ENAMORED WITH THE INDUSTRY,
INVESTORS READY WITH GROWTH CAPITAL

Brad Buttermore
Investor interest in PEOs remains strong, and that’s good news
for small and mid-sized PEOs hoping to attract growth capital.
PEOs seeking to attract growth capital need to have a clear
roadmap of how to proceed.
This article discusses the abundance of capital available and
several reasons why investor interest is at an all-time high, as well
as what PEOs can and should do to attract this capital to grow
their operations.
In each of the last 30 years, the PEO industry has added, on
average, 100,000 worksite employees and 6,000 net new clients,
according to NAPEO’s 2016 white paper, “The State of the PEO
Industry 2016: Markets, Value, and Trends,”1 and preliminary
indications point to strong growth for 2018. This level of growth,
with a primary business model based on recurring revenue, is a
significant driver of investor interest in our industry.

How Much and Where is the
Investable Capital Coming From?

Investable capital in the U.S. has been growing steadily for the
past several years. According to PwC, the current “overhang” (the
amount committed to U.S. private equity funds that has yet to be
invested) for 2017 is approximately $566 billion.2
Since the 2016 presidential election, growth in the nation’s
economy has accelerated and small business confidence has risen
to record levels—each helping to drive growth in U.S. businesses.

Recent tax legislation will reduce the corporate tax rate from
35 to 21 percent and is expected to release billions in spending by
corporations. The tax legislation could also bring the repatriation
of a large portion of the estimated $2 trillion held overseas,
according to an estimate from the United Nations Conference on
Trade and Development.3
Robust merger and acquisition activity in the PEO industry
has further legitimized the industry in the eyes of institutional
investors who are weighing when and how to strategically enter
the sector. With more money on hand, corporations are expected
to use much of this capital to pursue acquisitions, as well as
investments in internal growth initiatives.
We believe these collective pools of capital will have a
significant effect on most industries, especially the PEO industry.

Legitimacy through the SBEA

Those of us leading or serving PEOs know the PEO sector to
be a legitimate and worthy industry. For others, the passage of
the Small Business Efficiency Act (SBEA) brought a stamp of
governmental approval to the industry that raised its professional
profile among potential clients, while increasing investor confidence in the business model.
1 www.napeo.org/docs/default-source/white-papers/white-paper-2016.pdf.
2 www.pwc.com.
3 http://unctad.org/en/pages/newsdetails.aspx?OriginalVersionID=1665.
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Included in the Tax Increase Prevention Act of 2014, the
SBEA created a voluntary IRS certification program for PEOs
(CPEO), which became effective July 1, 2016. As of January
2018, the IRS had approved 47 PEOs, although that number
depends on how you count them. Technically, the list on the IRS
website is longer if you count the separate, but nearly identical,
entities created by the same PEO. For example, ADP TotalSource in Miami holds 18 certificates, but, for this article, I only
counted them once.
We believe more PEOs will seek voluntary certification
in the years to come, as doing so provides a level of comfort to
clients because a CPEO is able to show that it has met financial
standards set out by the IRS for bonding, independent audits,
and compliance. Certified PEO clients cannot be held liable for
unpaid federal employment taxes—a safeguard for the employer.
While you may not be losing business as a non-certified
PEO, marketing differentiation due to CPEO status is likely to
become a challenge. PEOs who wish to attract growth capital
should strongly consider certification.

Health and Benefit Solutions

PEOs have a highly desirable, recurring revenue business model,
and if the companies on a PEO’s client list are retained and
growing their employee bases, then revenue will grow with little
or no overhead costs for sales and marketing. It’s a model that
capital sources like and will support.
Diversification of the client base helps to mitigate risks from
business failures. Certainly, we’d be remiss not to mention that
small businesses have a high failure rate—only about one-half of
small businesses with fewer than 50 employees are still around
five years after formation, according to the Small Business
Administration.4 There is no guarantee that a PEO will be able
to retain all its clients year to year, or that its clients will grow
employee counts. However, if the PEO is well-managed and
diversified, a recession may only cause a manageable decline
in revenue, instead of a potentially devastating drop caused by
negative news or events affecting a highly concentrated client
industry.
This model of recurring revenue is attractive to all sizes
of debt and equity investors. I believe recurring revenue is the
number one thing that attracts capital to the PEO industry.
PEOs that seek growth capital must make growing and retaining
recurring revenue their top priority.

One thing that capital sources like better than recurring revenue
is high-quality recurring revenue, based on service, not necessarily
on price. More importantly, investors always place significant
weight on the quality of the people in the organization in which
they invest.
In that vein, owners need to consider the added attraction
of a strong staff and competent management team that extends
beyond the owner. In today’s PEO environment, good clientfacing employees are hard to find and retain, so it is important
that adequate attention is given to hiring and retaining the right
people.

Diversified Client Base and High
Retention Rates are a Must
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One key issue in attracting significant investor interest relates to
healthcare plans and benefits management, which has become
costly, complex, and time-consuming for small and medium-sized
businesses.
PEOs are uniquely positioned to deliver benefit solutions
and, even though the recent tax reform plan removes the mandate
for Americans to buy health insurance under Obamacare, the act
itself is still in effect. Because the removal of the mandate creates
new uncertainties, we expect small and mid-sized businesses
to continue seeking out PEOs to handle their healthcare and
benefits needs for the foreseeable future. Your PEO should have
a solution for benefits that is tailored to your client base, in part
because it is a contributing factor to retaining clients.
Benefits solutions are a fundamental reason that companies
seek a PEO partner. Delivering such solutions will enhance client
retention, and recurring revenue depends on client retention. The
better your retention, the higher the quality of your earnings.

Quality of Earnings and Providing
Great Service

Making Smart Decisions about
Technology

One thing you can expect investors and lenders to want is a
firm handle on technology. Whether PEOs tap into third-party
vendors or develop their own, they need to be technologically
savvy. Technology provides efficiencies and cost-savings with
an opportunity to differentiate oneself from the competition.
4 www.sba.gov.

Reproduced with permission of the National Association of Professional Employer Organizations

Technology will help your clients as they seek simplified and easy
access to administrative and human resources solutions for their
employees.
A word of caution: Technology is not always the priority for
the capital investor. As I have stressed in this article, investors
are seeking recurring revenue and profits. If you make a costly
decision to invest in the latest technology and that technologytransfer causes you to lose clients because of the inevitable
deterioration in the client experience during the changeover, you
have now negatively impacted your greatest asset—a satisfied,
retained, revenue-producing client.
Even if your technology isn’t the latest and greatest, if you
are able to serve your clients and meet your compliance and
competitive needs in your markets, then make sure you prioritize
your growth decisions accordingly. Never forget that most capital
is seeking predictable and recurring revenue.
Whatever type and source of capital a PEO is going after, a
strong, functional technology platform is important.

What Kind of Capital do I Need
or Want?

There’s a wide variety of growth capital that a well-run PEO may
seek. Like most tough decisions, there are different types that suit
different situations, and making the wrong choice can lead to a
bad outcome.
PEOs that require some form of capital should have a plan
for what they need or want to do with the capital.
Minority infusions from funds that specialize in providing
capital to small and medium-sized companies could help smaller
PEOs that are looking to bulk up. This type of funding can be
used to meet a wide variety of goals, including organic expansion
and smaller strategic acquisitions, and sometimes can provide
enough capital to resolve ownership transitions.
Majority capital is typically large enough to resolve a full
recapitalization of the business and is often used to reduce
the personal risks of the current shareholders’ invested net
worth. Like all capital, it can be used to add clients and achieve
demographic or geographic diversification, often through an
acquisition program (bulking up). Bulking up often allows
an already strong PEO to get even larger and more efficient,
thereby attracting strategic industry buyers or large institutional

investors looking to make what is often referred to as a platform
investment in an industry.
Capital is expensive, but it drives the growth of business in
the United States and elsewhere. We advise you to seek an adviser
to help you with your options and to prepare for the process of
raising capital.

Conclusions

A series of white papers by NAPEO5 has further educated
a wider audience about the benefits of PEOs, both among
potential businesses who could benefit from their services and
among the investor community.
NAPEO’s September 2017 white paper, “PEOs: Good
for Businesses and Their Employees,”6 provides the statistics
from the business owners themselves about the benefits.
Annual median revenue growth for PEO users was twice that
of comparable non-PEO firms, according to the white paper,
and expected annual median revenue growth for PEO clients
is 40 percent greater than that of comparable non-PEO firms.
In addition, 98 percent of business owners who are PEO clients
would recommend a PEO to a small business colleague. PEOs,
according to NAPEO statistics, provide access to healthcare
coverage for as many as 6 million people. Small companies using
PEOs often gain access to benefits that are typically found only
at much larger companies.
The “stickiness” of PEO clients—that recurring revenue
model we talked about—should keep investor interest in
the sector strong as potential capital sources respond to the
continuing demand for PEO services among businesses.
We live in an era of excessive regulations, and PEOs have
a strong value proposition to help small to mid-size businesses
struggling to keep up. We see this value proposition increasing in
the future.
Revenue growth for the industry this year should continue
on the upswing as we operate in a positive business climate.
Increased employment should yield organic PEO growth and
help those in the industry who decide seeking growth capital is a
good next move. l
Brad Buttermore is a managing partner and CFO at Capital Alliance Corp., Dallas, Texas.
5 www.napeo.org/what-is-a-peo/about-the-peo-industry/napeo-white-papers.
6 www.napeo.org/docs/default-source/white-papers/2017-napeo-white-paper-final.
pdf ?sfvrsn=8.
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