T

11006752

Administaff has become Insperity.

S

Sl mww
\W M ”\W M\ o
pra
\\ﬂ“»”‘:‘z'/fes‘,@"v{ i
-
A V’“,)’/u(‘, i

i
ok,

%\§

N P
ay *2}%

2010 Annual Report

> Insperity



& Insperity

Inspiring Business Performance™

The Company

Insperity™, a trusted advisor to America’s
best businesses for more than 25 years,
provides an array of human resource and
business solutions designed to help improve
business performance. Insperity Business
Performance Advisors offer the most
comprehensive Workforce Optimization®™
(PEO) solution in the marketplace that
delivers administrative relief, big company
benefits, reduced liabilities and a systematic
way to improve productivity. Additional
offerings include MidMarket Solutions®,
Performance Management, Expense
Management, Time and Attendance, Organ-
izational Planning, Employment Screening,
Recruiting Services, Retirement Services,
Business Insurance and Technology Services.
Insperity business performance solutions
support more than 100,000 businesses with
over 2 million employees. With 2010 revenues
in excess of $S1.7 billion, Insperity operates in
58 offices throughout the United States.

Company Facts

% Founded in 1986, IPO 1997

% 58 offices

¢ Corporate headquarters in Houston

*%* Regional Service Centers in Atlanta,
Dallas, Houston and Los Angeles

¢ Accredited by Employer Services
Assurance Corporation (ESAC)

Mission Statement

The mission of Insperity is to help businesses
succeed so communities prosper.

Insperity Values

% Integrity as the cornerstone of personal

and corporate conduct
% Respect for the worth of the individual

¢ Achieving goals through servant
leadership and teamwork

% Commitment to high standards and the
pursuit of excellence

*%* Accountability as a means to elevate
individual and corporate performance

< Innovation as a fundamental driver of
long-term success

*%* Embracing change as an opportunity to
learn and improve

% Contributing to the communities where
we live and work

0.
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Perseverance through an abiding fait_h
and optimism
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Financial Highlights

Year ended December 31,

2010 2009 2008 2007 2006

(in thousands, except per share and statistical data)

Income Statement Data:

Revenuest $ 1,719,752 $ 1,653,096 S 1,724,434  $1569,977 S 1,389,464
Gross profit 298,536 281,967 343,739 305,922 282,729
Operating income 37,060 27,033 64,982 62,214 61,565
Net income 22,440 16,574 45,780 47,492 46,506
Diluted net income per share®@ S 086 S 065 § 176 S 172 S 1.63 —

Balance Sheet Data:

Working capital $ 144479 S 127627 S 98414 § 97180 § 128401
Total assets 659,845 576,470 616,840 560,651 561,515
Total debt/capital lease obligations — — 537 1,166 1,749
Total stockholders’ equity 240,395 223,160 208,479 198,675 228,445
Cash dividends per share $ 0.52 $052 § 048 S O44 S 0.36

Statistical Data:

Average number of worksite employees
paid per month during period 107,014 108,736 116,957 110,291 100,675

Revenues per worksite employee

per month® S 1,339 S 1,267 S 1229 § 1,186 S 1,150
Gross profit per worksite employee

per month S 232 S 221§ 245 S 231 S 234
Operating income per worksite

employee per month $ 29§ 21§ 46 S 47§ 51

(1) Gross billings of $10.169 billion, $9.856 biltion, $10.372 billion, $9.437 billion and $8.055 billion, less worksite employee
payroll cost of $8.449 billion, $8.203 billion, $8.648 billion, $7.867 billion and $6.666 billion, respectively.

(2) Diluted net income per share has been reduced by the following amounts to reflect the two-class earnings per share
method: 2009 - $0.01; 2008 - $0.03; 2007 - $0.02; and 2006 - $0.01.

“(3)Gross billings of $7,919; $7,553, 7,391, $7,130 and $6;667 per worksite employee per-month; less payroll cost of $6,580,
$6,286, $6,162; $5,944 and $5,517 per worksite employee per month, respectively.



Building on a quarter of a century of providing vital
human resource services to our nation’s businesses,
Administaff has become Insperity, a new brand backed
by an innovative strategy for meeting the ongoing
performance needs of America’s best companies. The
name Insperity is drawn from the linked entrepreneurial
goals of inspiration and prosperity, and boldly restates
our ongoing vision of helping businesses succeed.

As we prepared to launch cur new brand, 2010 saw
Insperity make a strong recovery in both growth and
profitability, and take advantage of key opportunities
to strengthen its cash position. In addition, the
Company announced two acquisitions in the areas
of expense reporting, time and attendance tracking
and, in early January 2011, organizational planning,
furthering our ability to serve more companies
through complementary business services. We are
excited about the new Insperity brand and what it
signifies, energized by a fresh strategy to deliver our
expanded offering and eager to further support
America’s entrepreneurial companies.

2010 Financial Performance

Revenues increased 4.0 percent in 2010 to S1.7 billion, on

a 5.7 percentincrease in revenues per worksite employee
per month and a 1.6 percent decrease in the average num-
ber of paid worksite employees largely due to a reduction
of worksite employees in early 2010. Gross profit increased
3.7 percent to $298.5 million, and diluted net income

per share increased 32.3 percent to $0.86 from $0.65.

Net income rose from $16.6 million in 2009 to $22.4
million in 2010, and client satisfaction levels remained
at an all-time high of 99 percent for the third year in

a row.

During 2010, we repurchased 57.9 million of the Com-
pany’s shares, and paid dividends totaling $13.5 million.
Insperity generated more than $61.1 million in EBITDA
plus stock-based compensation during the year and
increased operating income by 37.1 percent to

$37.1 million.

These financial results not only affirm a solid return to
the increasing profitability and growth experienced by
Insperity, but also help to lay the groundwork for extend-
ing our brand and serving a larger number of businesses,
employees and their families in 2011 and beyond.

% Returning to Growth — By the end of 2010, Insperity
reversed a downward unit growth event from 2009
caused by the recession and resumed a growth pat-
tern seen in previous economic recoveries, averaging
111,249 worksite employees in the fourth quarter.
The reasons for this increase include a retooled sales
engine, continued high levels of client retention and
net gains from hiring within our client base. In addi-
tion, the Company built a strong pipeline of qualified
prospects, improved MidMarket sales and increased
full-service core market sales. The combination of
these factors, coupled with the implementation of
our new adjacent business development strategy,
sets the stage for continued growth in 2011.



«» Resuming Increases in Profitability — In addition
to resuming our growth momentum, the Company
has experienced a return to increasing profitability.
This accomplishment is particularly notable given the
prolonged sluggish pace of the nation’s economic
recovery. To help our clients, we implemented
moderate price decreases for our services during
the most severe phase of the downturn, but during
2010, the Company was able to show a slight
recovery toward our previous rates as clients
renewed. Additionally, a significant portion of
Insperity’s profit increases for 2010 were the result
of effective direct cost management involving
workers’ compensation insurance, benefits costs
(including costs related to COBRA participants)
and payroll tax costs. If the national economy
improves in 2011 as some project, any associated
revenue increases, coupled with continued direct
cost management efforts, may help position
the Company for further profit increases.

.
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Implementing a New Strategy — Our new name is
backed by a new and exciting growth strategy
centered on the implementation of our adjacent
business development plan. The primary goal of

this effort is to develop profitable adjacent business
units with recurring revenue streams, strong growth
potential and substantial cross-selling opportunities
that feed our core Workforce Optimization business.
In September, we formally launched eight adjacent
business offerings following our “Build, Buy, Partner”
approach. This introduction was the first step

in expanding the identity of Insperity beyond
Workforce Optimization and evolving into a

business performance improvement company

with the ability to help businesses succeed in a
variety of ways. The resulting Company changes
were born out of the desire to grow the primary
business faster and more consistently, while capital-
izing on the many strengths and assets Insperity has
developed over the last 25 years. We are confident
that we have the right plan and the right people to
properly execute this new strategy.

The past year was instrumental for Insperity in proving
once again the Company’s ability to progress in the
midst of a tepid economy, while addressing the varied
needs of complementary target markets. The result is

a company that is financially strong with substantial
cash reserves and no debt, and is growing its client
base through strategic market extension and a broad-
ened product mix. Just as 2010 built upon our successful
business model of the first 25 years, | firmly believe that
our current transformation will prove to be the driving
force behind Insperity’s future growth and profitability.

In closing, | want to thank our corporate staff for

their hard work and dedication in providing first-class
business performance improvement services to our
clients and implementing our exciting new brand. In
addition, | am sincerely appreciative to our Board of
Directors for its valuable counsel and guidance
regarding our 2010 performance and the Company’s
strategic branding efforts. Last year, | said that | looked
forward to a productive 2010, and it certainly was a
successful year on many levels. | can already see that
2011 is another milestone period in the Company’s
timeline of helping businesses succeed so communities
prosper. Our new brand represents the resourcefulness
we are using to meet that goal for even more compa-
nies and employees in America, and | look forward to a
dynamic and profitable year.

Sincerely,

G

Paul}. Sarvadi
Chairman and Chief Executive Officer
March 31,2011



Insperity: A New Brand Backed
by a Dynamic Strategy

The name Insperity draws meaning from our 25 years Management), ExpensAble (Insperity Expense Man-
of support to the business community and simulta- agement), Galaxy Technologies (Insperity Time and
neously sets the stage for providing even more services Attendance), and OrgPlus (Insperity Organizational
to expanded markets over the next quarter of a century. Planning). The last four business units now or will
Our strategy for achieving this goalis based on four key soon provide Software as a Service (Saa$S) products
elements that explode our market potential to and services to our clients.

American businesses. ) . )
% Finally, we may “Partner” with firms like we have

done with Lockton Affinity Group to offer key
business insurance coverage, and with CompuCom
to provide vital technology support. It is worth
noting that these two relationships exemplify how
we can meet growing client demands for such ser-
vices and further leverage our resources and small
and medium-sized business channels.

¢ Leveraging our financial strength By tapping the
Company’s strong cash reserves, Insperity has been
able to strategically and conservatively make key
acquisitions and fund important expansion efforts
that allow us to serve even more businesses. A solid
balance sheet with little or no debt has long been a
hallmark of our financial position and equips us to
serve clients more effectively and efficiently.

K7
o

Broadening our product offerings to help all customers
While the preceding point addresses the method of
executing our plan, this component speaks more to
the mix of products and services in that plan. Busi-
nesses often go through progressive stages of devel-
opment with each having different levels of need.
Rather than focusing only on those that require the
complete Workforce Optimization solution, Insperity
is now or will soon be organized to meet many of the
essential needs of our nation’s businesses.

+ Executing our Adjacent Business Development Plan
For the last few years, the Company has been acquir-
ing complementary client services using a “Build,
Buy, Partner” approach. The launch of our Adjacent
Business Development Plan was the first step in
expanding the identity of the Company beyond our
core business, now called Workforce Optimization,
and evolving into a business performance improve-
ment company with the ability to help businesses
thrive using a range of services. .

+ Expanding our client base Markets are generally
%+ We “Build” certain business performance solutions composed of firms that vary in size, offerings and
from the ground up, such as Insperity Recruiting maturity, among other things. There may even be a
Services and Insperity Retirement Services. significant degree of category overlap when a company
. . is transitioning from one stage to another. Our goal is
© Atother times, Insperity may “Buy” complementary to assist clients in focusing on their core businesses

business units, either as existing companies or by
acquiring potentially profitable assets, including
products and processes. We have used this approach
to purchase USDatalink (Insperity Employment
Screening), PerformSmart (Insperity Performance

wherever they may be in the growth process. As
Insperity implements its Adjacent Business Develop-
ment Plan, we will continue to develop our target
markets and enlarge our client base.



We intend to leverage our 300+ professional Business
Performance Advisors and Consultants, our substantial
marketing expertise and the 30,000 Workforce
Optimization prospects that we see face-to-face each
year in order to grow the revenues of each of our Adja-
cent Business Units.

Our core Workforce Optimization solution remains the
best way we can help businesses improve their perfor-
mance. However, Insperity will now be able to offer
some level of business performance assistance to

every prospect we call on. Additionally, nine out of 10
companies not currently qualified for Workforce Opti-
mization are well suited for one or more of our business
performance solutions, each of which in turn becomes
an incubator and feeder for our core services.

The financial leverage of this new strategy is substantial.
Insperity is adding significant ways to grow profitably
from the major investment it is already making every day
to get in front of owners of small and medium-sized busi-
nesses. The relatively modest add-on investment to offer
complementary products and services through our cur-
rent sales organization represents a small percentage of
the overall costs of our sales infrastructure, but provides
the Company with vital market expansion opportunities .

This approach provides Insperity with increased oppor-
tunity to grow our core Workforce Optimization business
and the overall revenue and earnings of the Company.
Historically, the lion’s share of our revenue and profit
comes from the 5,700+ clients and 110,000+ associated
worksite employees using the complete Workforce
Optimization solution. Now, through our adjacent busi-
nesses, Insperity supports more than 100,000 small to
medium-sized companies representing 2 million employees.

In April 2011, Insperity celebrated its 25th anniversary.
Over the past quarter of a century, we established a new
industry and developed the most successful business
model in our market. The Company built a national sales
and service infrastructure, replicating processes and pro-
grams that produced consistent growth and profitability.

What started years ago as our primary objective of help-
ing businesses succeed, remains unchanged in principle,
but dynamic in application. Insperity, both in word and
deed, is the next step in our journey.



/ Bom’d of Directors

Michaelw Brovvn mde’pendeht Director

Mr. Brown, age 65, joined the Company asa Cless | direc-
torinNovember1997.He is a member.of the:Company’s
/ Fmance Risk Manaocment and Aucht Committee and the -

Officerin 1993, in whichcapacity he served until his retirement in July 1997,
- Priortojoining Microsoft, Mr. Brown spent 18 years with Deloitte & Touche LEP.

“oMrBrownisalsoadirectorof EMC Corporatxon StifelFinancialCorporation and

~ VMware, Incand formerly served as a director of Thomas Weisel Partners and

- serveson theaudit committeesof EMC Corporation and YMware inc. Mr. Brown

- alsoserves orhas served asa director, trustee oradvisor of severalprivate busi-
- ness civicor charitable organizations: Mr. Brown holds aBachelor of:iSciencein
2z /,Econom csfromthe Umvers ity of\/\/asn ng onmSeatﬂe

Jack M. Fields, Jr. nd{épenjdent Director
Mr. Fields age 59, joine the Company as a Classlli director
injanuary 1997 follewing his retirement from the United -
“States House of Rnpresent/at/r s.whereheservedforit
years.Mr:Fieldsis a member of the Company’s Compent
- sation Committee and the Nominating and Corporate
G 'verna,.ce Commlttee Durmg 1995 and 19

andFinance

Mr. Fields has be

Washington, D.C. smcejanuary1997 Mr. Fields serves on tne Board of Directors

- for AIMMutualFunds, andalso serves.or has served asadirector, trustee or advi-

sor of several private business; civic or charitable organizations:Mr. Fields earned
~ aBachelor of Artsin 197k from Bay‘or Uwers«tyand gnaduated from Baylor Law

- Schoolin 197,

Dr.Elijones | Independent Director
Dr.Jones; age 49, joined the Company asa Class T director -
inApril200%. He is Chairman of the Company’s Compen-
sation Committee and a member of the Nominating and
Corporate Governance Committee. Dr.jones is Deanof
the E:J.Ourso College of Business and Ourso Distinguished
Professor of Business at Louistana State University. Prior
; tojoining the faculty at Louisiana State University, he was
; /ProfessorofMarket ing and Associate Dean at the C.T. Bauer College of Business
atthe University.of Houston from 20070 2008; an Assoclate Professor of
0.2007: and an Assistant Professor from 1997 until 200
‘ veralyears before joining the
! ming aprofessor, Dr. Jone work
andsalesr ine100 companies: Quake
~andFrito-Lay. Herecexve Bachelor of Science degree injournalism in 198
- his MBA] in 1986 and hisPRD.in 1997 from Texas A&M University.

- PaulS.Lattanzio | lndépe/ndent Director
MriLattanzio, age &7, hasbeenaClass i directorof the
‘Companysince 1995 Heisa member of-the Company’s
Finance; Risk Manaqementard Audit Committee and
the Nominatingand Corpora{eGovcmance Committee.
Mr.Lattanziohas been Pressdentm StarAvenue Capital,
LLC since May2010: Prior to that, he mostrecently served
- asa Senior Managing Directorand head of Bear Growth
Capxta{ Partners; & private equity group, fromJuly 2003 toJanuary 2009. He
servedasaManaging Directorfor TD Capital Communications Pariners (f/k/a
“Toronto Dominion Capital);aventure capitalinvestment firm; fromJuly 1999
untiljuly 2002, From February 1998 to March 1999, he was'aco-founderand
“Seriior Managing Director of NMS Capital Management. LLC, 2 $600 million
private equity fund af il edwith Nat\lonsBanc MomgomerySecu ities: Prior:.
ital

5 pnvate placementsand restructurmg My Lattanzro rece:\/ed his Bachelor of
- Sciencein economics with honorsfromthe Umversxty of Dﬁnnsynvdma S
Wkarfon ScnoolofBus inessin 1984:

M Fields

- 12004, he received the Conn'Fami

Gregory E. Petsch | Independent Director
My Petsch; age 60, joined the Company.as a Class I direc:
© torin October2002: He is Chairman of the Company’s
: Nommatmo awd Corporate Governance Committee and
Compensation Committee. Mr. Petsch
‘ [ Computer Corporationin 1999
where he had held various positions since 1983, most.
‘ recently as Senior Vice President of Worldwide Manufac-
turmg and Quelity begmmng in1991 Priortojoining Compag, he worked for10
years for Texas Instrumerits, Mr. Petschserves or has servedas adirector, trustee

oradvisor of several private business, civic orcharitable organizations: 1n1992;

Mr. Petsch wasvoted Manufacturifig Executive of the Year by Upside Magazire,

and from 1993 to 1995, he was hominated Who's Who of Global Business Leaders.
Heis founderand President of Petsch Foundation; Inc. He earned a Bachelor of
Business Techriology degree from the University of Houston in 1978

Richard G. Rawson | Management Director

Mr. Rawson, age 62, President of the Company and its
“subsidiaries, isa Class 1l director and has been a director
of the Comipany since 1989 He has been President since
August 2003 Before being elected President. he served
s Executive Vice President of Administration, Chief
Financiat Officer and Treasurerof the Company from

February 1997 until August 2003. Prior to that, he served

andseismic data pro

Association of Professic S (“NAPEO’ )as President, ;
First Vice President, Second Vice Presidentand T’easurer aswellas Chairman i
of the Accounting Practices Committee of NAPEO. Mr.Rawson has a Bachelor

of Business Administration infinance from the University of Houston:

Paul]. Sarvadi | Management Director

© Mr. Sarvadi;age 54 Chairman of the Board and Chief
Executive Officer and co-founderof the Company.and its
subsidiaries, isa Class It director and has been a director
sincethe Company'sinceptionin1986.He hasalsoserved
as the Chairman of the Board and Chief Executive Officer
of the Company since 1989 and as President of the
Companyfrom 1989 until August 2003. He attended Rice

Umversxtya' dthe University.of Houston pricrto s’rartmg and operatmg several

smallcompanies. Mr. Sarvadihas served as President of NAPEQ and wasa mem:
ber of its Board of Directors for five years. In 2001, Mr. Sarvadiwas selected as
the 2001 National Ernst & VYQJng,En,w hedrof the Year”for service industries
uished New Venture Leader A
iverst‘(y In 2007, he was' d

~ Austin P. Young | Independent Director
‘MrYoung,age 70, joinedthe Company asaClassiidirector
“inJanuary 2003 He is Chairman of the Company’s Finance,
Risk Management and Audit Cormittee and a member of
the Nominating and Corporate Governance Committee.
Mr: Young served asiSenior Vice President, Chief Finarncial
Officerand Treasurer of CellStar Corporation from 1999
to December 2001 when heretired From1996t01999,
heserved as Exocuts\/e Vice President - Finance and Administration of Metamor
Worldwide. Inc. M. Youngalsoheld the position of Senior Vice Presidentand
Chief Financial Officer of American General Corporatlonforover eightyears
andwasa par‘mer in the Houston and New York offices of KPMG beforejomma
American General. M. Young currently serves as a Directorand Chairman of the
Audit Committees of Tower Group, Inc. and Amerisafe Inc. He ho‘ds anaccount:
ing degreefrom the University of Texas: : :
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PART 1

Unless otherwise indicated, “Administaff,” “the Company,” “we,” “our” and “us” are used in this annual
report to refer to the businesses of Administaff, Inc. and its consolidated subsidiaries. This annual report contains
forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934. You can identify such forward-looking statements by the words “expects,”
“intends,” “plans,” “projects,” “believes,” “estimates,” “likely,” “possibly,” “probably,” “goal,” “objective,”
“assume,” “outlook,” “guidance,” “predicts,” “appears,” “indicator’” and similar expressions. In the normal course
of business, in an effort to help keep our stockholders and the public informed about our operations we may, from
time to time, issue such forward-looking statements, either orally or in writing. Generally, these statements relate to
business plans or strategies, projected or anticipated benefits or other consequences of such plans or strategies, or
projections involving anticipated revenues, earnings or other aspects of operating results. We base the forward-
looking statements on our current expectations, estimates and projections. We caution you that these statements are
not guarantees of future performance and involve risks, uncertainties and assumptions that we cannot predict. In
addition, we have based many of these forward-looking statements on assumptions about future events that may
prove to be inaccurate. Therefore, the actual results of the future events described in such forward-looking
statements in this annual report, or elsewhere, could differ materially from those stated in such forward-looking
statements. Among the factors that could cause actual results to differ materially are the risks and uncertainties
discussed in this annual report, including, without limitation, factors discussed in Item 1, “Business,” Item 1A, “Risk
Factors,” and Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”
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ITEM 1. BUSINESS.
General

Administaff is a human resource (“HR”) services company. Qur primary HR service is our professional
employer organization (“PEO”) service, which provides a comprehensive Personnel Management System*™
encompassing a broad range of services, including benefits and payroll administration, health and workers’
compensation insurance programs, personnel records management, employer liability management, employee
recruiting and selection, employee performance management and employee training and development services to
small and medium-sized businesses in strategically selected markets. We were organized as a corporation in 1986
and have provided HR services since inception.

In addition to our PEO service, we provide business performance improvement services and software
solutions to assist small to medium-sized businesses. These services include record keeping for defined contribution
plans, recruiting and employee screening services, and software solutions for employee expense management, time
and attendance, performance management, and organizational planning, which we offer via desktop applications and
software as a service (“SaaS”) delivery models.

Our principal executive offices are located at 19001 Crescent Springs Drive, Kingwood, Texas 77339. Our
telephone number at that address is (281) 358-8986 and our website address is http://www.administaff.com. Our
stock is traded on the New York Stock Exchange under the symbol “ASF.” Periodic Securities and Exchange
Commission (“SEC”) filings, including our annual reports on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K, and if applicable, amendments to those reports filed or furnished pursuant to Section 13(a) or
15(d) of the Securities Exchange Act of 1934 are available through our website free of charge as soon as reasonably
practicable after such material is electronically filed with, or furnished to, the SEC.

Our Personnel Management System, included in our PEO service, is designed to improve the productivity
and profitability of small and medium-sized businesses. It relieves business owners and key executives of many
employer-related administrative and regulatory burdens, which enables them to focus on the core.competencies of
their businesses. It also promotes employee performance through human resource management techniques designed
to improve employee satisfaction. We provide the Personnel Management System by entering into a Client Service
Agreement (“CSA”), which establishes a three-party relationship whereby we and our client act as co-employers of
the employees who work at the client’s location (“worksite employees™). Under the CSA, we assume responsibility
for personnel administration and compliance with most employment-related governmental regulations, while the
client retains the employees’ services in its business and remains the employer for various other purposes. We
charge a comprehensive service fee (“comprehensive service fee” or “gross billing”), which is invoiced concurrently
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with the processing of payroll for the worksite employees of the client. The comprehensive service fee consists of
the payroll of our worksite employees and a markup computed as a percentage of the payroll cost of the worksite
employees.

We accomplish the objectives of the Personnel Management System through a “High Touch/High Tech”
approach to service delivery. In advisory areas, such as recruiting, employee performance management and
employee training, we employ a high touch approach designed to ensure that our clients receive the personal
attention and expertise needed to create a customized human resources solution. For transactional processing, we
employ a high tech approach that provides secure, convenient information exchange among Administaff, our clients
and our worksite employees, creating efficiencies for all parties. The primary component of the high tech portion of
our strategy is the Employee Service Center (“ESC”). The ESC is our web-based interactive PEO service delivery
platform, which is designed to provide automated, personalized PEO services to our clients and worksite employees.

As of December 31, 2010, we had 51 sales offices in 24 markets. Our long-term strategy is to operate
approximately 90 sales offices located in 40 strategically selected markets.

Our national expansion strategy also includes multiple service centers, which coordinate PEO services for
clients on a regional basis and localized face-to-face human resource services. As of December 31, 2010, we had
four regional service centers, and had human resource and client service personnel located in a majority of our 24
sales markets, which serviced an average of 111,249 worksite employees per month in the fourth quarter of 2010.

PEO Industry

The PEO industry began to evolve in the early 1980s largely in response to the burdens placed on small and
medium-sized employers by an increasingly complex legal and regulatory environment. While various service
providers were available to assist these businesses with specific tasks, PEOs emerged as providers of a more
comprehensive range of services relating to the employer/employee relationship. In a PEO arrangement, the PEO
assumes certain aspects of the employer/employee relationship as defined in the contract between the PEO and its
client. Because PEOs provide employer-related services to a large number of employees, they can achieve
economies of scale that allow them to perform employment-related functions more efficiently, provide a greater
variety of employee benefits and devote more attention to human resources management than a client can
individually.

We believe the key factors driving demand for PEO services include:

e the focus on growth and productivity of the small and medium-sized business community in the United
States, utilizing outsourcing to concentrate on core competencies;

e the need to provide competitive healthcare and related benefits to attract and retain employees;
the increasing costs associated with health and workers’ compensation insurance coverage, workplace
safety programs, employee-related complaints and litigation; and

e complex regulation of employment issues and the related costs of compliance, including the allocation of
time and effort to such functions by owners and key executives.

A significant factor in the development of the PEO industry has been increasing recognition and acceptance
of PEOs and the co-employer relationship by federal and state governmental authorities. Administaff and other
industry leaders, in concert with the National Association of Professional Employer Organizations (“NAPEO”),
have worked with the relevant governmental entities for the establishment of a regulatory framework that protects
clients and employees, discourages unscrupulous and financially unsound companies, and promotes further
development of the industry. Currently, 37 states have enacted legislation either recognizing PEOs or requiring
licensing, registration, or certification, and several others are considering such regulation. Such laws vary from state
to state but generally provide for monitoring the fiscal responsibility of PEOs. State regulation assists in screening
insufficiently capitalized PEO operations and helps to resolve interpretive issues concerning employee status for
specific purposes under applicable state law. We have actively supported such regulatory efforts and are currently
recognized, licensed, registered, certified or pursuing registration in all 37 of these states. The cost of compliance
with these regulations is not material to our financial position or results of operations.



Service Offerings

PEO Services

We serve small and medium-sized businesses by providing our Personnel Management System, which

encompasses a broad range of services, including:
benefits and payroll administration;

personnel records management;
employer liability management;
employee recruiting and selection;
employee performance managenient; and
training and development services.

health and workers’ compensation insurance programs;

The Personnel Management System is designed to attract and retain high-quality employees, while
relieving client owners and key executives of many employer-related administrative and regulatory burdens.
Among the employment-related laws and regulations that may affect a client are the following:

Internal Revenue Code (the “Code”™);

Federal Income Contribution Act (FICA);

Federal Unemployment Tax Act (FUTA);

Fair Labor Standards Act (FLSA)*;

Employee Retirement Income Security Act,

as amended (ERISA);

¢ Consolidated Omnibus Budget Reconcilia-
tion Act of 1985 (COBRA)*;

¢ Immigration Reform and Control Act
(IRCA);

e Title VII (Civil Rights Act of 1964)*;

e Americans with Disabilities Act (ADA)*;

e Age Discrimination in Employment Act
(ADEA)*;

e Patient Protection and Affordable Care Act;

* And similar state laws

The Family and Medical Leave Act (FMLA)*;
Health Insurance Portability and
Accountability Act (HIPAA);

Drug-Free Workplace Act*;

Occupational Safety and Health Act
(OSHA)*;

Worker Adjustment and Retraining
Notification Act (WARN)*;

Uniformed Services Employment and
Reemployment Rights Act (USERRA);
State unemployment and employment
security laws;

State workers’ compensation laws; and
Health Care and Education Reconciliation
Act of 2010.

While these regulations are complex, and in some instances overlapping, we assist our clients in achieving
compliance with these regulations by providing services in four primary categories:

administrative functions;
benefit plans administration;
personnel management; and
employer liability management.

Mid-market Offering. We believe the mid-market sector, which we define as those companies with
employees ranging from 150 to 2,000 worksite employees, has historically been under-served by the PEO industry.
As aresult, we have undertaken an effort over the past four years to refine our sales and marketing strategies, as well
as our service delivery approach.” Currently we have a dedicated sales management and consulting staff who
concentrate solely on the mid-market sector. In addition, we have service personnel who have been trained and
specialize in the mid-market sector. The mid-market sector, which represented approximately 15% of our total paid

worksite employees during 2010, increased 11% over 2009.
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All of the following services are included in the Personnel Management System and are available to all
clients:

Administrative Functions. Administrative functions encompass a wide variety of processing and record
keeping tasks, mostly related to payroll administration and government compliance. Specific examples include:

payroll processing;

payroll tax deposits;

quarterly payroll tax reporting;
employee file maintenance;
unemployment claims processing; and
workers’ compensation claims reporting.

Benefit Plans Administration. We maintain several benefit plans including the following:

a group health plan;

a health care flexible spending account plan;

an educational assistance plan;

an adoption assistance plan;

group term life insurance;

group universal life insurance coverage;
accidental death and dismemberment insurance;
short-term and long-term disability insurance;

a 401(k) retirement plan; and

a cafeteria plan.

The group health plan includes medical, dental, vision and prescription drug coverage, as well as a worklife
program. All benefit plans are provided to eligible employees based on the specific eligibility provisions of each
plan. We are the policyholder responsible for the costs and premiums associated with any group insurance policies
that provide benefits under these plans, and we act as plan sponsor and administrator of the plans. We negotiate the
terms and costs of the plans, maintain the plans in accordance with applicable federal and state regulations and serve
as liaison for the delivery of such benefits to worksite employees. COBRA coverage is extended to eligible
terminated worksite and corporate employees and other eligible individuals, in accordance with applicable law. We
believe this variety and quality of benefit plans are generally not available to employees in our small and medium-
sized business target market and are usually offered only by larger companies that can spread program costs over a
much larger group of employees. As a result, we believe the availability of these benefit plans provides our clients
with a competitive advantage that small and medium-sized businesses are typically unable to attain on their own.

Personnel Management. We provide a wide variety of personnel management services that give our clients
access to resources normally found only in the human resources departments of large companies. All clients have
access to our comprehensive personnel guide, which sets forth a systematic approach to administering personnel
policies and practices, including recruiting, discipline and termination procedures. Other human resources services
we provide include:

drafting and reviewing personnel policies and employee handbooks;
designing job descriptions; ‘

performing prospective employee screening and background investigations;
designing performance appraisal processes and forms;

professional development and issues-oriented training;

employee counseling;

substance abuse awareness training;

drug testing;

outplacement services; and

compensation guidance.



Employer Liability Management. Under the CSA, we assume many of the employment-related
responsibilities associated with the administrative functions, benefit plans administration and personnel management
services we provide. For many of those employment-related responsibilities that are the responsibility of the client

~ or that we share with our clients, we may assist our clients in managing and limiting exposure. This includes first
time and ongoing safety-related risk management reviews, as well as the implementation of safety programs
designed to reduce workplace accidents and consequently, workers’ compensation claims. We also provide
guidance to clients for avoiding discrimination, sexual harassment and civil rights violations, and participate in
termination decisions to attempt to minimize liability on those grounds. While we do not provide legal services to
our clients, we employ in-house and external counsel, specializing in several areas of employment law, who have
broad experience in disputes concerning the employer/employee relationship and who provide support to our human
resources service specialists. As part of our comprehensive service, we also maintain employment practice liability
insurance coverage for ourselves and our clients, monitor changing government regulations and notify clients of the
potential effect of such changes on employer liability.

Employee Service Center™. The Employee Service Center (“ESC”) is our web-based interactive PEO
service delivery platform, which is designed to provide automated, personalized PEQ content and services to our
clients and worksite employees. The ESC provides a wide range of functionality, including:

WebPayroll®™ for the submission and approval of payroll data;

client-specific payroll information and reports;

employee information, including online check stubs and pay history reports;
employee benefits enrollment and changes; :

employee-specific benefits content, including summary plan descriptions and enrollment status;
access to 401(k) plan information through the Retirement Service Center™
online human resources forms;

best practices human resource management process maps and process overviews;
an online personnel guide;

e-Learning web-based training;

online recruiting services;

links to benefits providers and other key vendors; and

frequently asked questions.

MarketPlace®™. Through our many alliances with best-of-class providers, Administaff’s MarketPlace is an
eCommerce portal that brings a wide range of product and services to our clients, worksite employees and their
families. MarketPlace also features the Business Network, where our clients can offer their products and services to
other clients and worksite employees.

Adjacent Business Unit Offerings

In 2010, we began to execute an Adjacent Business Unit (“ABU”) growth strategy, which seeks to expand
the number of business performance improvement services available to our current and prospective client base. A
key element of the ABU strategy includes the acquisition of certain human resource technology companies that
provide services through a SaaS delivery model, as well as record keeping for defined contribution plans, recruiting
and employee screening services. Administaft also looks to leverage the existing customer relationships of the
ABUs to cross sell our PEO services and various ABU services. During 2010, total ABU revenues unrelated to PEO
services were less than 1% of our total revenues. The following are the key components of our ABU services:

Performance Management Software. In 2010, we announced the rebranding of our human resource
software offering, PerformSmart, formerly known as HRTools, and launched Performance Now Online, the newly
developed SaaS solution for employee performance reviews. The new product expands and complements our
existing small business software applications related to job descriptions, performance reviews, and personnel
policies and procedures. We plan to integrate these applications into our PEO services in 2011 and will continue to
sell to small business customers through online subscription arrangements, packaged software ordered online, or
through various reseller arrangements.
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Employment Screening Services. Our employment screening services company, USDatalink, offers a
customized approach to background-check reporting for companies, including our PEO clients, that outsource this
portion of their employment-screening process. Services include criminal records checks; verifying employment
history or education; conducting driving record, civil record and credit history checks; and confirming extraordinary
credentials.

Expense Management Software. Our expense management software division, ExpensAble, delivers
employee expense management solutions that automate employee expense reporting, enforce travel and expense
policies, and provide management reporting and analy51s The software is delivered both as a SaaS solution and as a
desktop software product.

Time and Attendance Software. Our time and attendance software division, Galaxy Technologies, provides
small to medium-sized businesses, including PEO clients, with software, hardware and services to track, allocate,
and analyze employee resources and provide inputs into customers’ payroll processing and accounting systems. The
software is delivered both as a SaaS solution and as a desktop software product.

Organizational Planning Software. In January 2011, we entered the organizational planning and analysis
software solution business with our acquisition of certain assets from HumanConcepts associated with the OrgPlus
desktop product lines for small and medium-sized businesses and a source code license for a SaaS based version.
OrgPlus facilitates the creation, management and communication of detailed organization charts.

Client Service Agreement

All PEO clients execute an Administaff CSA. The CSA generally provides for an on-going relationship
between Administaff and the PEO client. The CSA generally is subject to termination by Administaff or the client
upon 30 days written notice or upon shorter notice in the event of default. The CSA establishes our comprehensive
service fee, which is subject to periodic adjustments to account for changes in the composition of the client’s
workforce, employee benefit election changes and statutory changes that affect our costs. Under the provisions of
the CSA, clients active in January of any year are obligated to pay the estimated payroll tax component of the
comprehensive service fee in a manner that reflects the pattern of incurred payroll tax costs. This practice aligns
clients” payments to Administaff for payroll taxes with Administaff’s obligations to make payments to tax
authorities, which are higher in the earlier part of the year, and decrease as limits on wages subject to payroll tax, are
reached. New clients enrolling subsequent to January of any year are invoiced at a relatively constant rate
throughout the remaining portion of the year, resulting in Administaff’s improving profitability over-the course of
the year for those clients because of the typical pattern of incurred payroll tax costs.

The CSA also establishes the division of responsibilities between Administaff and the client as co-
employers. Pursuant to the CSA, we are responsible for personnel administration and are liable for compliance with
certain employment-related government regulations. In addition, we assume liability for payment of salaries and
wages (as well as related payroll taxes) of our worksite employees and responsibility for providing specified
employee benefits to such persons. These liabilities are not contingent on the prepayment by the client of the
associated comprehensive service fee and, as a result of our employment relationship with each of our worksite
employees, we are liable for payment of salary and wages to the worksite employees as reported by the client and
are responsible for providing specified employee benefits to such persons, regardless of whether the client pays the
associated comprehensive service fee. The client retains the employees’ services and remains liable for complying
with certain government regulations, compliance with which requires control of the worksite or daily supervisory
responsibility or is otherwise beyond our ability to assume. A third group of responsibilities and liabilities are
shared by Administaff and the client where such joint responsibility is appropriate. The specific division of
applicable responsibilities under the majority of CSAs are as follows:

Administaff

e  Payment of wages and salaries as reported by the client and related tax reporting and remittance (local, state and
federal withholding, FICA, FUTA, state unemployment);

e  Workers’ compensation compliance, procurement, management and reporting;



o Compliance with COBRA, HIPAA and ERISA (for each employee benefit plan sponsored solely by
Administaff), as well as ~monitoring changes in other governmental regulations governing the
employer/employee relationship and updating the client when necessary; and

e  Employee benefits administration of plans sponsored solely by Administaff.

Client

e Payment, through Administaff, of commissions, bonuses, paid leaves of absence and severance payments;

e Payment and related tax reporting and remittance of non-qualified deferred compensation and equity based

compensation;

e Ownership and protection of all client intellectual property rights;

e Compliance with OSHA regulations, EPA regulations, FLSA, FMLA, WARN, USERRA and state and local
equivalents and compliance with government contracting provisions;

o Compliance with the National Labor Relations Act (“NLRA”), including all organizing efforts and expenses
related to a collective bargaining agreement and related benefits; ,

e Professional licensing requirements, fidelity bonding and professional liability insurance;

e  Products produced and/or services provided; and

e COBRA, HIPAA and ERISA compliance for client-sponsored benefit plans.

Joint

Implementation of policies and practices relating to the employee/employer relationship; and

¢ Compliance with all federal, state and local employment laws, including, but not limited to Title VII of the Civil
Rights Act of 1964, ADEA, Title I of ADA, the Consumer Credit Protection Act, and immigration laws and
regulations.

We maintain employment practice liability insurance coverages (including coverages for our clients) to
manage our exposure for various employee-related claims, and as a result, the costs in excess of insurance premiums
we incur with respect to this exposure have historically been insignificant to our operating results.

Because we are a co-employer with the client for some purposes, it is possible that we could incur liability
for violations of such laws, even if we are not responsible for the conduct giving rise to such liability. The CSA
addresses this issue by providing that the client will indemnify us for liability incurred to the extent the liability is
attributable to conduct by the client. Notwithstanding this contractual right to indemnification, it is possible that we
could be unable to collect on a claim for indemnification and may therefore be ultimately responsible for satisfying
the liability in question.

In most instances, clients are required to remit their comprehensive service fees no later than one day prior
to the applicable payroll date by wire transfer or automated clearinghouse transaction. Although we are ultimately
liable, as the employer for payroll purposes, to pay employees for work previously performed, we retain the ability
to terminate immediately the CSA and associated worksite employees or to require prepayment, letters of credit or
other collateral upon deterioration in a client’s financial condition or upon non-payment by a client. These rights,
the periodic nature of payroll and the overall quality of our client base have resulted in an excellent overall
collections history.
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PEO Clients

Administaff’s PEO services provide a value-added, full-service human resources solution we believe is
most suitable to a specific segment of the small and medium-sized business community. We target successful
businesses with 10 to 2,000 employees that recognize the advantage in the strategic use of high-performance human
resource practices. We refer to clients with 150 to 2,000 employees as mid-market clients. These clients, which
represented approximately 15% of our total client base as of December 2010, are marketed to and serviced by sales
and service personnel, who specialize in the mid-market sector. We have set a long-term goal to serve
approximately 10% of the overall small and medium-sized business community. We serve clients and worksite
employees located throughout the United States. By region, our 2010 revenue change compared to 2009 and
revenue distribution for the year ended December 31, 2010, was as follows:

Revenue Change % of Total Revenues

NOIREAST...c.evieeve e s e 11.5% 24.2%
SOULNEAST......coviviiii i 0.7% 10.8%
Central ....ooiieieieeieceec e ' 1.3% 14.8%
SOUTRWEST ....eeeieeeieeeeeee et reeeeeee s 0.7% 30.7%
WESE oottt ere st 3.1% 19.5%

As part of our client selection strategy, we generally do not offer our PEO services to businesses falling
within certain specified NAICS (North American Industry Classification System) codes, attempting to minimize our
exposure to certain industries we believe present a higher employer risk such as employee injury, high turnover or
litigation. All prospective PEO.clients are evaluated individually on the basis of workers’ compensation risk, group
medical history (where permitted by law), unemployment history, operating stability and human resource practices.

Our client base is broadly distributed throughout a wide variety of industries including:

Industry % of Client Base
Computer and information services 21
Management, administration and consulting services 16
Finance, insurance and real estate 14
Manufacturing 8
Wholesale trade 8
Engineering, accounting and legal services 7
Medical services 6
Construction 5
Retail trade 5
Other 10

This diverse client base lowers our exposure to downturns or volatility in any particular industry. -
However, our performance could be affected by a downturn in one of these industries or by general economic
conditions within the small and medium-sized business community.

We focus heavily on client retention. During 2010 and 2009, our retention rate was approximately 80%
and 76%, respectively. Administaft’s client retention record over the last five years reflects that approximately 77%
of our PEO clients remain for more than one year. The average annual retention rate over the last five years was
approximately 79%. Client attrition is attributable to a variety of factors, including: (i) client non-renewal due to
price or service factors; (ii) client business failure, sale, merger, or disposition; (iii) our termination of the CSA
resulting from the client’s non-compliance or inability to make timely payments; and (iv) competition from other
PEOs or business services firms.



Marketing and Sales

As of December 31, 2010, we had 51 sales offices located in 24 markets. Our long-term goal is to operate
90 sales offices in 40 strategically selected markets. Our sales offices typically consist of six to eight sales
representatives, a district sales manager and an office administrator. To take advantage of economic efficiencies,
multiple sales offices may share a physical location. Administaff’s markets and their respective year of entry are as
follows:

Initial
Market Sales Offices Entry Date
Houston 5 1986
San Antonio 1 1989
Austin 1 1989
Orlando 1 1989
Dallas/Fort Worth 4 1993
Atlanta 4 - 1994
Phoenix 2 1995
Chicago 2 1995
Washington D.C. 3 1995
Denver 2 1996
Los Angeles 5 1997
Charlotte 1 1997
St. Louis 1 1998
San Francisco 3 1998
New York 4 1999
Baltimore 1 2000
New Jersey 2 2000
San Diego 1 2001
Boston 2 2001
Minneapolis 2 2002
Raleigh 1 2006
Jacksonville 1 2007
Kansas City 1 2007
Columbus 1 2010

Our existing and future markets were identified using a systematic market evaluation and selection process.
We continue to evaluate a broad range of factors in the selection process, using a market selection model that
weights various criteria we believe are reliable predictors of successful penetratlon based on our experience. Among
the factors we consider are:

o market size, in terms of small and medium-sized businesses engaged in selected industries that meet
our risk profile;

e market receptivity to PEO services, including the regulatory environment and relevant history with
other PEO providers;

e  existing relationships within a given market, such as vendor or client relationships;

e  expansion cost issues, such as advertising and overhead costs;

e direct cost issues that bear on our effectiveness in controlling and managmg the cost of our services,
such as workers’ compensation and health insurance costs, unemployment risks and various legal and
other factors;

s  acomparison of the services we offer to alternatives available to small and medium-sized businesses in
the relevant market, such as the cost to the target clients of procuring services directly or through other
PEOs; and

o long-term strategy issues, such as the general perception of markets and our estimate of the long-term
revenue growth potential of the market.
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Each of our expansion markets, beginning with Dallas in 1993, was selected in this manner.

Our marketing strategy is based on the application of techniques that have produced consistent and
predictable results in the past. We develop a mix of national and local advertising media and a placement strategy
tailored to each individual market. After selecting a market and developing our marketing mix, but prior to entering
the market, we engage in an organized media and public relations campaign to prepare the market for our entry and
to begin the process of generating sales leads. We market our services through various business promotions and a
broad range of media outlets, including television, radio, newspapers, periodicals, direct mail and the Internet. We
employ public relations firms for most of our markets as well as advertising consultants to coordinate and implement
our marketing campaigns. We have developed an inventory of television, radio and newsprint advertisements,
which are utilized in this effort.

We continuously seek to develop new marketing approaches and campaigns to capitalize on changes in the
competitive landscape for our human resource services and to more successfully reach our target market. We have
an agreement with the Professional Golf Association Champions Tour to be the title sponsor of the annual
Administaff Small Business Classic professional golf tournament held annually in Houston, Texas. In addition, we
have arrangements with Arnold Palmer and Jim Nantz, a sports commentator, to serve as our national
spokespersons. Our marketing campaigns use this event and the relationships with Mr. Palmer and Mr. Nantz as a
focal point of our brand marketing efforts.

Our organic growth model generates sales leads from five primary sources: direct sales efforts, advertising,
referrals, marketing alliances and the Internet. These leads result in initial presentations to prospective PEO clients,
and ultimately, prospective PEO client census reports. A prospective PEO client’s census report reflects information
gathered by the sales representative about the prospect’s employees, including job classification, state of
employment, workers’ compensation claims history, group medical information (where permitted by law), salary
and desired level of benefits. This information is entered into our customized bid system, which applies
Administaff’s proprietary pricing model to the census data, leading to the preparation of a bid. Concurrent with this
process, we evaluate the prospective client’s workers’ compensation, health insurance, employer practices and
financial stability from a risk management perspective. Upon completion of a favorable risk evaluation, the sales
representative presents the bid and attempts to enroll the prospect. Our selling process typically takes approximately
90 days for clients with less than 150 employees, and up to approximately 180 days for larger clients.

Competition

Administaff provides a value-added, full-service human resources solution through its PEO services, which
we believe is most suitable to a specific segment of the small and medium-sized business community. This full-
service approach is exemplified by our commitment to provide a high level of service and technology personnel,
which has produced a ratio of corporate staff to worksite employees (the “staff support ratio”) that is higher than
average for the PEO industry. Based on an analysis of the 2007 through 2009 annual NAPEO surveys of the PEO
industry, we have successfully leveraged our full-service approach into significantly higher returns for Administaff
on a per worksite employee per month basis. During the three-year period from 2007 through 2009, our staff
support ratio averaged 49% higher than the PEO industry average, while gross profit per worksite employee and
operating income per worksite employee exceeded industry averages by 124% and 140%, respectively.

Competition in the PEO industry revolves primarily around quality of services, scope of services, choice
and quality of benefits packages, reputation and price. We believe reputation, national presence, regulatory
expertise, financial resources, risk management and information technology capabilities distinguish leading PEOs
from the rest of the industry. We also believe we compete favorably in these areas.

Due to the differing geographic regions and market segments in which most PEOs operate, and the
relatively low level of market penetration by the industry, we consider our primary competition to be the traditional
in-house provision of human resource services. The PEO industry is highly fragmented, and we believe Administaff
is one of the largest PEO service providers in the United States. Our largest national competitors include PEO
divisions of large business services companies such as Automatic Data Processing, Inc. and Paychex, Inc., and other
PEOs, such as TriNet. In addition, we compete to some extent with: i) fee-for-service providers such as payroll
processors and human resource consultants; ii) human resource technology solution companies; and iii) large

-11-



regional PEOs in certain areas of the country. As Administaff and other large PEO service providers expand
nationally, we expect that competition may intensify.

Vendor Relationships

Administaff provides benefits to its worksite employees under arrangements with a variety of vendors. We
consider our contracts with UnitedHealthcare (“United”) and member insurance companies of ACE American
Insurance Company (“ACE”) to be the most significant elements of our employee benefits package. These contracts
would be the most difficult to replace.

We provide group health insurance coverage to our worksite employees through a national network of
carriers including United, Kaiser Permanente, Blue Shield of California, Hawaii Medical Service Association, Unity
Health Plans and Tufts, all of which provide fully insured policies or service contracts. The health insurance
contract with United provides approximately 91% of our health insurance coverage and expires on December 31,
2013, subject to cancellation by either party upon 180 days notice. For a discussion of our contract with United,
please read Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations -
Critical Accounting Policies and Estimates — Benefits Costs” on page 31.

Our workers’ compensation coverage (the “ACE Program™) has been provided through an arrangement
with ACE since 2007. The ACE Program is a fully insured policy whereby ACE has the responsibility to pay all
claims incurred under the policy regardless of whether we satisfy our responsibilities. For additional discussion of
the ACE Program, please read Item 7. “Management’s Discussion and Analysis of Financial Condition and Results
of Operations - Critical Accounting Policies and Estimates — Workers” Compensation Costs” on page 32.

Information Technology

Administaff utilizes a variety of information technology capabilities to provide its human resource services
to PEO clients and worksite employees and for its own administrative and management information requirements.

Administaff Information Management System (“AIMS”) is our proprietary PEO information system and
utilizes both purchased and internally developed software applications. This system manages transactions and
information unique to the PEO industry and to Administaff, including:

e worksite employee enrollment;

e human resource management;

¢  benefits and defined contribution plan administration;
e payroll processing;

e client invoicing and collection;

e management information and reporting; and

s sales bid calculations.

Central to the system are transaction processing capabilities that allow us to process a high volume of
payroll, invoice, and bid transactions that meet the specific needs of our clients and prospects. We administer our
employee benefits through a proprietary application designed to process employee eligibility and enrollments,
manage carrier relationships, and maintain a variety of plan offerings. Our retirement services operations are
conducted utilizing an industry leading retirement plan administration application in a third-party hosted
environment. We utilize commercially available software for other business functions such as finance and
accounting, contract and litigation management, sales force activity management and customer relationship
management.

Administaff has hosting facilities located at our corporate headquarters in Kingwood, Texas (a suburb of
Houston), and in Bryan, Texas. The hosting facilities house all of our business applications, telecommunications
equipment and network equipment. Each hosting facility houses a mix of primary production applications, disaster
recovery, replication and back-up applications, and pre-production environments. Both hosting facilities are
designed to run all of our critical business applications and have sufficient capacity to handle all of our operations on
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a stand-alone basis, if required. Periodically, we perform testing to ensure the disaster recovery capabilities remain
effective and available. The Company also utilizes additional leased hosting facilities for certain of its sales offices.

We have a state-of-the-art network infrastructure, which ensures appropriate connectivity exists among all
of our facilities and employees, and which provides appropriate Internet connectivity to conduct business with our
clients and worksite employees. The network infrastructure is provided through industry standard core network
hardware and via high-speed network services provided by multiple vendors.

We have incorporated a variety of measures to maintain the security and privacy of the information
managed through our systems and applications. These measures include industry standard technologies designed to
protect, monitor and assess the network environment; best practice security policies and procedures; and standard
access controls designed to control access to sensitive and private information.

Industry Regulations

Administaff’s PEO operations are affected by numerous federal and state laws relating to tax, insurance
and employment matters. By entering into a co-employer relationship with our worksite employees, we assume
certain obligations and responsibilities of an employer under these federal and state laws. Because many of these
federal and state laws were enacted prior to the development of nontraditional employment relationships, such as
PEOs, temporary employment and outsourcing arrangements, many of these laws do not specifically address the
obligations and responsibilities of nontraditional employers. Currently, 37 states have passed laws that recognize
PEOs or require licensing, registration or certification requirements for PEOs, and several others are considering
such regulation.

Certain federal and state statutes and regulations use the terms “employee leasing” or “staff leasing” to
describe the arrangement among a PEO and its clients and worksite employees. The terms “employee leasing,”
“staff leasing™ and “professional employer arrangements” are generally synonymous in such contexts and describe
the arrangements we enter into with our PEO clients and worksite employees.

As an employer, we are subject to federal statutes and regulations governing the employer/employee
relationship. Subject to the issues discussed below, we believe that our operations are in compliance, in all material
respects, with all applicable federal statutes and regulations.

Employee Benefit Plans

We offer various employee benefits plans to eligible employees, including our worksite employees. These
plans include:

e a401(k) retirement plan;

e acafeteria plan under Code Section 125;

¢ agroup health plan, which includes medical, dental, vision and prescription drug coverage, as well as a
worklife program,;

e d welfare benefits plan, which includes life, disability and accidental death and dismemberment
coverage;
a health care flexible spending account plan,
an educational assistance plan; and

e an adoption assistance plan.

Generally, employee benefit plans are subject to provisions of the Code, ERISA and COBRA.

Employer Status. In order to qualify for favorable tax treatment under the Code, employee benefit plans
must be established and maintained by an employer for the exclusive benefit of its employees. Generally, an entity
is an “employer” of individuals for federal employment tax purposes if an employment relationship exists between
the entity and the individuals under the common law test of employment. In addition, the officers of a corporation
are deemed to be employees of that corporation for federal employment tax purposes. The common law test of
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employment, as applied by the IRS, involves an examination of approximately 20 factors to ascertain whether an
employment relationship exists between a worker and a purported employer. Generally, the test is applied to
determine whether an individual is an independent contractor or an employee for federal employment tax purposes
and not to determine whether each of two or more companies is a “co-employer.” Substantial weight is typically
given to the question of whether the purported employer has the right to direct and control the details of an
individual’s work. Among the factors that appear to have been considered more important by the IRS are:

e the employer’s degree of behavioral control (the extent of instructions, training and the nature of the
work);

e the financial control or the economic aspects of the relationship; and

e the intended relationship of the parties (whether employee benefits are provided, whether any contracts
exist, whether services are ongoing or for a project, whether there are any penalties for
discharge/termination, and the frequency of the business activity).

Patient Protection and Affordable Care Act. The Patient Protection and Affordable Care Act (“PPACA”)
was signed into law on March 23, 2010. The PPACA was subsequently amended on March 30, 2010 by the Health
Care and Education Reconciliation Act of 2010 (the “Reconciliation Act”). The PPACA and Reconciliation Act
(collectively the “Act”) entail sweeping health care reforms with staggered effective dates from 2010 through 2018,
and many provisions in the Act require the issuance of additional guidance from the U.S. Department of Labor, the
Internal Revenue Service, the U.S. Department of Health & Human Services, and the states. Because many
provisions of the Act do not become operative until future years, the Act did not have a material adverse impact on
our results of operations in 2010, and we do not expect the Act to have a material adverse impact on our results of
operations in 2011. However, given the length and complexity of the Act, the extended time period over which the
reforms will be implemented, and the unknown impact of yet to be issued regulatory guidance, we are unable to
determine the impact of the Act on our health insurance plan in future periods.

The number and complex nature of federal and state regulations facing employers has continued to increase
over time, including the enactment of the Act. We believe that additional regulatory burdens placed on employers
can increase the demand for our services because small and medium-sized businesses are especially challenged by
such governmental regulations due to limited resources and the lack of expertise. As a co-employer in the PEO
relationship, the Company assumes or shares many of the employer-related responsibilities and assists our clients to
comply with many employment-related governmental regulations. Historically, the Company believes that it has
successfully marketed the compliance component of our service offering and that our compliance-related services
have increased the value proposition of our service offering. However, currently we are unable to determine the
impact the Act will have in future periods on the costs we will incur to comply with the Act, our ability to match any
resulting increased costs with pricing, our ability to attract and retain clients, our business mode] and our results of
operations. »

Our review of the Act is ongoing, but we have initially identified certain provisions that could materially
affect the Company. Beginning in 2010, the Act provides for a small business tax credit for eligible companies
offering health care coverage to employees. Based upon information contained in the Congressional Record, which
specifically references professional employer organizations, we believe that these tax credits will be available to our
clients that meet the qualification requirements. However, the Act and subsequently issued IRS guidance do not-
expressly address the issue of whether qualifying small business clients of a professional employer organization are
entitled to the tax credits. At this time, we are unable to determine whether this issue will have an adverse effect on
our operations or our ability to attract and retain clients.

Beginning in 2011, the Act contains a number of mandates for health insurance plans, some of which are
already standard in our group health plan. For mandates not already included, we have worked with our insurance
carriers to incorporate the required changes. One of the 2011 mandates, the requirement to extend dependent child
coverage to age 26, was implemented in the second quarter of 2010 with respect to certain dependent children
already covered under our plan. The Act also provides certain exemptions for “grandfathered plans” in existence on

‘March 23, 2010. Administaff did not claim a grandfathered plan exemption. While we are unable to determine the

impact of these required plan changes and grandfathered plan rules at this time, in future periods they may result in
increased costs to the Company and could affect our ability to attract and retain clients. Additionally, contractual
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arrangements and competitive market conditions may limit or delay our ability to increase service fees to offset the
associated potential increased costs. :

Beginning in 2014, the Act provides for the establishment of state insurance exchanges (“Exchanges”) to
make health insurance available to individuals and small employers (initially defined as 100 or less employees).
Small business tax credits and subsidies will be available to qualifying businesses and individuals who purchase
health insurance through the Exchanges. Also in 2014, the Act implements “pay or play” penalties for large
employers (those with at least 50 full-time equivalent employees) who fail to offer “minimum essential coverage” or
affordable coverage to employees. In 2018, the Act implements rules imposing excise taxes on employers who offer
excessive health benefits under so-called “Cadillac plans.” We anticipate taking appropriate steps to avoid, to the
extent necessary and possible, incurring any such excise taxes. At this time, we are unable to determine the effect
the Exchanges, “pay or play” penalties, and excise taxes will have on our costs, our ability to match pricing with any
increased costs, our results of operations and our ability to attract and retain clients.

Moreover, multiple lawsuits challenging the constitutionality of the Act are currently pending in the federal
court system. There have been conflicting rulings issued in these lawsuits as to whether or not certain provisions of
the Act are constitutional. Most recently, on January 31, 2011, a federal court in Florida ruled that the entire Act
was unconstitutional. ‘The final resolution of these legal challenges is subject to the appellate process and may
ultimately require a ruling by the United States Supreme Court.

ERISA Requirements. Employee pension and welfare benefit plans are also governed by ERISA. ERISA
defines “employer” as “any person acting directly as an employer, or indirectly in the interest of an employer, in
relation to an employee benefit plan.” ERISA defines the term “employee” as “any individual employed by an
employer.” The United States Supreme Court has held that the common law test of employment must be applied to
determine whether an individual is an employee or an independent contractor under ERISA. A definitive judicial
interpretation of “employer” in the context of a PEO or employee leasing arrangement has not been established.

If Administaff were found not to be an employer with respect to worksite employees for ERISA purposes,.
its plans would not comply with ERISA. Further, as a result of such finding Administaff and its plans would not
enjoy, with respect to worksite employees, the preemption of state laws provided by ERISA and could be subject to
varying state laws and regulations, as well as to claims based upon state common laws. Even if such a finding were
made, we believe we would not be materially adversely affected because we could continue to make available
similar benefits at comparable costs. ’

In addition to ERISA and the Code provisions discussed herein, issues related to the relationship between
Administaff and its worksite employees may also arise under other federal laws, including other federal income tax
laws.

401(k) Retirement Plans. The Company’s 401(k) Retirement Plans are operated pursuant to guidance
provided by the Internal Revenue Service under Revenue Procedure 2002-21 and Revenue Procedure 2003-86, each
of which provides guidance for the operation of defined contribution plans maintained by PEOs that benefit worksite
employees. This guidance provides qualification standards for PEO plans which, if met, negate the inquiry of
common law employer status for purposes of the exclusive benefit rule.

Employment Taxes
As a co-employer, Administaff assumes responsibility and liability for the payment of federal and state

employment taxes with respect to wages and salaries paid to our worksite employees. There are essentially three
types of federal employment tax obligations:

¢ withholding of income tax requirements governed by Code Section 3401, et seq;
e obligations under FICA, govemed‘by Code Section 3101, et seq.; and
e obligations under FUTA, governed by Code Section 3301, et seq.

Under these Code sections, employers have the obligation to withhold and remit the employer portion and, where
applicable, the employee portion of these taxes.
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Code Section 3401, which applies to federal income tax withholding requirements, contains an exception to
the general common law test applied to determine whether an entity is an “employer” for purposes of federal income
tax withholding. Section 3401(d)(1) states that if the person for whom services are rendered does not have control
of the payment of wages, the “employer” for this purpose is the person having control of the payment of wages. The
Treasury regulations issued under Section 3401(d)(1) state that a third party can be deemed to be the employer of
workers under this section for income tax withholding purposes where the person for whom services are rendered
does not have legal control of the payment of wages. While Section 3401(d) (1) has been examined by several
courts, its ultimate scope has not been delineated. Moreover, the IRS has to date relied extensively on the common
law test of employment in determining liability for failure to comply with federal income tax withholding
requirements.

Accordingly, while we believe that we can assume the withholding obligations for worksite employees, in
the event we fail to meet these obligations, the client may be held ultimately liable for those obligations. While this
interpretive issue has not to our knowledge discouraged clients from enrolling with Administaff, there can be no
assurance that a definitive adverse resolution of this issue would not do so in the future. These interpretive
uncertainties may also impact our ability to report employment taxes on our own account rather than the accounts of
our clients.

State Unemployment Taxes

We record our state unemployment (“SUI”) tax expense based on taxable wages and tax rates assigned by

" each state. State unemployment tax rates vary by state and are determined, in part, based on Administaff’s prior

years’ compensation experience in each state. Certain rates are determined, in part, by each client’s own
compensation experience. In addition, states have the ability under law to increase unemployment tax rates to cover
deficiencies in the unemployment tax funds. Due to the recent deterioration in U.S. economic activity and the
associated reductions in employment levels, the state unemployment funds have experienced a significant increase
in the number of unemployment claims. Accordingly, state unemployment tax rates increased substantially in 2010
and 2011. Rate notices are typically provided by the states during, or prior to, the first quarter of each year;
however, some notices are received later. Until we receive the final tax rate notices, we estimate our expected SUI
rate in those particular states.

State Regulation

While many states do not explicitly regulate PEOs, 37 states have adopted provisions for licensing,
registration, certification or recognition of PEOs, and several others are considering such regulation. Such laws vary
from state to state but generally provide for monitoring the fiscal responsibility of PEOs, and in some cases codify
and clarify the co-employment relationship for unemployment, workers’ compensation and other purposes under
state law.  The Company is in compliance with the requirements in all 37 states. Regardless of whether a state has
licensing, registration or certification requirements for PEOs, we must comply with a number of other state and local
regulations that could impact our operations.

Corporate Office Employees

We had approximately 1,900 corporate employees as of December 31, 2010. We believe our relations with
our corporate employees are good. None of our corporate employees-is covered by a collective bargaining
agreement,

Intellectual Property

Administaff currently has registered trademarks, copyrights and other intellectual property. We believe our
trademarks as a whole are of considerable importance to our business.
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ITEM 1A. RISK FACTORS.
Factors That May Affect Future Results and the Market Price of Common Stock

Continued Effects of the Economic Recession may Adversely Affect our Industry, Business and Results
of Operations

Over the past several years, the United States economy has experienced negative economic conditions.
Although conditions have improved over the last year, the future economic environment may continue to be less
favorable than in years past. In addition, disruptions in national and international credit markets have lead to a
scarcity of credit, tighter lending standards and higher interest rates on business loans. The continued effects of the
economic recession or a continuing scarcity of credit could adversely affect the financial condition and levels of
business activity of our clients. Recent economic conditions have had, and may continue to have, a corresponding
negative impact on our operating results as some of our clients may suffer business failures, and others may react to
worsening conditions by reducing their employee headcount, lowering their wage and bonus levels, lowering their
spending on other human resources benefits and services or determining not to outsource those services to us. In
addition, economic conditions may impair our ability to attract new clients. These circumstances significantly
impacted our 2009 results. The decline in U.S. economic activity and associated reductions in employment levels in
2009 and the latter half of 2008 impacted the Company’s small business customer base and target market. Our
average worksite employees per month in 2009 declined 7.0% compared to 2008. However, during 2010, our
average number of paid worksite employees increased 8.0% from the first quarter of 2010 to 111,249 in the fourth
quarter of 2010. Continued or increased negative economic conditions could have a material adverse effect on our
future financial results.

We Assume Liability for Worksite Employee Payroll, Payroll Taxes and Benefits Costs and are
Responsible for their Payment Regardless of the Amount Billed to or Paid by our Clients

Under the CSA, we become a co-employer of worksite employees and assume the obligations to pay the
salaries, wages and related benefits costs and payroll taxes of such worksite employees. We assume such
obligations as a principal, not as an agent of the client. Our obligations include responsibility for:

e payment of the salaries and wages for work performed by worksite employees, regardless of
whether the client timely pays us the associated service fee;

e  withholding and payment of federal and state payroll taxes with respect to wages and salaries
reported by Administaff; and

e providing benefits to worksite employees even if our costs to provide such benefits exceed the fees
the client pays us.

If a client does not pay us, or if the costs of benefits we provide to worksite employees exceed the fees a client pays
us, our ultimate liability for worksite employee payroll and benefits costs could have a material adverse effect on our
financial condition or results of operations.

Increases in Health Insurance Premiums or Inability to Secure Replacement Contracts on Competitive
Terms could have a Material Adverse Effect on our Financial Condition or Results of Operations

Maintaining health insurance plans that cover worksite employees is a significant part of our business. Our
primary health insurance contract expires on December 31, 2013, subject to cancellation by either party upon 180
days notice. In the event we are unable to secure replacement contracts on competitive terms, significant disruption
to our business could occur.

Health insurance premiums are in part determined by our claims experience and comprise a significant
portion of our direct costs. We employ extensive risk management procedures in an attempt to control our claims
incidence and structure our benefits contracts to provide as much cost stability as possible. However, if we
experience a sudden and unexpected large increase in claim activity, our health insurance costs could increase:

. Claim activity levels are impacted by a number of factors, including, but not limited to, macro-economic changes,
proposed and enacted regulatory changes and medical outbreaks. Contractual arrangements with our clients limit
our ability to incorporate such increases into service fees, which could result in a delay before such increases could
be reflected in service fees. As a result, such increases could have a material adverse effect on our financial
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condition or results of operations. For additional information related to our health insurance costs, please read Item
7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations — Critical Accounting
Policies and Estimates — Benefits Costs,” on page 31.

Health Care Reform could Affect the Company’s Health Insurance Plan

The Patient Protection and Affordable Care Act (“PPACA”) was signed into law on March 23, 2010. The
PPACA was subsequently amended on March 30, 2010 by the Health Care and Education Reconciliation Act of
2010 (the “Reconciliation Act”). The PPACA and Reconciliation Act (collectively the “Act”) entail sweeping
health care reforms with staggered effective dates from 2010 through 2018, and many provisions in the Act require
the issuance of additional guidance from the U.S. Department of Labor, the Internal Revenue Service, the U.S.
Department of Health & Human Services, and the states.

The number and complex nature of federal and state regulations facing employers has continued to increase
over time, including the enactment of the Act. As a co-employer in the PEO relationship, the Company assumes or
shares many of the employer-related responsibilities and assists our clients to comply with many employment-
related governmental regulations. However, currently we are unable to determine the impact the Act will have in
future periods on the costs we will incur to comply with the Act, our ability to match any resulting increased costs
with pricing, our ability to attract and retain clients, our business model and our results of operations.

We are cur