
Workers comp costs have skyrocketed
in recent years. Since premiums for this
type of insurance are based on total pay-
roll, builders everywhere are reducing the
number of workers they employ directly
in favor of using more subcontractors.

The tax conse-
quences of hiring a sub
whom the IRS consid-
ers to be your employ-
ee are well known —
you may end up pay-
ing the sub’s federal
withholding and social
security taxes. But hir-
ing a sub who does not
carry his own workers
comp insurance can be
just as costly.  Yet
many builders who use subcontractors
often end up paying workers comp pre-
miums as if the subcontractors were

employees. This usually happens during
the insurance company’s annual payroll
audit.

Certificates of Insurance
Workers comp premiums are calcu-

lated as a percentage
of payroll  that is
based on an elaborate
formula (see “Straight
Talk About Workers
Comp,” 2/93). At the
start of each policy
year,  the insurance
company estimates
the next year’s pay-
roll, and applies the
rate from the workers
comp formula to come

up with your premium. Then, at the
end of each policy year, an auditor
reviews your account to see if your
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Before work starts, obtain a certificate of insurance from each subcontractor. The top half of the form names the subcontractor, his
insurance agent, and the insurance company providing coverage. The workers comp section at the bottom of the form shows the
dates and amounts of the sub’s coverage (circled).
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actual payroll was higher or lower
than estimated. If your payroll was
higher, you are billed for the differ-
ence in premium; if lower, you get a
rebate.

Auditors treat subs as if they were
employees when the builder has paid
for work done by a sub, but cannot pro-
vide a certificate of insurance showing
the dates and amounts of the sub’s own
workers comp coverage (see sample cer-
tificate, facing page). If you don’t have
a certificate of insurance for a sub — or
if you have the wrong one — here’s
what will happen.

First, your premium will go up
because the auditor will increase your
total payroll for the current year — as
well as the estimated payroll for next
year — by the amount you paid to the
subcontractor. Strictly speaking, only
the labor portion of payments made to
an uninsured subcontractor are subject
to workers comp premiums. But unless
you can produce an invoice or other
record that breaks down the sub’s costs
into labor and material, you will have
no way to convince the auditor to add
less than the total amount.

Second, since the workers comp for-
mula matches premium amounts to the
type of work performed — the so-called
manual rate — you may pay more for
the sub than for regular employees. If
the sub is a roofer, for example, you
could pay 10% to 20% more than the
rate for general carpentry.

As if all this weren’t bad enough,
your general liability insurance premi-
um will go up because it’s also based on
payroll. And the additional liability
premium will also be based on the man-
ual rate for the kind of work the unin-
sured sub does.

Exempt Subs
In many states, a sole proprietor is

exempt from workers comp require-
ments and won’t have a certificate of
insurance. You can still keep them off
your workers comp payroll, but you’ll
have to prove they meet IRS criteria
for exemption (see “Sub or Employee,”
10/92). Among other factors, the IRS
requires that the sub is self-directed on
the site, that he performs the same kind
of work for other contractors, that he
works with his own tools, and that he
supplies his own materials.

Some auditors will accept a printed

invoice bearing the sub’s company
name and logo as proof of exemption.
Others may require a trade name regis-
tration form or other document that
shows the sub has registered with the
state to do business.

Uninsured subs. When an unin-
sured sub doesn’t meet the exemption
criteria, some builders carry the cost of
covering the sub under their own work-
ers comp policy. They estimate how
much their own insurance company
will charge to cover the uninsured sub
and deduct that amount from the sub’s
bill. While this may appear to solve the
problem, it actually compounds it.

For one thing, while you may be able
to estimate the amount to withhold
from the sub’s bill to cover the current
year, the insurance company will
include this year’s payments to the sub
in the estimate of your next year’s pre-

mium. This is the case even if you have
no plans to use the uninsured sub in
the coming year. As always, the manual
rate may be higher, depending on the
kind of work the sub performs, and the
calculations will probably be based on
the total amount you paid the sub, not
just the labor portion.

The real danger in accepting liability
for an uninsured sub, however, is that it
leaves you vulnerable to claims if the
sub is injured. Strictly speaking, you are
liable only for injuries that occur on
your job. But not all injuries occur at a
specific time or place. If a roofer devel-
ops a bad back, for example, he could
claim that the ailment started while he
was lifting shingles or tiles onto the roof
of one of your jobs. The same is true of
repetitive motion injuries, like carpal
tunnel syndrome. The sub could make a
case that his injury started or was com-
pounded by work done on one of your
jobs. Unless you can prove otherwise,
you are liable for medical costs and

wage reimbursements, both of which
will raise your workers comp premiums.

Remember, too, that when you
accept liability for a sub, you also
accept liability for the sub’s employees.
A sole proprietor may not have
employees when you subcontract the
work to him, but if he falls behind
schedule, he may hire help. Without a
certificate of insurance, it will be hard
to prove that the sub’s employees are
not your own.

Get Proof Early
The best time to ask a sub for his cer-

tificate of insurance is before work
begins, but you should at least be sure
to get one before you make final pay-
ment. Once the job is over and the sub
is paid, your chances of getting a cer-
tificate in time for your annual audit
are slim. And even though you can
make adjustments after the audit, it’s
much easier to prevent being charged
for a sub in the first place than it is to
have charges rebated later.

Read the certificate. When you do
receive a certificate of insurance from a
sub, don’t just file it away — read it.
The workers compensation section
near the bottom of the sample form
lists the “Policy Effective Date” and the
“Policy Expiration Date.” These dates
must include the calendar dates when
he performed his work for you. It’s espe-
cially important to check this informa-
tion if, instead of an original, the sub
gives you a photocopy of his certificate,
which may apply to a prior year.

Also check to see that the amounts of
coverage match or exceed your cover-
age. The series of numbers —
100/500/100 — on the right hand side
of the workers compensation section of
the sample form corresponds to thou-
sands of dollars of coverage for each
accident, the total policy limit, and the
limit per employee, respectively.
Injuries to a sub or one of his employ-
ees are covered to the limits of the sub’s
workers comp policy. If medical treat-
ment and wage reimbursements exceed
those limits, however, his insurance
company will look for higher limits on
your policy to make up the difference.
The excess costs will then be charged
against your workers comp record. ■

Sal Alfano is editor of the Journal of
Light Construction.
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