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recommended ten stocks to 
avoid.  It is unclear whether 
investors needed any more 
convincing by Barron’s to 
avoid the for-profit educa-
tion space as evidenced in 
the group’s valuation met-
rics.  As illustrated in the 
graphic below, the for-
profit educators are touch-
ing historical lows in both 
their P/E and price to cash 
flow multiples.  The pessi-
mism is obvious in the num-
bers, which leaves the ques-
tion: why have they been 
sent to detention? 

 

Beginning in the late fall of 
2009 a peculiar thing 
started occurring during the 
evenings at the office park 
where our firm is located. 
Rather than see the parking 
lot empty as usual, it would 
actually become more 
crowded with a steady 
stream of cars snatching up 
the open spots.  Gathering 
their personal items and 
bags, people of all ages and 
attire would rush into the 
building in a hurried fash-
ion.  There is no late night 
call center in our building, 
or a convention center host-
ing nightly speakers. There 

is however, a University of 
Phoenix located on the first 
floor of the building. 

Based on this simple obser-
vation, one might assume 
that the business and other 
for-profit educators like it 
are popular in the stock 
market at the moment.  
Nothing could be further 
from the truth.  In the No-
vember 9 publication of 
Barron’s, the weekly finan-
cial newspaper led with a 
cover entitled “College 
Sinkholes.”  As you might 
have guessed it offered an 
unflattering portrayal of 
for-profit educators and 
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The predominant reasons for 
the discounted valuations 
among this group relate to the 
recent uptick in on-again and 
off-again uncertainty of near-
term regulation.  One par-
ticular overhang on these 
stocks pertains to concern 
over the recruiting process 
for student enrollment.  The 
concern can be summed up 
into one question, is recruit-
ing too aggressive?  Regula-
tors at the Department of 
Education implied this might 
be the case during the re-
cently held round of 
“negotiated rulemaking” or 
“neg reg” as it is also com-
monly known.  Negotiated 
rulemaking is a process used 
by Federal Agencies that takes 
a published rule from the 
Federal Register and negoti-
ates its terms with the af-
fected party (private sector).  
The idea is to settle into a 
reasonable definition of what 
the rules mean as they are 
applied in the real world.  
This entire process is a rou-
tine occurrence in the field of 
higher education.  During this 
year’s round however, the 
Department of Education 
published an agenda that fo-
cused on several items re-
garding for-profit education 
providers including the com-
pensation of recruiters and 
the safe harbor act that pro-
vides for this activity.  As the 
stock market observed the 
agenda’s publication by the 
Department of Education it 

assumed the worst possible 
outcome for the for-profit 
education providers.  The 
outcome feared was a dis-
mantling of the compensa-
tion of recruiters for student 
enrollment.  While the 
process is not completed, 
the market’s concerns on 
this front were likely over-
blown.  While some fine-
tuning resulting in clearer 
and more conservative prac-
tices surrounding recruiter’s 
compensation is probable, 
the potential impact on the 
future sales and earnings due 
to any changes are likely 
exaggerated in observers 
minds.  In fact, clearer 
guidelines surrounding this 
activity among these schools 
will more than likely help 
further legitimize the institu-
tions in the market.  Wor-
ries over compensation for 
recruiters have been a large 
concern hanging over these 
stocks, but the concerns are 
not limited to this one regu-
lation.  Everyone knows the 

old saying , “when it rains, it 
pours” and suffice it to say 
the bad news has been pour-
ing over this space for sev-
eral months.  This string of 
bad news includes an infor-
mal investigation announced 
by the SEC in October of 
2009 into the revenue recog-
nition practices at the largest 
for-profit educator, Apollo.  
This event places a reason-
able amount of uncertainty 
on the near-term price of the 
security, depending on the 
outcome of the query.  It 
appears that the issue at hand 
relates to how revenue rec-
ognition is treated in the 
event that a student drops a 
class and can receive a re-
fund.  Admittedly, the out-
come of this investigation 
may produce some volatility 
in the stock price as it be-
comes known.  From our 
perspective, this volatility 
should present an opportu-
nity for investors fixated on 
the long-term growth and 
earnings power of the firm 
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as well as its peers.  To be 
sure, these stocks trade in 
sympathy with each other as 
investors tend to view one 
firm’s regulatory uncertainty 
as a proxy for the group.  In 
any event, investors have not 
been digesting recent news 
in the space very well as the 
stocks have experienced a 
number of wild swings dur-
ing the fourth quarter of 
2009.  For instance, on Oc-
tober 28, 2009 when trading 
began after the  informal 
SEC investigation into 
Apollo became known, the 
stock fell 21%, and closed 
down 17.7% on the day. 
The only reason to mention 
this is to offer some perspec-
tive on the amount of vola-
tility, or for that matter op-
portunity for bargain hunt-
ers.  Incidentally, these con-
cerns may have near-term 
effects on the stock price, 
and investors should expect 
a pop-quiz from the market.  
The question is how they 
should weigh these near-
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term events against the long-term 
picture of earning power in the 
space.  Based on the long-term per-
spective, the answer to this quiz is to 
buy. 

The long-term perspective is domi-
nated by one basic reality: the mar-
ket has a tremendous demand for the 
services offered by these for-profit 
educators.  Some may be surprised 
to discover that in the United States 
only 34% of adults older than 25 
years have obtained a bachelor’s 
degree.  In the US, decades of con-
sumerism and generally increasing 
prosperity hid the increasing reality 
that  a low percentage of four year 
graduates were in the adult work-
force.  During that same time of 
relative prosperity the opening of 
previously closed global markets 
seeded an eventual necessitation for 
this labor force backdrop in the US 
to change.  As it turns out, the same 
markets that were selling goods to 
relatively prosperous Americans 
have made large strides in their eco-
nomic development and competi-
tiveness.  The simple fact is that 
while the recession hit the developed 
markets the hardest, these markets 
must now re-tool in an economic 
environment that has become far 
more global, and far more competi-
tive.  The days in the US of workers 
assuming a job at the plant where 
there father and grandfather worked 
are primarily over thanks to global-
ization, unless you work at GM, 
where exceptions are possible with 
the right politicians in place.  Barring 
those exceptions however, there are 
no guarantees in this competitive 
market.  Unfortunately, the financial 
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crisis and withdrawal of marginal 
credit that had been extended for 
many years has resulted in capacity 
reductions across the economy. In 
other words, it is now apparent that 
many facets of the economy that had 
expanded during the years leading 
up to the crisis required support 
from a loose credit, low interest rate 
environment.  As this environment 
evaporated, the jobs it supported 
followed in suit. Because of this ef-
fect, some old widget plants may not 
ever come back. This means that the 
workers who only know how to 
make the old widgets must reconfig-
ure their skill set to what is available 
in the market.  The current eco-
nomic environment suggests that a 
significant re-tooling of worker’s 
skills is getting underway.  As dis-
concerting as the 10% unemploy-
ment rate in the United States may 
be, it only paints a partial picture.  
The US economy is also teeming 
with workers who are currently un-
der-employed.  This simply means 
that workers are taking whatever 
they can find in the job market, al-
though it likely spells a reduction in 
their standard of living from pre-
crisis levels.  The stories of workers 
who are underemployed have been 
growing in volume, and a recent 
article published in the Wall Street 
Journal during early December 2009 
entitled, “Working Two Jobs and 
Still Under-employed” brings this 
reality into focus.  The article de-
scribes well the current struggles 
that many workers in the US econ-
omy face through the illustration of a 
recently laid off heavy machine op-
erator from a Delco plant in New 

Jersey.  The worker had been em-
ployed at Delco for 23 years, and 
was earning a salary of $100,000 per 
year prior to being laid off.  Now, 
armed with only a high school di-
ploma, but aided by a good work 
ethic, this man moonlights between 
a sales clerk job at Lowe’s during the 
day and pumping gasoline at night.  
Far from alone though, there are an 
estimated 9.3 million Americans 
involuntarily working part-time jobs 
in a similar fashion.  This phenome-
non has not gone unnoticed, and Fed 
Chair Bernanke has noted in 
speeches that under-employment is 
rising faster than in previous reces-
sions.  As it currently stands, the 
under-employment rate has recently 
been measured at 17.5%.  To bring 
this into perspective, this rate of 
under-employment now surpasses 
the recent high water mark of 17.1% 
during the recession of 1982.  All 
the while these individuals continue 
working in part-time jobs, or in jobs 
that do not match their skill set, but 
continue to desire and seek a return 
to their former standard of living.  
Despite all of the US government’s 
efforts to create or “save” jobs, this 
structural unemployment and coin-
ciding under –employment will be 
resolved over time on a bottoms-up 
basis in the market place.  The way it 
is being resolved is by workers who 
fit into these categories reinvesting 
in their skills to become more com-
petitive in the job market.  The most 
straightforward way that workers 
can accomplish this is to seek addi-
tional training, education, or a 
needed degree.  As evidenced by our 
prior data point that only around  
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and in process have embraced educa-
tional solutions that better address stu-
dent demand in the market place.  For 
the laid-off heavy machine operator 
working two jobs and trying to hang on 
to the family home, there is little chance 
of dropping all responsibilities to attend 
State U for four years to obtain a bache-
lors.  However, squeezing in an hour 
here or there over the course of the week 
to take an online course is possible.  For-
profit education is designed to meet mar-
ket demand, which is why it is succeed-
ing so heavily in attracting new students.  
It should come as little surprise to no one 
that the market based problem of high 
unemployment and even higher under-
employment is being solved through a 
market based solution.  The bottom line 
is that the for-profit educators are fo-
cused solely on what the market genu-
inely demands rather than try to tell the 
market what it will receive.  The market 
demands efficiency, not bureaucracy.  
Adults who want to obtain new skills or a 
degree seek the fastest path from point A 
to point B, not the slowest.  For-profits 
offer this advantage in the market.  Fur-
thermore, the for-profits collaborate and 
scale with businesses that are trying to 
increase the skills of their workers.  In 
this regard, for-profits have a competi-
tive advantage whereas they can tailor 
their offering to the businesses’ needs, 
including multiple vocational skills, and 
then offer these services across the fran-
chise’s organizational structure, as well 
as its geographical locations.  The simple 
fact that for-profits design themselves for 
the market translates into success in the 
market. 

Up to this point we have discussed the 
reasons why the for-profits became dis-
counted.  We have also described why 
they possess such a large market opportu-
nity due to the previous lack of obtained 

higher education in the United States and 
its heightened necessity following the fi-
nancial crisis.  Furthermore,  we have also 
described why the for-profits have been 
in, and will continue to be in, the best 
position to capitalize on this market op-
portunity due to their competitive advan-
tages over the non-profit providers. Fi-
nally, we should touch upon the lingering 
effects of the crisis, and why it appears 
probable that demand in the coming 2-3 
years should remain strong for these ser-
vices.  Based on research conducted by 
two well known economists, Carmen 
Reinhart and Kenneth Rogoff, on eight 
centuries worth of financial crises, recent 
history suggests that the current unem-
ployment malaise may persist for a couple 
of more years. Findings from the research 
show that on average the recent global 
financial crisis has resembled previous 
crises in key data points such as housing 
price declines, equity price declines, un-
employment, and real per capita GDP.  
Applying a basket of similar data for use as 
a proxy we can find similarities between 
the recent crisis and those past. In the US, 
nominal housing prices fell 32.6%, real 
quarterly GDP growth hit a low of –6.4% 
in the first quarter of 2009, nominal eq-
uity prices measured by the S&P 500 fell 
56.8%, and the unemployment rate 
peaked at 10.1% in October of 2009.  
Given the resemblance (to hist. data on 
next pg.), it appears probable that unem-
ployment may not recover for a few more 
years.  Should that be the case, then the 
economic environment could stimulate 
growth in for-profit enrollments during 
the next couple of years, since the crisis 
reached a crescendo in late 2008.  In sum, 
while the long-term secular trend for con-
tinuing demand in education appears fa-
vorable, so does near-to-medium term 
demand driven by cyclical factors such as 
unemployment and under-employment. 

one-third of US adults older than 
25 hold a bachelor’s degree, there 
is a large pool of Americans that 
are seeking a degree in light of 
these economic circumstances.  
Importantly, this is not just con-
jecture, but also has empirical 
backing in the fundamentals of the 
for-profit educators.  Despite all 
of the near-term pessimism sur-
rounding the space, demand has 
accelerated in this environment 
and should remain robust over 
time.  To begin, secular growth in 
this industry has been significant 
during the past 40 years as Depart-
ment of Education enrollment 
data beginning in 1967 displays a 
10.5% annualized growth rate 
over that time horizon.  Con-
versely, if we compare the growth 
rate over the past 40 years be-
tween for-profit and non-profit 
enrollments there is a stark con-
trast.  While for-profit enroll-
ments have increased at a 10.5% 
clip, non-profit enrollments have 
only increased at a 2.3% rate from 
1967-2007.  The growth rate in 
for-profit enrollments is relaying a 
crystal clear message that its 
model has been far more success-
ful in the market.  The difference 
lies in two distinct operational 
philosophies, that of the bureau-
crat versus that of the innovator.  
Within the bureaucracy of public 
institutions, incumbency, power 
and continuity are too often prized 
by the leaders at the expense of 
other stakeholders.  Turning to 
the for-profit space that is taken 
up with innovators, they must 
become profitable or face a swift 
exit from the market.  With that 
said, the for-profit  educators have 
been innovators from the outset 
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Turning to the stocks that populate 
this industry it is easy to see from just 
a cursory view (table below) that the 
group trades at a discount to its five 
year average historical multiple meas-
ured both by EPS and cash flow from 
operations.  Taking a closer look at 
the individual names, another obvious 
trend is revealed in that the stocks 
that have faced greater regulatory 
uncertainty such as Apollo and ITT 
also trade at the widest discounts to 
their historical valuations.  Mean-
while, other securities such as Strayer 
still trade at a reasonably wide dis-
count to historical multiples, albeit a 
rich multiple compared to the group 
and the stock market.  Premium mul-
tiples in this space have been the 
norm over time given the outsized 
levels of profitability and strong cash 
flows generated by these business 
models.  These dynamics are rela-
tively apparent as judged by the me-
dian return on capital of over 30% for 
the group, and median free cash flow 

yield of close to 5%.  Given these 
levels of free cash flow and profitabil-
ity these businesses have required 
little outside capital to grow, as also 
revealed in the group’s negative net 
debt to equity.  In light of the earning 
power and balance sheets found 
across this group it certainly helps 
mitigate the lasting effects of near-
term concerns from possible regula-
tion.  The reason for this is owed to 
the smaller financial leverage and 
operating leverage at the firms, which 
means in general terms that they can 
better absorb the possible effects of 
regulatory risks.  With that said, in-
vestors who are willing to accept 
these risks and possible volatility can 
do so in a number of ways.  An inves-
tor could focus solely on the stocks 
showing the widest discounts, (and 
potential for volatility), or opt for a 
basket approach which would likely 
limit the volatility but also potential 
upside.  No matter the approach, the 
group represents a lingering opportu-

Source: Carmen Reinhart, Kenneth Rogoff 

nity in the market, even after the sub-
stantial run-up from the March 2009 
lows. The bottom line is that this 
group from top to bottom was left 
behind during the rally.  For instance, 
from the March 2009 low the S&P 
rose 64.8% through the end of 2009, 
while a relatively uncontroversial 
member such as Strayer rose 33.3%, 
and a name facing greater regulatory 
uncertainty such as Apollo has actu-
ally fallen 8.7%.  

Despite the market offering these 
stocks a poor report card in 2009, the 
timeless lesson of the market is that 
investors who earn the highest grades 
take advantage of near-term pessi-
mism in stock prices, in favor of long-
term optimism on fundamentals. 
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