[image: image1.jpg]



MONDAY, AUGUST 3, 2009 

	INVESTORS' SOAPBOX AM  



	

	[image: image2.png]



	
	


For-Profit College Enrollment Surging 
The sector could have a 14% market share in less than a decade.
Top of Form

President Obama has proposed a plan to strengthen the higher education pipeline to ensure that more students succeed and complete their degree. In fact, the President wants the U.S. to have the world's highest % of graduates by 2020. Currently the U.S. ranks seventh.

The U.S. spends approximately $410 billion (3% of GDP) on post-secondary education annually and currently there are about 18 million students enrolled in post-secondary education in the U.S. Enrollment is expected to grow at about 1.2% a year over the foreseeable future. Thirty-nine percent of all post-secondary students enrolled are considered non-traditional (over the age of 24, independent, working full-time) and this part of the market is expected to grow at a faster pace versus the overall market. In fact, the 25- to 34-year-old post-secondary population is expected to grow at a compounded annualized growth rate (CAGR) of 2.7% or twice as fast. For-profit colleges focus on this sector of the market.

As a percentage of the overall market (traditional and non-traditional), the proprietary (for-profit) education space currently has about 9% share (1.5 million students). Enrollment at for-profit colleges is growing at an estimated rate of 5% to 10% a year or five times to 10 times faster than the overall market. As a result, for-profit colleges are expected to reach about 14% market share in less than 10 years at the expense of public and private not-for-profit colleges.

The bulls generally argue that the for-profit education space is attractive as: ongoing secular shifts in the economy (more service based versus manufacturing based) will continue to drive strong future growth (public companies revenue and earnings per share are expected to grow at 18% and 20% CAGRs for the foreseeable future); the industry is countercyclical in nature; belief that regulatory concerns are overdone and; margins are attractive (16% trailing 12 months), valuation is attractive.

The bears essentially argue: the quality of education is somewhat questionable (in some cases); if high unemployment rates continue, concerns on the value proposition of these schools will be heightened; regulatory risks are real and will result in slowdown in enrollment and margin compression and: current valuation does not fully capture these risks.

We believe the bulls and the bears in the education space, particularly those with long-held views, sometimes tend to paint individual companies with a very broad brush when clearly not all companies are created equal. Some companies are more focused on the quality of education and the outcomes and appear ready to forgo short-term margins, if needed. These companies deserve premium valuation, in our opinion. There are other companies that are akin to marketing machines (i.e., too aggressive in enrolling such that product quality can take a back seat). These companies deserve to trade at a discount, in our opinion.

When considering our ratings and target prices on individual companies, we took into account both qualitative (intangible) and quantitative factors. Our net bias towards the group ended up being more positive than we had originally anticipated.

The biggest near-term risk to the group, in one word, is regulatory. Investors are greatly worried big regulatory changes are coming potentially devastating growth and profitability. Other concerns revolve around a deceleration in industry growth as the economy recovers (counter-cyclical argument). In our checks, we did not find evidence that big regulatory changes are likely. Our sense is that some change is coming but is likely to be manageable for most of the companies, especially those that have stayed focused on education quality.

We believe the group is currently trading close to all-time-low valuation primarily due to: regulatory concerns discussed above; worries of decelerating growth and; sector rotation earlier in the year.
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