Talking points – ITT Educational (ESI) – 2/23/2010 – Let’s Talk Stock

· Discovered during stock screening; favorable for both growth and low valuation.  Value Line ranked highly for next 12 month relative performance in Summer 2009.  There is a select handful of stocks that have grown both profits and revenues over the last decade: ESI, STRA, DV and APOL. 

· Disclosure: ESI is owned in my club and personally.

Attractive Attributes:


Industry is fragmented; companies have low market share.  ITT is a franchise business with scale; the model is based on campuses, not just on-line degrees.  Accredited nationally at ITT Tech and regionally at Daniel Webster College.

College enrollment has grown about 1-2% per annum over the past 20 years, with for-profits growing faster, about 6-8%.  Public schools facing budget pressures, private schools have had their endowments battered by the bear market.


Obama administration increased Title IV funding (Federal funds for college students, consisting of Pell grants and Stafford Loans (FFEL).  Part of the solution to our economic woes.

Increasing demand for professional and skilled workers for national and international competitiveness.

High unemployment currently has boosted enrollment growth above LT trend.


Very profitable model – excess capital going to repurchase stock.


Pricing has been consistently positive, given an “umbrella” by traditional colleges and universities.


Using scholarships as academic incentive – earn yourself a discount with good grades.


Leverage – with a fixed physical campus, more students can be added in negligable costs, so most of the tuition falls to the bottom line.  Also, the industry is moving towards “on-line” degrees and certifications, which lever the pre-existing curriculum and don’t require capital and campus – raising profitability.  Finally, adding Bachelor (4 year degrees) to a base of Associates degrees increases duration of revenues per student.

RISKS:


Legislative – Highly regulated industry by Dept of Education.  “Negotiated rulemaking” process (even without Congress) presents threats to students obtaining Federal (Title IV) financing.  Might it tie Title IV funding to debt servicing limits?  ESI has some exposure.  Mandatory loan forgiveness per Obama’s State of the Union?  Timing:  expect the DOE to file Notice of the Proposed Rulemaking in the Public Register in March or April 2010. After a public comment period of 45-60 days, we would expect final rules to be published in the late summer or early fall, with an effective date of July 1, 2011.

High enrollment growth not sustainable.  Perception that rising employment will hurt growth.  Hasn’t gone negative in prior recessions.

Financial risk – students’ loans (about 10%) started going onto the balance sheet when collateralization of student loans dried up in late 2008. Just now starting to get bank-consortiums back in the game, but bad debts have risen to about 5-7% for the industry, and appear to be topping out there (unless guidance is wrong).  Looking to 2010, a new program “PEAKS” will provide third-party loans to second year students (who represent better credit quality) for their gap funding and, importantly, to refinance their outstanding first-year loans. Thus, the program will begin removing loans from the company balance sheet. Management stated that all of the expected 2010 improvement in bad debt expense (approximately 1% of revenue) will be attributable to the new program.

Short sellers – people love to hate the industry – feel it should be government-run?  Are the resulting salaries worth the price of education?  Do students need protection?  Admittedly, the industry has a history of dubious origination (talent agencies/ bartending schools) back in the 70s.


Recent IPOs – some newer (mostly “on-line only” competitors - Capella, Grand Canyon) have come to market, competing for capital with the allure of much faster growth rates.  

Although grouped as “Consumer Discretionary” stocks, the education stocks act as counter-cyclicals.  On days and weeks when consumer-stocks like autos and retailers rally, these often drop.

Selected verbal comments/notes: Kevin Modany, ITT Educational Services, Inc. - Chairman, CEO @ Credit Suisse Global Services Conference, 2-22-10.

Used the current strategy for over 40 years. ITT Educational Services was formed in 1969. We had our IPO back in 1994, one of the first companies to come out as a publicly traded company in the sector.

We've grown a pretty rapidly over the last couple of years. We are now at 125 locations; we have 121 main campuses and four learning sites. That also includes our recently acquired Daniel Webster College location, which is in Nashua. We're currently at 80,000 students and we are degree granting only, associate and Bachelor's and also some graduate programs. We have MBA on line at ITT Technical Institute as well as at Daniel Webster College.

We are about 85% associate degrees, 15% bachelors. So we've seen an increase over the last couple of years in the associate degree granting students. And that's just mainly been on demand, it's not been anything by design, it's just that the demand has been stronger on the associate side. So we've seen some movement there.
Daniel Webster – focus on somebody who's pretty much independent and supporting the financing of their education on their own.  Within Daniel Webster we expect to actually offer more theoretical programs, if you will, the business, the accounting, potentially education, and we'll get into that in a little bit.

We've got differences in program concentration or focus amongst the brands. Where ITT Technical Institute has traditionally been focused on technology programs and non-technology programs with a technology focus.  ITT Technical Institute has been primarily focused on resident delivery, but we do have online, although it's less than 10% of our population right now.

Upper low to lower mid-income is our demographic for ITT Technical Institute, the demographic we've been serving again for 40 years. We know it very well, we know how to address that market, we do an outstanding job in terms of our outcomes. Whereas we might be a little on the higher end in terms of lower mid- to upper mid-income with Daniel Webster College. Again somebody who is a career advancer (DW)as opposed to that career changer (ITT).

We're nationally accredited with IT Technical Institute and regional accreditation through NEASC with Daniel Webster College.

Every single one of our schools within the ITT Technical Institute network have an advisory committee -- program advisory committee for each of the schools of study that are offered at that particular location. It's typically made up of anywhere from five to 10 employers and they provide us input and feedback with regard to the demands that they have with regard to employees. Those requirements, those needs are then built into the curriculum so we have very specific career-based curriculum geared towards learning outcomes and learning objectives that meet employer demands.

I think a very unique aspect of what we do, probably not emphasized enough, quite frankly, when we talk about the high quality of our programs, but it's an important differentiating factor for our organization and our institution. This same type of philosophy, career-based education focused on employer demands, learning outcomes at the program level that link to those employer requests in terms of skill sets. We expect to bring that over and port that over to Daniel Webster College as well as we develop additional programs.

Six schools of study. These are the associate degree programs that we're currently offering. Again mentioning 85% of our students currently are pursuing an associate degree. The largest schools are the School the Information Technology, the School of Electronics Technology, and the School of Drafting and Design. Those are our bigger programs. Those are the core technology programs that we've referred to over the years.

We've added recently in the past three to five years School of Business, School of Criminal Justice, and then most recently the School of Health Sciences. The predominant program in the School of Health Sciences is nursing, an associate degree in nursing, registered nursing. We have that in about 15 schools right now and we continue to expand that across the country. It's a little bit of a slower process to get approvals at the state level, but we're excited about that program. Again, very good outcomes and very good return on investment for our students. So we expect to continue to make some investments there.

An associate degree grad has many options to transfer those credits into a bachelor degree program and continue their studies with us.  Again, Bachelor’s representing about 15% of our enrollments right now down from 20%. Again, not seeing any decline here per se, just more so higher demand on the associate side.

We anticipate adding anywhere between eight and 10 locations this year and likely for the next couple years. We see ample opportunity for markets that make sense for us where there is demand, where we can continue to expand the footprint.
We also have online degree programs that we're offering at ITT Technical Institute through our college in Indianapolis. Here are the programs that we're offering right now. Again, because the ITT Technical Institute programs are mainly technology focused, there's a lot of hands-on delivery that goes on there, not always completely applicable for an online learning environment. And we've been very cautious in terms of our growth here. Wanting to ensure that the outcomes were where we wanted them to be.   We're starting to verify that with placement rates and salaries and employer feedback and starting to make some additional investment here. But again, it's less than 10% of our total enrollments at this particular point. And we don't see that changing materially over the next couple of years, although again, it will be a contributor to the growth for the organization.

Current programs today at Daniel Webster College: These programs were in place at the time we made the acquisition last summer. We'll be doing program evaluation going forward, thinking about some different opportunities that may make sense. Market research is underway in terms of thinking about what programs make sense, where the return on investment is appropriate, where the jobs are and where we what we think we can do effectively to get appropriate outcomes. You see here from an associate degree perspective there are some programs being offered in three schools of study. In total there are full schools but you'll see here Engineering and Computer Sciences, School of Business Management and the School of Aviation Sciences as well.

And then bachelor degree programs in four schools of study, the addition being the School of Arts and Sciences. Again these are the programs that are currently in place and being offered by the College. And then also an MBA program is being offered as well. Those are all the resident program offerings.

Currently online program offerings right now -- there's an MBA, business administration and applied management for aviation professionals. We're in the process of attempting to obtain all of the requisite regulatory authorizations to offer business administration and accounting at the associate and bachelor level. We do not have those approvals as of yet, but all of that work is under way. That's the beginnings of the programmatic expansion part of the strategy that we're executing on at this point.

And so we have a pretty significant opportunity going forward and I think the contrast is pretty stark here and intended. Clearly again, a lot of runway in terms of us adding additional resident locations. We've begun those efforts right now hoping to begin to seek the requisite regulatory authorizations to begin opening new locations. And I'll admit likely will be a little bit slower as we build up the opportunity to expand the network here through the right regulatory process. But again, we see it as a pretty significant opportunity to grow the organization.

Growth rates:

You can see that the compound annual growth rate since 1994 in terms of what we see as a very key metric, total enrollment has grown at about 10%, 9.5% compound annual growth rate. We think about the execution of our strategy and the opportunity that is in front of us, the need for skilled workers, the jobs that are being created in this market for people with postsecondary credentials, we're not creating jobs in this country for people who are unskilled. We feel fairly confident looking forward that we can perform at these historical levels longer term.

If you're trying to look out three to five years total enrollment in this range is something that at this particular point we feel somewhat comfortable with.

Looking at net income, what have we done with a 9.5% compound annual growth rate on total enrollment? Well, we've driven a compound annual growth rate of about 28% in net income. So clearly we've been efficient, clearly we've driven strong margin expansion within the model. Again, we like to fashion ourselves as very efficient executors of our model, very efficient operators. And again, I think the data proves that out.

Our historical model has traditionally been with that 8% or 9% or 10% enrollment growth that there is opportunity for us to drive 100 to 150 basis point margin expansion.

We still feel as if that's the case right now with our strategy that we have in place, leveraging our fixed overhead and, again, getting the leverage of increasing enrollment. So, we think it's possible for us to have again, 9% to 10% enrollment growth, somewhere in the 20% income growth. And again, that's looking term based upon what we see with our model and our opportunity.

Obviously there's been some disruption in the financing markets. We serve a student of modest means that requires third-party financing and there was a little bit of a disconnect there during the financial crisis where there was some self funding and amounts building on our balance sheet.

G.I. Bill was another thing that I think is at least worth mentioning in terms of scholarships and grants. It's very early on in the implementation of that program right now. And so we're not in a position where we can give you any sense as to percentage of revenue that we would anticipate for a full year 2010.  That being said, I will say that the early results are very favorable; we've talked before about roughly 10% of our student population appears to be eligible for the G.I. Bill

Increasing scholarships:  actually this was something we had planned for quite sometime. And while many may think it has some correlation to ongoing regulatory discussions, it really doesn't.  It's a program we put in place and piloted relative to some students of need where we gave some scholarship opportunities based on academic performance, almost incentivizing them and had very good results with it. And so our expectation is to expand that program throughout 2010. So we like it from the perspective of outcomes, although it would have an impact certainly on borrowing levels of students. So there's an ancillary benefit there. But again, the intent there is relative to the academic outcome that we've seen in terms of incentivizing some of these students.

I mentioned in our January call we had a 5% -- we will have a 5% price increase in March, although when you think about the really effective tuition increase, when you look at revenue per student per year you'll likely see that being pretty close to being flat and that's as a result of the increased utilization of institutional scholarships. There will be a tuition increase -- pretty much give that back in terms of the increased utilization of the scholarships.
We're continuing to use the FFEL program without disruption, so no issues there. Although we are fully prepared at this point to participate in the FDL program, the Federal Direct Loan program, there's some legislation pending that could eliminate the FFEL program, we don't know where that stands and what will ultimately happen there. But we can report today that we are prepared to make that change, we've integrated our systems and are running at a [posit] mode today. So we're comfortable with that.

I mentioned that, $450 million is our internal goal for 2010 with EPS internal goal between $10 and $10.50.
