First Quarter report for  Capella


Date:
4-28-11
Percentage change in Sales from year ago quarter  10.0%
Percentage change in Earnings per Share from year ago quarter  1.1%
Is company meeting our target sales & earnings estimates?  No (15%)
Pre-tax Profit on sales trend?   Up
Return on equity trends?  Up
Debt?  No debt
Capella is in excellent financial health with more than $200 million in cash and marketable securities.
Current PE is   13.5.   (MS gives Capella a forward P/E of 15.3)
 Where does it fall in my estimated High/low range of PE's? lower range (10-20)
Signature PE =  22.4
Club cost basis for this stock is   57.51.                  Current price is   49.29
Current fair value:  Morningstar: $105         S&P:  $59.40
MS just raised fair value estimate to $105 from $95 due to� higher growth profitability expectations. They forecast compound� annual revenue growth of 17% through 2014. This forecast includes� revenue-per-student increases as well as a compound annual student enrollment growth of 16%. We forecast operating margins expanding� from 19% in 2009 to 25% in 2014, as the

company should be able to  leverage its fixed cost structure, given the sizable top-line� growth. 

· Less than 1% of revenue is derived from private student loans,  and less than 1% of students utilize private loans. This limits the� company’s exposure to credit issues pertaining to private student  lending.

· Capella’s student default rates are low. Its 2.5% cohort default rate in 2007 (the most recent available cohort) is well� below even the rates experienced at not-for-profit institutions.

· With its online focus, Capella has significant room for margin expansion.
My SSG Total Return is    24.5%      Projected Average Return is    17.6%.
What will drive future growth?  The key to Capella's growth clearly is tied to what happens with the for-profit education industry. All of the stocks in this category have been affected but the Education Dept. close scrutiny of their default rates and the requirements for students who use federal loans. On the favorable side is the need for those who are unemployed to upgrade and/or change their skills in order to fit the changing job market. MS believes Industry dynamics in the for-profit education sector are very favorable. The demand for education is much higher than that which� traditional not-for-profit schools can supply. For-profit education companies, like Capella, have stepped in to fill this gap. However,� tuition pricing is typically set by traditional schools, which have� higher cost structures, and financial-aid limits are based upon those prices. The intense demand and government-set pricing allow companies like Capella, which have lower cost structures, to provide educational services at prices similar to those of� traditional schools. With the availability of financial-aid and corporate tuition assistance, students tend to be price-inelastic,� as up-front, out-of-pocket costs

are low. This helps Capella, and� others, raise tuition at rates above inflation. Along with good industry dynamics, Capella’s focus on working  adults and advanced-degree, online education has positioned the  company rather nicely. The average age of Capella’s students is  roughly 40 years old, and more than 80% are enrolled in master’s or  doctorate programs. Although this demographic is less� countercyclical than the younger trade school demographic, Capella should do well in both good and bad economic environments. During� good

economic times, there is less demand for education, as more� people are employed. However, with higher

employment, more people have access to corporate tuition assistance, helping to prop up� demand for higher-level online degrees for working adults. Although� Capella does not benefit as much as trade schools from increased demand during weak economic times, Capella’s more financially� mature customers are less likely to drop out, helping to keep demand stable. Additionally, Capella student demographics help it avoid

the recent student lending issues because of concerns in the credit� market. Less than 1% of revenue comes from private student loans.� With a default rate well below industry averages, students should have limited issues securing financing for their education. Also, Capella’s online focus bodes well for increased profitability. Its high-teen operating margins are well below those of some of its competitors, which boast margins above 30%. However, Capella has only been public since 2006 and has yet to perfect its� systems and gain the same scale advantages as others. As long as the company can keep costs contained (especially marketing costs), we expect to see sizable profitability improvements as the company� expands its enrollment numbers.
Additional comments:  Morningstar gives Capella a wide economic moat. With high demand for education,� price-insensitive customers, minimal investment requirements, government-aided pricing, and a

solid industry position, Capella� possesses a wide economic moat, in our opinion. For the second quarter ending June 30, 2011, revenue is expected to be flat to up 2 percent and total enrollment is expected to decline by about 1 to 3 percent compared to second quarter 2010. The operating margin is anticipated to be approximately 20.5 to 21.5 percent of total revenue for the second quarter of 2011. While re-registration of existing learners is expected to remain strong, new enrollment growth is expected to decline in the second quarter of 2011 by about 40 percent from second quarter 2010. New enrollment growth is impacted by continued difficult year-over-year comparisons, challenging market conditions, changes related to program accreditation requirements, and undergraduate assessments required for certain learners since November 2010.

Risk As economic times remain difficult, corporations may be less� willing to provide tuition assistance to employees, and layoffs� could affect current students, lowering demand for Capella’s� services. Also, lower-margin bachelor’s degree programs are growing� faster than more profitable advanced-degree segments, potentially� slowing profitability gains. The education industry is highly regulated, and new rules could adversely affect the company. An� audit of Capella’s practices, pertaining to refunding� government-aided loans for students who have dropped out, could� cause the company to return funds and potentially face fines.

Bears Say As corporate layoffs mount, some students who previously� received corporate tuition assistance may need to find other� financing, or delay their education.  As the economy remains weak, course loads per

student may� decline, which could lead to lower revenue. The Department of Education has proposed new rules that could� limit growth or access to government financial aid for schools that� fall outside of the

proposed compliance standard.
Recommend: Buy More ____, Hold   X   , Challenge with a better investment______, Sell___
