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The PEO industry—with a potential client base of more than 
2.6 million businesses—offers significant growth opportunities 
that could be further facilitated via the recently passed Small 
Business Efficiency Act (SBEA).

NAPEO estimates that 156,000 to 180,000 businesses are 
using PEOs as of September 2015,1 which represents only 6.9 
percent of all U.S. businesses in the PEO target demographic 
of five to 49 employees. Figure 1 illustrates this opportunity for 
growth in terms of the number of businesses in the United States 
categorized by number of employees and the percentage each 
represents of total businesses. Businesses with five to 49 employees 
make up 40.9 percent of the total. 

Substantial Growth is Ahead, and Even More 
So with the SBEA
The growth of the PEO industry will be determined by two 
main factors: the increase in the number of businesses in the 
PEO target demographic and the acceptance of PEO services 

Figure 4. Number of U.S. businesses by employee count,in thousands, and percentage of the total, excluding agriculture, mining, construction, and manufacturing.
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by small businesses. There is recent evidence that small busi-
nesses with 50 to 100 employees are being driven to the PEO 
industry, primarily as a result of the Affordable Care Act (ACA). 
Whether this becomes a bonafide trend or a short-term occur-
rence, it will only serve to sustain or expand the demographic 
and as a result, fuel more growth. 

Demand drivers
The PEO value proposition for small businesses is:
• HR savings ($1,187 for PEO clients versus $1,500 for all 

employers, per employee per year).2

• Time savings (small business owners who do not outsource 
these functions spend 7 to 25 percent of their time doing 
HR-related paperwork).3

• A refocus on core competencies, leading to better competitive 
position and higher profitability.

• Better insurance options. Employees in medium-sized and 
small businesses that use PEOs can receive benefits that 
would otherwise be available only at large corporations.

• Better retirement benefits. About 95 percent of PEOs 
provide some form of retirement plan to clients, compared to 
approximately 16 percent of companies with fewer than 10 
workers and 30 percent of businesses with between 10 and 49 
employees offering such plans.4

• The smaller a business, the more significant the aforemen-
tioned benefits.

To summarize, the demand for PEO services is largely driven 
by the complexity of HR regulations and the affordability of health 
insurance, neither of which shows any signs of reduction.

1 Source: NAPEO White Paper, “An Economic Analysis: The PEO Industry 
Footprint,” September 2015, www.napeo.org/docs/WhitePaper3Sept2015.pdf.

2  Source: NAPEO White Paper, “Professional Employer Organizations: 
Fueling Small Business Growth,” September 2013, www.napeo.org/docs/
McBassiWhite%20PaperOne.pdf.

3 Source: IBISWorld Industry Report 56133, Professional Employer Organiza-
tions in the U.S. ( July 2015), www.ibisworld.com.

4  Ibid.
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Market size growth
The number of U.S. businesses and employees is expected to 
grow, driven by overall economic growth. IBISWorld projects  
a 1.6 percent per year increase in the number of business 
establishments between 2015 and 2020, while the total U.S. 
workforce is expected to expand 0.9 percent per year on average  
over the same period.5 There is probably no reason to expect 
substantial changes in the composition of the workforce in terms 
of employee count and industry—this suggests a steady increase 
in the market size.

Increase in penetration
Not only will the market grow, but the acceptance of PEO 
services is likely to increase even faster, as key drivers of PEO 
attractiveness should intensify. We expect the following to have 
an impact on PEO growth:
• An increase in business regulation. More regulations are 

particularly costly for small businesses to administer. They 
don’t have the scale to hire compliance officers. This means 
multitasking and resultant inefficiencies, not to mention extra 
time needed to master the torrent of new rules. Therefore, 
small businesses will have an increasingly strong incentive to 
outsource all new regulation-imposed tasks to PEOs for a 
fraction of the cost of performing them in-house.

• Rising health insurance costs. The gap between individual and 
group pricing creates a situation in which PEOs, with their 
access to bulk pricing, will be the preferred way for small busi-
nesses to offer health benefits at reasonable rates.

• Intense competition and highly fragmented industry. It is 
reasonable to expect that PEOs will be using every oppor-
tunity to gain a competitive edge by lowering costs and/or 
improving service offerings, either of which should reinforce 
their value propositions.

In addition to these secular drivers, the adoption of the 
SBEA in itself is likely to create more incentives for small busi-
nesses to use PEOs:
• Complete outsourcing of payroll taxes to a certified PEO 

(CPEO) significantly reduces the administrative burden, 
potentially resulting in savings and thus higher profitability.

• SBEA certification standards could help CPEOs win over 
potential clients who are currently on the fence. From the 
perspective of a business owner, relying on a third party for 
mission-critical tasks, let alone those involving financial expo-
sure, is always a risk. Certification with the IRS is a strong 
indication of the PEO’s expertise and financial stability,  both 
of which are highly likely to reduce this perceived risk.

Driving Consolidation
Of course, not all PEOs will benefit from the SBEA—only 
certified ones—and at least part of their gains will have to come 
from non-certified PEOs, which leads us to the next likely 
outcome: increased consolidation.

According to IBISWorld, market share concentration in 
the PEO industry is very low. Despite the presence of several 
national companies, with the four largest firms generating 53.7 
percent of the total industry revenue,6 the industry as a whole is 
very fragmented, encompassing 780 to 980 establishments.7

Among the main reasons for such high fragmentation are 
relatively low barriers to entry and, in many cases, the benefit of 
being in close proximity to worksite locations.

Although the industry is fragmented, the PEO business 
model lends itself very well to the benefits of economies of scale:
• As PEOs grow, they generate substantially more cash flow 

that can be invested in business development, growing busi-
ness faster and more profitably.

• With the resulting higher margins, players have more room 
for price flexibility, allowing PEOs to lower prices if needed 
to win more business as they grow.

• As they grow, PEOs can invest in better technology that 
not only increases efficiencies and lowers unit costs, but 
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5  Ibid.
6  Ibid.
7 Source: NAPEO White Paper, “An Economic Analysis: The PEO Industry 

Footprint,” September 2015, www.napeo.org/docs/WhitePaper3Sept2015.pdf.
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also provides the technology service that so many younger 
employees desire.

• As PEOs grow, they can often obtain better pricing on health 
insurance because of their higher volume. Everything else 
being equal, small business clients will clearly prefer a PEO 
with lower-priced insurance plans, as better access to health 
insurance allows them to attract and retain better employees 
at lower cost.

• Similarly, as PEOs grow, they can offer their clients better 
access to retirement products. It is reasonable to expect that 
bigger PEOs incur lower trading, management, and admin-
istrative fees on a per-dollar basis due to the higher volumes 
they generate.

Reconciling this high propensity for consolidation with 
high fragmentation mentioned above, it appears that the 
industry opportunity to consolidate should continue and 
perhaps intensify.

SBEA will boost industry consolidation
Some believe that IRS certification will be vital for PEOs that 
want to stay competitive:
• CPEOs will legally assume the payment of wages and taxes 

on behalf of their clients. Many new clients drawn into the 
industry for the first time will likely be sold on the benefits, 
perceived or real.

• CPEOs allow their clients to claim tax credits and avoid 
potential double taxation due to FICA and the federal unem-
ployment tax (FUTA) mid-year wage base restart.

• From a marketing perspective, not being certified will likely 
put a PEO at a disadvantage compared to certified competi-
tors because certification requirements will be perceived as 
a measure of professional expertise, credibility, and financial 
strength.

In some markets, non-certified PEOs might find it difficult 
to compete against CPEOs for new business. Non-certified 
PEOs might be constrained or limited to servicing their existing 
customers and new customers that are generally smaller and not 
as easily sold on the certification benefits as much as they are on 
high-touch service or more favorable pricing.

Additionally, certified status might require a minimum size to 
allow the PEO to absorb the compliance costs:
• Bonding cost: at least $5,000 to $9,000 per year, depending 

on bond rate.8

• CPA audit and attestation costs: estimated at $20,000 to 
$40,000 per year, depending on the firm’s size and complexity.

A combination of these requirements could put enough strain 
on the smallest players to make them consider exiting or finding a 
merger partner.

To summarize, outside influences, especially the SBEA and 
the ACA are having and will continue to have a profound impact 
on the PEO industry. They are driving growth as complexity 
increases, and certification provides a real or perceived safety 
net that favors outsourcing. As certification under the SBEA is 
marketed, there is likely to be pressure on smaller PEOs to merge 
with stronger partners to assist in their ability to absorb related 
costs and to participate in the growth that will be fueled, in part by 
the SBEA.

NAPEO, including service partner members, the Employer 
Services Assurance Corporation (ESAC), and the Alliance for 
PEO Electronic Compliance (APEC) have many services and 
resources to assist smaller PEOs in managing this growth oppor-
tunity and with the understanding and complexity of imple-
menting the SBEA.l

Bradley S. Buttermore is a managing director and CFO of 
Capital Alliance Corporation, a private investment banking firm 
and a medallion sponsor of NAPEO, located in Dallas, Texas.

8  Assuming 1,000 employees under contract, $60,000 average annual 
salary per employee, a 15.3 percent total employment tax rate, and a 
bond rate in the range of 1 to 2 percent. As a reference, the Employer 
Services Assurance Corporation (ESAC) discounted rate for accred-
ited members is 0.25 percent.
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