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Definition: PEO’s co-employ their clients’ workforces, enabling their small-business clients to cost-effectively
outsource the management of human resources, employee benefits, payroll processing and workers'
compensation. ASF was founded in 1986, went public in 1997 and, with current revenues of $1.6B, is the
nation’s largest PEO.

RESEARCH UPDATE: REAFFIRMING BUY RECOMMENDATION

On February 7, 2008, ASF reported 4Q07 earnings of $0.50 per share, $0.02 above
consensus and $0.03 above prior-year earnings. For the full year, ASF reported 2007
earnings of $1.74 per share, $0.10 per share, or 6%, over prior-year earnings.

ASF shares have been trading around $25 per share, down 40% from their October 2007
high of $41.87. Recent weak employment numbers and rising claims for unemployment
insurance have taken their toll on all staffing stocks, including PEO’s. While a business
downturn would adversely affect all staffing stocks, PEO revenues are more recession-
resistant than other staffing firms due to the upheaval involved with changing PEO
providers or taking the PEO function back in-house. Moreover, PEO clients are reluctant




to lay off their “permanent” employees, at least as compared with temporary workers and
other contingent workers.

With a long-term earnings growth rate in the mid-double digits, this well managed small
cap company is trading at attractive buying levels.

In 2008, I expect ASF to earn $1.77 per share, a 3% increase over 2007 GAAP earnings
and a 12% increase after removing unusual 2007 items. Applying a normalized historical
multiple of 22.5X (applicable in a mid-cycle economic recovery), I target ASF’s stock to
reach $40 per share one year ahead. Including ASF’s 1.3% dividend yield, this represents
an estimated one-year total return of 63%.

I reaffirm my BUY recommendation on ASF.

POSITIVES

1. Cash Flow - The PEO business requires very little capital. For ASF, the industry’s
largest player, no capital at all is required: ASF has no debt and its cash of $211
million exceeds its stockholders’ equity of $199 million. This pleasant
circumstance results from SF client requirements to pay in advance of payroll
dates and from ASF’s reserves against its workers’ compensation and health care
claims. Going forward, this means that the faster that ASF can growth in volume,
the faster it can generate cash. Over the past several years, ASF has used its free
cash flow for dividends and share repurchases and it will likely continue to do so
going forward. (The acquisition of any PEO competitors is unlikely and unwise
due to human resource liability, underwriting and cultural issues.)

2. Growth Potential - PEO Network estimates that all U.S. PEO’s combined have
captured a modest 7% of the addressable small business employee count.' I
estimate ASF’s market share at less than 1% and believe that ASF will continue to
successfully sell its value proposition to the small business marketplace by
growing its sales force, maintaining its advertising campaign, and expanding its
geographic reach. ASF’s 280 trained sales rep count at the beginning of 2008 is
up 11% year-over-year and the company plans to open 4 new sales offices in
2008, up 8% to 53 sales offices 24 metropolitan markets. I estimate ASF can
achieve 6%-7% growth in its average worksite employee (WSE) count during
2008 and long-term growth in this metric of 8%-9%. The key to this growth is
recruiting and training successful sales reps, along with maintaining good
management execution and controls.

RISKS
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I see ASF’s major risks going forward as follows:

1.

Recession —The PEO business is somewhat cyclical in that overtime and bonuses
disappear for worksite employees during recessions, dampening PEO revenues.
Fortunately, however, the PEO business is less cyclical than the overall staffing
sector insofar as PEO clients are generally sticky, with annual client retention
exceeding 80%. Moreover, to the extent that firms were slower to hire during the
recovery following the 2001 recession, they are not likely able to make deep cuts
in the current slowdown. Also, ASF’s strong balance sheet ($211 million in cash,
or $8.17 per share, and no debt) leaves the company far better prepared to face
any rough economic patches than its less liquid competitors.

Geographic Concentration — Houston, the firm’s original market, accounts for
15% of revenues. The entire state of Texas accounts for 32% of revenues.
Regional economic conditions and regulatory environments can have a large
impact on ASF’s operations. Fortunately, with today’s high energy prices,
domestic energy industries are prospering and the Texas economy is strong. Also,
ASF’s geographic concentration will be reduced somewhat going forward as the
company opens new markets across the country.

Execution — The PEO business is a thin-margin business which requires skillful
control over costs and liability exposures. One bad on-the-job injury at a client
site, one catastrophic health insurance claim, or one third-party injury could
adversely impact earnings or the renewability of the company’s insurance
coverages. ASF is essentially self-insured for claims under the majority of its
health insurance plans and the first $5 million per claim under its workers’
compensation insurance plan.

Of course, execution is an opportunity, as well as a risk. When managed
effectively, this can be ASF’s greatest strength and a key advantage over its
competitors.

Management Succession — ASF’s fortunes are strongly tied to one man: its co-
founder, Chairman, CEO and largest (at 8.3%) individual shareholder, Paul
Sarvadi. Mr. Sarvadi, age 51, has been the driving force behind the company for
21 years, especially in the sales arena. The loss of his services could jeopardize
the company’s future.

Year-end Sales and Renewal Cycle — The nature of the PEO industry is such that
many PEO clients choose to sign on or terminate with year-end effective dates.
This enhances clarity and provides simplicity for all involved. Unfortunately, this
increases risk for PEO firms. Approximately 40% of ASF’s book of business
renews during the first quarter of each year (primarily on January 1*). ASF
always runs the risk of losing a large number of clients at year end.




6. Vendor Concentration — UnitedHealthcare provides 91% of ASF’s health
insurance coverage. As such, United holds considerable bargaining leverage in
this relationship and could be challenging to replace, especially inasmuch as
Aetna would be out of the running following the 2001 litigation (which Aetna
lost). However, the UnitedHealthcare policy automatically renews annually,
subject to cancellation by either party upon 180 days’ notice, and ASF should be
able to find replacement coverage, if necessary.

ACE provides all of ASF’s workers’ compensation insurance coverage. However,
in view of ASF’s favorable claims history, alternative providers should be
available if needed.

7. Aircraft — Aircraft at any publicly traded company is a concern.” In 2005, ASF
upgraded to a $22M jet, which is a bit over-the-top for a company which earned
only $30M that year and whose operations are located in major U.S. cities
(Houston, Dallas, Atlanta, and LA) with abundant commercial aviation options.

GOING FORWARD

Immigration Reform: Immigration reform legislation would benefit all PEO employers

by reducing significantly the risk of inadvertently hiring illegal aliens. Moreover, to the
extent that any reforms reduce the available labor supply, wages would increase. Rising
wages would benefit ASF since its services are priced as a markup on wages.

Healthcare Coverage: Numerous “play or pay” healthcare plans have been recently
adopted in Massachusetts, Maine and Vermont, and proposed by various other states,
coalitions, Congressmen, and presidential candidates. It is highly likely that expanded
healthcare coverage will be the subject of much debate over the next several years and
further actions are likely at the state or federal level.

ASF’s margins, however, should not be adversely affected by any mandated health
insurance legislation since any increased healthcare costs will be born by ASF’s clients,
at least after their next renewal date. In fact, ASF’s business will most likely be favorably
affected because many small and mid-sized employers will be unable or unwilling to deal
with burdensome new healthcare insurance requirements. Moreover, ASF’s ability to
offer better coverage terms than individual small business clients can find on their own in
the marketplace will add value to ASF’s business proposition.

* Yermack, David. 2005. “Flights of Fancy: Corporate Jets, CEO Perquisites, and Inferior Shareholder
Returns.” Paper presented at annual meeting of American Finance Association (AFA), Philadelphia
(January). Yermack found that shares of a company fall 1.1% after disclosure of the aircraft perquisite and
subsequently underperform market benchmarks by 4% annually. Such companies are also more likely to
report accounting write-offs and eamings results that are below analyst expectations.




(Note: President Bush’s plan for changing the tax treatment of employer-provided health
insurance would have minimal effect on employer costs. Senator Wyden’s plan for a
payroll tax on all employers would be “market neutral” between PEO firms and their
clients since all employers would be taxed at the same rate.)

Employment Outlook: While overall employment numbers have been weak, I attribute
this to offshoring by large employers and cutbacks in sectors affected by the downturn in
the real estate and financial markets. Employment at small and mid-sized employers
continues to show modest, though weakening, growth. Unfortunately, going forward, all
bets are off as many economists now feel that we are headed into a recession as a result
of ongoing turmoil in the credit markets.

Going forward, the challenge for ASF will be to increase its market share (which I
estimate at 0.7%). The same challenge exists for the entire PEO industry, whose total
market penetration is estimated at only 7%.> ASF’s strategy is to continue adding more
boots (trained sales reps) on the ground. As noted above, ASF’s 280 trained sales rep
count at the beginning of 2008 is up 11% year-over-year and the company plans to open
4 new sales offices in 2008, up 8% to 53 sales offices 24 metropolitan markets.

PEO Industry Valuations: Since its emergence in the mid-1970’s, the PEO industry has
suffered an unusually high failure rate. Most observers attribute this to the industry’s
razor-thin margins, combined with the inability of many PEO managers to keep their
hands off the huge amounts of cash flowing through their tills. The harm resulting from
numerous large and small PEO failures has been widespread and very damaging,
affecting thousands of clients, workers, federal and state tax collectors, workers’
compensation insurers, health insurers and others. The checkered history of the industry
has dampened PEO valuations.

The surprise, January 9, 2008 Chapter 7 bankruptcy filing by Chimes Ensemble Group
(CEQ) also casts a negative light on PEO providers. CEG is the country’s largest VMS
(Vendor Management Services) provider, with an estimated $1.6B of annual revenues.
(VMS providers are hired by companies to manage their staffing vendors.) Some have
described this event as the staffing industry’s Enron.

Most states now license and regulate PEO providers. Improved outcomes and favorable
publicity may, over the very long term, remove the stigma of past history and lead to
higher industry valuations going forward.

This improvement may also attract additional competitors to the PEO industry, especially
the large payroll processing firms (e.g., Ceridian), casualty insurers, human resource
consultants (e.g., Watson Wyatt, Towers Perrin, and Mercer) and commercial banks. Any
of these new entrants, however, might also consider buying their way in to the industry
by acquiring ASF at an attractive premium.
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SUMMARY

On February 7, 2008, ASF reported 4Q07 earnings of $0.50 per share, $0.02 above
consensus and $0.03 above prior-year earnings. For the full year, ASF reported 2007
earnings of $1.74 per share, $0.10 per share, or 6%, over prior-year earnings.

ASF shares have been trading around $25 per share, down 40% from their October 2007
high of $41.87. Recent weak employment numbers and rising claims for unemployment
insurance have taken their toll on all staffing stocks, including PEO’s. While a business
downturn would adversely affect all staffing stocks, PEO revenues are more recession-
resistant than other staffing firms due to the upheaval involved with changing PEO
providers or taking the PEO function back in-house. Moreover, PEO clients are reluctant
to lay off their “permanent” employees, at least as compared with temporary workers and
other contingent workers.

With a long-term earnings growth rate in the mid-double digits, this well managed small
cap company is trading at attractive buying levels.

In 2008, I expect ASF to earn $1.77 per share, a 3% increase over 2007 GAAP earnings
and a 12% increase after removing unusual 2007 items. Applying a normalized historical
multiple of 22.5X (applicable in a mid-cycle economic recovery), I target ASF’s stock to
reach $40 per share one year ahead. Including ASF’s 1.3% dividend yield, this represents
an estimated one-year total return of 63%.

I reaffirm my BUY recommendation on ASF.




I certify that the content and conclusions of this report are my personal views and true
opinion.
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