the lack of workers' compensation coverage was intentional or accidental). The Fund billed Del for additional premium based on the payroll of the leased employees. Del refused to pay and the Fund sued to recover. The trial court granted summary judgment for the Fund but that decision was overturned by the appeals court. 

The Fund appealed to the Texas Supreme Court, which upheld the appeals court's decision and said Del didn't have to pay. The court's final decision was based on provisions in the SLSA. These provisions give the leasing company the sole right to obtain workers' compensation coverage on the leased employees. 

When the leasing company elects to obtain workers' compensation coverage on the leased employees, both the leasing company and the client company are protected from lawsuits brought by injured employees under the exclusive remedy provision of the workers' compensation law. But if the leasing company does not maintain coverage on the leased employees, the client company has no right to provide coverage, no duty to pay premium for coverage, and no protection from lawsuits brought by leased employees who are injured on the job. This may not be a big problem for client companies when the leasing company provides an alternative to workers' compensation and extends employers' liability protection to the employer as an additional insured, but it could be disastrous if a leasing company's policy is canceled or nonrenewed without the client company's knowledge.

Liability Considerations 

Another problem complicates the employee leasing issue. Some insurance carriers refuse to write liability insurance on firms that use employee leasing arrangements. They fear that workers may be able to make a case against the client company on the basis of simple negligence and that such a case would have to be defended on the commercial general liability or business auto policy. In other words, they feel that the worker would no longer be considered an "employee" and subject to the employee injury exclusions on those policies. On the other hand, CGL and BAP policies extend coverage to "employees" as insureds in certain situations, so it is unclear if those provisions would apply to the leased employees. 

These concerns may be alleviated by the SLSA, which extends the "exclusive remedy" protection of the workers' compensation law to the client company, when the leasing company provides workers' compensation coverage. As an additional measure of protection, the recent editions of Insurance Services Office (ISO) General Liability (GL), Business Auto Policy (BAP), and Crime policies clarify that the term "employee" includes leased employees. 

Rating Considerations

The Texas Department of Insurance adopted a rule in 1992 that controls the rating of workers' compensation policies purchased by employee-leasing companies. Under the rule, employee-leasing companies pay premiums based on the client's own experience modifier for the first two years of the leasing arrangement. After two years, the client's premium will be subject to the leasing company's modifier. 

Calculation of the Two-Year Period 

Here's an easy method for calculating the two-year period and determining whether or not a particular client will be affected by the employee-leasing rating rule: 

1. Determine the exact date that the client entered into the current employee-leasing agreement. 


2. Next, determine the experience modifier most recently issued to the client before it entered into any leasing arrangement. (Example: Your client, ABC Contracting Company, did not renew its workers' compensation policy when it expired on 8/1/99 and entered into an employee-leasing arrangement with XYZ Company on that same date; TDI computed ABC's experience modifier at 1.50 effective 8/1/99.) 


3. Determine the leasing company's first experience rating date that follows the date on which the client contracted with the leasing company. (Example: XYZ Leasing Company has an anniversary rating date of 7/1 so the first experience rating date following ABC's original leasing contract date is 7/1/00.) 


4. Add two years to the date determined in step 2. (Example: 7/1/02) The leasing company's insurer will apply the client's experience modifier (the last one issued before the client entered into the leasing arrangement) and will continue to do so until the date determined in step 3. (Example: ABC's old experience modifier of 1.50 will be applied to ABC's payroll reported under the leasing company's policy during the period from 8/1/99 to 7/1/02.) 

Terminating the Leasing Arrangement 

What happens if the client company decides employee leasing is no longer advantageous and wants to cancel the leasing contract and obtain a workers' compensation policy or add the leased employees to an existing policy? If the client company leased its employees from the leasing company for at least two years (as explained above), use the lower of the client company's experience modifier before entering into the employee leasing agreement or the experience modifier of the leasing company at the time the arrangement is terminated. If this method doesn't apply, use the higher of the client's current modifier (if any) or the client's last known experience modifier before it entered into any employee leasing agreement. 

Conclusions

An insurance agent should explain to clients considering an employee leasing arrangement some of the special insurance problems that exist in this situation. Clients should understand that they will not escape a workers' compensation premium problem (because the experience modifier follows them into the leasing arrangement) and that they may also be vulnerable to other legal and insurance problems relating to general liability, auto liability and employee dishonesty coverage. They should be told of the unlimited liability they may incur if the employee leasing company does not carry workers' compensation coverage on the leased employees. 

See "Employee Leasing" endorsement guide and diagram. (pdf format)

Worthwhile reading on this subject: From IRMI: The Employee Leasing Decision.

Article available at www.iiat.org (Info Central)
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