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LRN: What The Short Case Gets Wrong 
K12 Take-Down Offers Little New Information 
 
• We believe the short case, following a 47.4% decline since 9/17 (versus a 

comparable 0.7% decline in the S&P), is overextended. Given reduced 
expectations and what we believe to be a severely discounted valuation against a 
very conservative outlook (the stock currently trades at 4.2x our CY2014 Adjusted 
EBITDA estimate) remaining short suggests an expectation that enrollment is 
likely to contract. Even in this scenario, which we view as highly unlikely, shorts 
would have to wait a full calendar year for data that supports their thesis.  

• In the meantime, we think the catalysts are more likely to be positive. The board 
is considering a stock buyback program, Q2 and Q3 could show margin gains, and 
the company could win additional contracts. There could always be incremental 
negative headlines related to state regulatory skirmishes, but history suggests that 
LRN investors are rarely moved by these. 

• A high profile critique delivered at this year’s Value Investing Congress (VIC) 
alleges issues with aggressive recruiting practices, mismanagement of public 
funds, violations of school staffing requirements, and poor academic results, all 
girded by a culture that the critique asserts rewards growth at the expense of 
academic outcomes. Finally, the case asserts that state and local politics are 
shifting against K12 and that expansion into new areas will be increasingly 
difficult, further depressing growth.   

• But while some of these assertions contain some merit, we believe the argument 
is overstated. The criticisms are all long-standing and have either been debunked 
by the company or acknowledged--in the case of poor test results--and addressed, 
if not resolved. In any case, we believe they are well understood by current 
investors and are attached to no obvious near-term negative catalyst.  

• The short position, prior to the VIC presentation, was already quite large (26% of 
the float at 9/13.) For this crowded trade to realize an incremental return, we 
believe enrollment has to actually turn negative. But unlikely as we believe this 
prospect to be, the earliest data to prove this thesis will not be available until 
October 2014.  

 

Valuation Range: $21.00 to $25.00  
Our $21-$25 valuation range applies an 8x multiple at the low end and a 10x 
multiple at the high end (Pearson, K12's closest comparable currently trades at 12x 
forward EBITDA) to our FY2015 Adjusted EBITDA estimate, which adds back 
capitalized curriculum, software development and computer leasing expense to 
derive what we believe is a more accurate EBITDA. We believe this multiple range 
reflects a reasonable one for a publishing and services business that has begun to 
slow. Risks include slower-than-expected state expansion, weak government tax 
receipts, political opposition, legislative and regulatory changes, negative press, 
customer concentration, and acquisition risk. 
 
Investment Thesis: 
K12 Inc. is a leader in the digital transformation of America's elementary and 
secondary educational system and benefits from strong consumer and institutional 
demand for its products and services. Growth has begun to slow and we encourage 
investors to maintain a disciplined approach to valuation. 
 

Outperform / V 
 
 

Sector: K-12 

Market Weight 
 
 

Company Note 
 

 2013A 2014E 2015E 
EPS  Curr.  Prior Curr. Prior
Q1 (Sep.) $0.11 ($0.14)   NC ($0.11) NC
Q2 (Dec.) 0.24 0.32   NC 0.35 NC
Q3 (Mar.) 0.31 0.38   NC 0.40 NC
Q4 (June) 0.06 0.24   NC 0.24 NC
FY $0.72 $0.80   NC $0.89 NC
CY $0.53 $0.85  $0.95
FY P/E 26.4x 23.8x  21.4x
Rev.(MM) $848 $909  $970
Source: Company Data, Wells Fargo Securities, LLC estimates, and Reuters 
NA = Not Available, NC = No Change, NE = No Estimate, NM = Not Meaningful 
V = Volatile,  = Company is on the Priority Stock List 

        
 

 

Ticker LRN  

Price (10/11/2013) $19.02  

52-Week Range:  $15-39  

Shares Outstanding: (MM) 35.9  

Market Cap.: (MM) $682.8  

S&P 500: 1,703.19   

Avg. Daily Vol.: 640,822   

Dividend/Yield: $0.00/0.0%   

LT Debt: (MM) $5.5  

LT Debt/Total Cap.: 0.8%  

ROE: 3.0%  

3-5 Yr. Est. Growth Rate: 20.0%  

CY 2013 Est. P/E-to-Growth: 1.8x  

Last Reporting Date: 08/29/2013  
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Source: Company Data, Wells Fargo Securities, LLC estimates, and Reuters  
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Company Description: 

K12 Inc. provides proprietary curriculum and educational services for online delivery to more than 105,000 
public school students in kindergarten through grade 12. Based on enrollment and revenue it is the dominant 
player in the virtual school market. The company serves an additional 30,000 students through the sales of 
curriculum directly to schools and home-school families, and serves 10,000 more through online private 
schools both in the U.S. and internationally. 
 
Situation Analysis 

Elementary and high school education is funded primarily on a per pupil basis. This means that when K12’s 
virtual schools are successful in a given geography, they rob traditional schools of pupils and funding for fixed 
costs. And while public virtual schools can be said to save the funding authority money because the per-pupil 
reimbursement for these schools is generally lower than the per-pupil amount for traditional schools, they 
inspire animosity among those rivals who lose funding as a consequence. This does not excuse shortcomings, 
or failings in the model, but it does mean that every criticism needs to be evaluated by the motives of the 
accuser. And just as short-sellers stand to benefit financially from asserting that K12’s product is failing and its 
model corrupt, so do many academic sources, largely funded by teachers’ unions, have an interest in 
overstating the case for K12’s academic failings and ignoring contradictory data. 

The truth as we see it is this: K12 has developed a genuinely new and disruptive model which utilizes 
technology to bring a viable alternative to tens of thousands of students and their parents that are otherwise 
dissatisfied with the status quo in public education. The product, after many years in the marketplace, is 
legitimately popular, with waiting lists in many locations and fierce grassroots support. The product is not 
perfect and is still evolving to new conditions and new audiences, but can be effective for a wide variety of 
students. The temptation to grow at the margin by encouraging students to enroll that are not equipped to 
succeed is formidable and to be avoided, but the notion that marginal students being truant, dropping out, or 
benefiting from some amount of social promotion is the exclusive provenance of virtual schools would be 
comical if it were not so tragically false.  

In contrast to state tests that were never designed to accommodate the kind of dynamic growth that K12 is 
exhibiting at this stage of its development, the company’s own Scantron tests actually show some accelerated 
linear progress for cohorts of students that remain with K12 for a moderate period of time. That the tests may 
be imperfect, or incompletely applied, should not nullify their finding that significant numbers of students, 
having fallen behind in traditional public schools, make several grades worth of academic progress utilizing the 
K12 system. Is the system universally effective? No. Are there students that, having failed in their prior school, 
also fail in a K12 school? Yes. But neither of these facts delegitimize K12’s model in the eyes of politicians and 
administrators who are too familiar with the track record of traditional schools.  

The final point, and the one that might be most significant in undoing the short thesis is this: to the extent that 
K12 is willing to take on the hardest cases and accept student transfers that have fallen woefully behind in their 
traditional school system, they are doing their former schools and former school systems a favor. For even as 
accepting these kids hurts K12’s test scores in the short term, it helps the scores of the schools they are leaving 
behind. And while the proper goal and the ultimate desire of everyone involved in public education is to help 
struggling kids succeed, the bitter reality is that everyone involved understands how challenging this task truly 
is. If K12’s approach can help at the margin, if it can make a difference for some kids that were not being 
helped in their previous school, and if their parents are pleased as a result – and we believe all these things are 
true – then K12 is offering a viable product to a legitimate market.   

Our praise for K12 has its limits and the skeptics are not universally wrong, in our opinion.  Many of the issues 
raised at the VIC were evident in the company’s loss of the Colorado Virtual Academy (COVA) management 
contract. Execution was poor, the rapid influx of behind-grade students created issues for teachers and for the 
culture of the school, test results made the school unwelcome within its charter-granting district,  and the 
company’s relationship with a dissatisfied board deteriorated to the point of the company being fired from its 
management contract. But it is meaningful to note that even in the COVA situation, where outspoken critics of 
K12 have come to control the board, the school continues to utilize the company’s curriculum and technology. 

But the most vocal critics of K12, in our opinion, make the mistake of thinking of K12 as a private school or 
comparing it to an ideal school rather than the crowded, chaotic, often undisciplined reality of most failing 
schools. While critics imagine disengaged parents and teenagers playing video games all day, we see parents 
caring enough to make a different choice for their children as well as a calmer learning environment and one-
on-one teacher attention that at least gives them a fighting chance. This market of behind-grade students may 
not be as attractive as the market of students at the early-adopting core of K12, but it is sadly large and ripe for 
innovation, in our view.  

Below we address the specific short case made at the Value Investing Congress in widely-distributed slides. 
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Argument 1: Margins/Cash Flow  

Summary: K12’s revenue growth has begun to slow. Profits have lagged revenue growth, and are low and 
erratic. FY:13 profit improvement resulting from a jump in revenue per student will not be repeated. Days 
sales outstanding has risen steadily over the past five years, pressuring cash flow. Cash flow is weaker than 
operating profit because the company aggressively capitalizes software and curriculum development 
expenses. 

As the business matures, growth has begun to slow, but at the same time profitability has improved. Poor 
historical profitability is a criticism shared by longs, but has been, we think, studiously and effectively 
addressed. The primary reason for the low margins and weak cash flow has been entry and growth into low 
margin states, exacerbated by investments in curriculum and technology and new start-up revenue streams.  

Under pressure from investors and the board, management has curtailed pet projects and focused instead on 
driving profit improvement over the past fiscal year. While much of the FY:13 improvement resulted from a 
one-time reduction in unfunded students, this improvement is real. Furthermore, cyclical weakness that has 
plagued the school funding environment since 2008, and pressured revenue per student, is poised to turn as 
state tax receipts strengthen and gains for school spending are anticipated over the next several years. (Our 
own forecast calls for a 1.5% improvement in revenue per student vs. the 8.7% improvement experienced in 
FY:13.) Finally, growth at the margin from supplemental businesses was slowed by a movement from licensed 
sales to subscription sales, but should represent a steady and reliable margin driver moving forward. 

We also believe recent strength in cash flow is likely to continue. K12’s payers are government entities and as 
such they are extremely reliable. However, since 2008, fiscal pressures on states and municipalities have 
caused them to lean on K12 for working capital. To the extent this has pressured K12’s cash flows over the past 
five years, we expect it to be either neutral or a source of improved cash flows over the next five years as the 
school spending outlook improves.  

We disagree with the characterization of K12’s capitalization of software and curriculum development costs as 
aggressive. This is standard practice across the curriculum content industry. Furthermore, having expanded to 
12 grades, K12’s level of investment has leveled off such that annual cash flows are more or less equivalent to 
annual D&A related to these subjects. We cannot vouch for the quality of K12’s auditor, but it is incorrect that 
this practice is out of line with the company’s proper peer group, which does not, as the case asserts, include 
Learning Tree, a company that offers technology certification classes in hotel function rooms.  

 

Argument 2: Valuation/Inside Selling  

Summary: There has been steady insider selling and little buying apart from issued options. The recent 
distribution of shares by incubator Knowledge Universe and the recent decline in shares short indicate the 
share price is poised to contract. In any case it is overvalued on a P/E and EV/EBITDA basis. 

We have been more price sensitive than most but, particularly given its recent slide note that on an historic 
P/E basis, the stock is not richly valued, in our opinion. It is rather trading at a discount to its historic all-time 
mean, as well as its recent mean. It also trades at a discount to its historic premium to the S&P500. With 
respect to EV/EBITDA, it trades at 4.2x CY:14E, which is well below historic multiples for curriculum content 
providers. 

The argument is correct about the KU distribution and that may have helped dictate the timing of the VIC 
campaign. However, it is important to note the caveat that the Milken brothers remain the largest shareholders 
of Knowledge Universe and having received their personal distribution, we understand are disinclined to sell.  

 

Argument 3: Marketing/Operations  

Summary: K12 might have an effective product for a small number of highly-motivated, highly supported 
students, but in its current incarnation, it is a growth-oriented vehicle that aggressively promotes itself and 
convinces any and all comers that it is the right school for them. Meanwhile, its systems and processes are a 
mess and not constructed to support the growth it is driving. It is a house of cards, facing imminent collapse. 

This section of the presentation is based primarily on interviews with former employees, some of which are 
suing the company. Much of the criticism mixes political antipathy toward for-profit businesses in education 
(“they use taxpayer money to advertise!”) with assertions of negative motive. Parsing these diatribes is 
therefore difficult but we address them in turn below. 

The presentation contains an assertion by a non-profit board member that the company is operationally inept. 
We don’t doubt that as a function of its rapid growth the company may have inconsistencies in its approach 
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across its schools that can lead to this impression. And the deterioration in parent/teacher satisfaction at 
Colorado Virtual Academy suggests that this was certainly true in this instance. But there are very positive 
reports from other schools enough to suggest that whatever the process shortcomings, the system is not facing 
imminent collapse. We also note that the management changes instituted in the past nine months seem 
designed to gradually address these issues and help the company’s processes to mature. Finally, we suspect 
that with many of the company’s non-profit boards, we will see a natural migration toward greater 
independence, with more instances of the company being contracted for technology and curriculum only. This 
relates less to K12’s competence, in our opinion, and more to the maturation of the market. The consequence of 
this change, should it occur, would be slower revenue growth, but higher margins. 

The presentation goes on to assert that online schools are only appropriate for a small minority of students and 
remarks that leaving children alone in front of a computer is patently absurd. We view the virtual school 
consumers as falling into roughly three concentric circles. At the inner core are those families that would 
homeschool their children regardless of the support provided from the public school system, and for these 
highly engaged and highly motivated parents, K12 is a dream come true. This group more or less corresponds, 
we believe, to the group that critics believe is legitimately benefited by K12. In the next circle are parents that 
are unhappy with their child’s school experience for reasons of safety and/or quality, but cannot afford to send 
their children to a private school. These are families that have contemplated homeschooling and the 
availability of K12 makes homeschooling feasible. This is a far broader and larger group, we believe, than 
critics typically credit. Finally there are the at-risk youth that have fallen behind in school that these critics 
assert are ill-used by the K12 platform.  

The critique correctly asserts, we believe, that this latter group of students is in need of personal attention, 
however we disagree that this type of attention is more readily available in a typical public school classroom. 
The poorest performing schools are commonly chaotic, with 40+ students in a classroom receiving little or no 
personal attention. The parent that removes his/her student from this environment and opts for K12 is 
engaged enough to want a better situation/outcome for her child. While these parents may or may not make 
the ideal parent-coaches, they care enough to monitor the students’ progress and lack thereof in school. 
Removing peer pressure, noise and distractions can actually enhance the learning environment for these 
children. And while, as we mentioned above, some of these students are bound to fail in this environment as 
well, we disagree that this is a more likely outcome as a result of their parents’ decision to have them learn at 
home. 

Critics often want to compare K12’s outcomes with at risk students to a perfect alternative. But the real test 
employed by state decision makers is not whether K12 is having success with all of these students but whether 
they are having success with some greater measure of these students than were helped before. The fact that the 
company can point to multiple grade level progress with some number of these students suggests the approach 
has merit. 

The presentation then recounts statements by a former head of school at Ohio Virtual Academy which relate to 
the movement of the school’s marketing to attract a broader range of students. This former employee’s attitude 
reflects that of others with whom we have spoken, that lament the migration of K12’s schools from the core 
group described above, to a wider audience. Culturally, this change can be jarring for schools and for teachers 
and this describes very well the situation that developed at COVA as well. But in this case the standard seems 
to be that of a private school dean as the former OHVA head discusses students that “would do well 
academically,” rather than that of a public school administrator concerned with students that must be served. 
That OHVA’s performance declined as its population expanded is indisputable, but to suggest that this is 
evidence of its model failing is misguided in our view. K12’s public schools are just that and are judged by 
decision makers on their ability to perform as well or better than their on-ground peers.  

The argument reiterates the claims that K12 intentionally targets students that it knows have dropped out, or 
are unlikely to succeed because these are low-maintenance consumers and thus more profitable. We have 
addressed above the concept that any parent that cares enough to change their child’s school, cares more than 
critics suggest. We have also raised the point that for K12 to be a last line of defense for students close to 
dropping out is not a negative. The critical analysis seems to suggest that these students would be better off if 
they were encouraged to drop out because that would save the taxpayers’ money.   

The section concludes with the assertion that teachers are underpaid, made to perform excessive 
administrative tasks and are generally unhappy. The per-pupil chart included in the presentation is sourced 
from the union-funded NEPC which indicates a lower level of dollars spent on salaries per pupil than at 
traditional schools is misleading in that it fails to acknowledge the different methods of teaching that allow 
online interaction to be both more personal and more efficient. It also reveals, contrary to a later assertion, 
that K12 teachers generally enjoy fewer administrative burdens not more. (This latter point is one we hear 
consistently from K12 teachers we meet.)  As for student satisfaction, national surveys suggest it remains very 
high. One of the more damning data points in the COVA situation was how dramatically the COVA teachers’ 
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satisfaction differed from the norm. Rather than being representative, the COVA teachers’ lack of satisfaction, 
seemingly driven by the change in student population at that school over time, was atypical. 

 

Argument 4: Regulatory Compliance  

Summary: Former employees suggest that K12 is deliberately keeping students on the rolls that fail to 
attend class. The sources cited alternatively suggest that the company doesn’t care and that teachers have to 
spend too much of their time trying to contact or otherwise track down students that are truant. The 
presentation cites examples of audits in Michigan and Nevada that revealed inconsistencies in record-
keeping with regard to student attendance.  

In each instance where an impropriety has been alleged by K12’s critics relative to reporting and compliance 
around attendance, there has been no finding of fault and in worst case scenarios, like the audits described 
above, only clerical error. Investors should know that in every state in which the company operates, critics are 
vigilantly pursuing every possible angle to find evidence of corruption or wrong-doing. The notion that there 
could be a widespread culture of cheating allowed to prevail in this environment over a period of years is 
simply not credible, in our opinion. The reality of K12’s record keeping is that, like every public school, it could 
be improved upon. But this is far from the internal Achilles heel that is likely to provide the big payoff that this 
crowded short position demands. In Michigan in fact, where the presentation suggests the audit found the 
company’s practices wanting, the state actually raised the cap on K12 quite substantially this year, suggesting 
that those responsible for oversight are at some level satisfied, if not pleased with the company’s performance. 
A constant theme of the presentation seems to be to hold K12 to a standard of student achievement and clerical 
record-keeping above that of typical public schools. And while that may be a noble public policy aim, it does 
not describe the reality of K12’s interactions with its governing authorities. 

 

Argument 5: Academic Performance  

Summary: K12 schools’ performance on standardized state tests is generally poor and deteriorating. A 
large number of its schools are failing federal AYP standards and its claims to be serving a disproportionate 
number of at risk students is not verifiable and may even be incorrect. Its own tests, on which it claims to 
demonstrate student progress, cannot be relied upon because they are optional and administered without 
supervision. They also fail to acknowledge the performance of students that have dropped out mid-year. The 
only examples of even modest success lie with small schools consisting of screened students. 

The company’s claim is not that it serves a disproportionate number of at-risk youth, but that a large 
proportion of the students entering the school each year in its current growth mode are one or more years 
behind grade level. So it is not the absolute number of kids on free and reduced lunch that attend the school, 
but the number of students in need of remediation that are being added to the mix each year.  

This growing proportion of remedial students impacts school performance on state tests in two ways. First, it 
means that each snapshot of the fourth grade (for example) will have a large percentage of students behind 
grade level, placing pressure on state test performance. Secondly, it means that a student entering fourth grade 
at a second grade level that spends a year catching up, will still not be caught up enough to perform well on a 
fifth grade level test. So in that particular instance, the progress that student has made – even if it is two grades 
worth – will not be reflected in school performance. If a school’s population is static, this method of testing is 
adequate, if not perfect, but for a school growing rapidly, it misrepresents what is actually happening.  

The company employs a Scantron test because it measures the progress of a particular cohort of students over 
time and is able to demonstrate progress. As we mentioned earlier, that this test is imperfect should not be 
used to dismiss the evidence that some number of the students that enter K12 well behind grade level make 
significant forward progress in its system.  

Without doubt, the testing needs to be improved upon, and as the growth settles, standardized tests should be 
relied upon more fully as a measure of the company’s success. But in our opinion, the jury is still out on where 
and how the company succeeds or fails academically. The groups sponsoring the studies that indict K12 also 
have nothing positive to say about the other types of charter schools, or any other school reform-oriented 
initiatives, nor do they adequately address the issues raised by K12 about the tests’ usefulness.  

The presentation cites a recent Tennessee test of the Tennessee Virtual Academy (TNVA) that it asserts 
demonstrates little academic growth. In truth what it shows is that the school at an absolute level is behind 
other schools in the state and that its amount of progress lagged that of other schools. But the results do not 
indicate that the school made no progress.  

In fact, there were several findings that seem to contradict critics contentions regarding the effectiveness of 
virtual schools for remedial students. TNVA students in the lowest three quintiles showed the most significant 
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growth across all tested areas. TNVA students in grades 4-8 demonstrated growth improvements in 18 of 20 
categories that included math, reading, language arts, and social studies. TNVA students in grades 3-8 
demonstrated improvements in achievement in 9 of 24 categories that included math, reading, language arts, 
and social studies.  TNVA made Annual Measurable Objectives in 3rd and 7th grade Math and in gap closures 
for students with disabilities.  

TNVA has the continued support of the district superintendent and the parents of the enrolled students. TNVA 
is far from perfect, in our view, and in many ways typifies the academic and operational challenges facing (and 
acknowledged by) the company. However, neither is it a persuasive example of academic failure or imminent 
institutional collapse. 

 

Argument 6: Persistence  

Summary: The churn rates at K12 schools are extremely high. This is obviously bad. 

The churn rates at K12 schools are high. While the individual disruption for the student is obviously not 
desirable and one might wish for a more effective screening process, it is to some extent inevitable. As the 
presentation asserts repeatedly, virtual schooling is not for everyone and the company is powerless to prevent 
students from enrolling and departing the school. In this early stage of the process it is likely that many 
students and their parents will try and reject a virtual education. Those that remain in the schools tend to be 
fiercely loyal. K12’s family survey data suggests that a large percentage of families enter the virtual school 
during a period of transition with the intention of staying only temporarily.  

Churn among traditional public schools in a Massachusetts study averages 10%. Among at risk populations it 
averages about 25%. In this context, given the unusual nature of the style of education, churn in the 30% range 
might even be considered low. While student churn is not a commendable feature of K12, neither do we view it 
as evidence of any definitive shortcoming in the product of the model. 

 

Argument 7: Charter Boards  

Summary: K12’s relationship with nonprofit charter holders is rife with conflicts and self-dealing which 
may violate IRS and state regulations. The IRS is subjecting charter schools employing private management 
companies to new and higher levels of scrutiny. 

In the pioneering days of the virtual charter market, K12 employed a great deal of influence in the creation and 
application of non-profit charter school boards. Indeed, as many companies (including Apollo Group) have 
discovered the hard way, navigating state regulations in creating a virtual school can require highly specialized 
and professional expertise. That said, we believe the nature of the K12 relationship with its boards is likely to 
evolve over time. The recent example of the COVA board is a case in point. Now ten-years old, the original 
COVA board has been replaced by parents and others concerned with the school that are inclined to take a 
more arm’s-length view of K12 as a service provider. Over time, as the virtual school market evolves, we 
suspect more boards will develop similar independent streaks and will choose to either continue to employ K12 
to manage their school, or make alternative arrangements. Ironically, the management of the school is the least 
sticky aspect from the perspective of the parents and the students. The curriculum and the technology are a far 
more meaningful expression of the school’s essence. And as is the case (for now) in Colorado, we expect that 
even those boards that assert their independence and fire K12 as a school manager, will retain the company’s 
platform, curriculum and many ancillary services. The result of this will be, we think, to pressure revenue, but 
at the same time enhance profitability.  

Whether the IRS is re-evaluating the tax status of non-profit charters or not is unclear, but the example of 
COVA asserting itself and firing K12 certainly reinforced the independent nature of these organizations, 
mitigating the risk of any duplicate taxation. 

 

Argument 8: Funding Formulae  

Summary: K12 does not actually save states money because although it charges less on a per pupil basis, it 
attracts previously unfunded home school students. It also attracts larger subsidies by locating in poor 
counties where all of its enrolled students receive extra subsidies, whether they are residing in that county or 
not. 

On average across its state operations, K12 collects lower levels of revenue per student and in aggregate is 
undoubtedly a less expensive solution for states (previously unfunded students notwithstanding). In the 
Virginia example that the presentation cites, 49% of the funding for students comes from local tax receipts 
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rather than the state. So the would-be Fairfax County student is receiving fewer dollars from the state by 
enrolling in a virtual school, but moving to a district in which the overall funding levels for him are lower. So if 
the state is paying more, then the Fairfax district is paying less. Taxpayers as a category are still benefited, but 
the state may end up paying more for that student. Yet the larger point in this example would be that K12 
contracts to provide a certain level of service to students at a certain price. Differential funding within a state 
would drive differential service by student and that situation would clearly be untenable. So while the 
presentation identifies an anomaly in the case of Virginia, it fails, in our opinion, to uncover a fatal flaw.  

In the case of Pennsylvania cited later in the presentation, while it is true that K12 receives a higher level of 
funding per pupil, it is commensurate with a higher level of service. Teacher staffing levels and other areas 
would be affected were Pennsylvania elect to cut its funding to K12. And in that circumstance, the voters 
sending their children to the company’s school (Agora) would likely object to the dramatically funding (and 
service) differential being provided to their children.  

  

Argument 9: Political Expertise  

Summary: K12 uses campaign contributions to perpetuate sweetheart deals in the states where it operates. 
The politicians that provide support legislation are bought and paid for.  

K12 is undoubtedly an effective lobbyist for virtual charter school legislation; it can in fact be described as a 
core competency. But to call this a failing of the company or the model is a misnomer. Moreover, there is an 
equal amount of lobbying and money cast against charters and virtual charter funded by the teachers’ unions 
and other progressive elements troubled by the role of for-profit companies in education.  

The politicians in these states would not be persuaded to support virtual schools if they did not believe that the 
voters were sided with them. Statements in the presentation about lobbying acumen are accurate. But the 
criticism is mistaken when it suggests that grassroots support for K12 schools is somehow astroturfed. An 
important truth of the virtual public school market, in stark contrast we might add to the for-profit post-
secondary sector, is that consumer passion and support for these schools is legitimate and intense. At the end 
of the day, no amount of lobbying can sway politicians against the wishes of their constituents.     

 

Argument 10: Regulatory Approvals  

Summary: State investigations in Florida and Georgia, criticism in Tennessee and rebuffed applications in 
New Jersey, North Carolina and Maine indicate that the regulatory and political tide is turning against K12. 
Insight Schools represent a trick to escape scrutiny.  

The Insight Schools are being used as a second brand to isolate in order to better serve students in need of 
greater levels of remediation. As we saw in the case of COVA, teachers that are asked to service too many 
different types of students can experience stress and frustration. A separate institution with specially trained 
teachers and specially-designed curriculum represents the company’s attempt to adapt its product to better 
serve students in need of remediation and address a problem. The company cannot insist that students enroll 
in Insight, but it can firmly suggest this option for some students and while the curriculum is not yet 
completely adapted to this role, we believe the company’s intention is sincere. Far from being a shell game, the 
creation of Insight represents an express intent to better solve a problem. 

The former suggestion that the politics are turning against K12 as a function of the poor test scores and poor 
publicity (a self-fulfilling prophecy perhaps for high-visibility critics) is the most substantial threat described in 
the presentation, in our opinion. For our part, however, we are unpersuaded. To a large extent the politics of 
virtual schools are the politics of school choice and the political pendulum between conservative and 
progressive is in flux. While progressive sensibilities might appear to be ascendant in some respects, there is 
also evidence of increasing frustration with government regulation and intrusion. Evidence of growth for 2015, 
or lack thereof, should be more apparent by late spring. But the long term progression toward virtual schools, 
driven by legitimate consumer demand, seems from a longer-term perspective to be inexorable.  

 

Argument 11: Public Policy Environment  

Summary: States are passing legislation to restrict the growth of online charter schools which will have a 
damaging effect on K12. 

This is not actually happening; it is only being discussed, as it has been in some form for 10 years. In other 
words, the political foes of virtual charter schools are the same they have always been. If the sentiment is 
creeping against virtual charters, it is far from being a landslide. For every rebuffed charter, there is an 
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example of a state that has expanded or removed its limitations on virtual enrollment. Being at the center of 
such intense controversy is unattractive to investors, but being at the forefront of an emerging digital 
revolution is what permits them to tolerate the noise.  

 

Argument 12: Catalysts  

Summary: Regulatory scrutiny, including from the IRS is likely to intensify. The company will disappoint 
with its Q1 top line report and guidance as early enrollment has been weak and revenue per student is 
unlikely to expand. 

Enrollment growth certainly fell below expectations but this was at least due in large part to execution-related 
issues. Implied revenue per student is modest, but looks to be 1.5% higher per the company’s guidance. 
However, even allowing for continued slower top line growth than was expected, we think the valuation is 
compelling. We believe the stock looks attractive on an absolute basis, but also because we doubt that 
incremental short sellers will be prepared to wait 12 months for evidence that enrollment will contract. 
Predicting slower growth was easy. The prediction that growth will become contraction -- which is what the 
short case requires at this point to work, in our opinion -- is a much higher risk prediction. 
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K12 Inc. (LRN) 3-yr. Price PerformanceK12 Inc. (LRN) 3-yr. Price Performance

Date                                                                                                                                                       
 

 Date Publication Price ($)  Rating Code Val. Rng. Low Val. Rng. High Close Price ($) 
 6/19/2012  Urdan 

 6/19/2012 22.88 1 34.00 37.00 22.89 
 11/19/2012 20.45 2 18.00 22.00 16.61 

 5/3/2013 25.65 2 27.00 30.00 25.74 
 8/27/2013 31.85 2 28.00 42.00 31.73 
 8/29/2013 36.96 2 34.00 42.00 35.55 

 
Source:  Wells Fargo Securities, LLC estimates and Reuters data 

 
Symbol Key Rating Code Key 

 Rating Downgrade  Initiation, Resumption, Drop or Suspend  1 Outperform/Buy SR Suspended 
 Rating Upgrade  Analyst Change 2 Market Perform/Hold NR Not Rated 
 Valuation Range Change  Split Adjustment 3 Underperform/Sell NE No Estimate 

 
 

 
 
 

Additional Information Available Upon Request 

 

I certify that: 
1) All views expressed in this research report accurately reflect my personal views about any and all of the subject securities or 
issuers discussed; and  
2) No part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed 
by me in this research report. 
 
 Wells Fargo Securities, LLC  maintains a market in the common stock of K12 Inc. 
 Wells Fargo Securities, LLC or its affiliates intends to seek or expects to receive compensation for investment banking services in 

the next three months from K12 Inc. 
 Wells Fargo Securities, LLC and/or its affiliates, have beneficial ownership of 1% or more of any class of the common stock of K12 

Inc. 
 
LRN: Risks include slower-than-expected state expansion, weak government tax receipts, political opposition, legislative and 
regulatory changes, negative press, customer concentration, and acquisition risk. 
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Wells Fargo Securities, LLC does not compensate its research analysts based on specific investment banking transactions. 
Wells Fargo Securities, LLC’s research analysts receive compensation that is based upon and impacted by the overall profitability 
and revenue of the firm, which includes, but is not limited to investment banking revenue. 
 
STOCK RATING 
1=Outperform: The stock appears attractively valued, and we believe the stock's total return will exceed that of the market over the 
next 12 months. BUY 
2=Market Perform: The stock appears appropriately valued, and we believe the stock's total return will be in line with the market 
over the next 12 months. HOLD 
3=Underperform: The stock appears overvalued, and we believe the stock's total return will be below the market over the next 12 
months.  SELL 
 

SECTOR RATING 
O=Overweight:  Industry expected to outperform the relevant broad market benchmark over the next 12 months. 
M=Market Weight:  Industry expected to perform in-line with the relevant broad market benchmark over the next 12 months. 
U=Underweight:  Industry expected to underperform the relevant broad market benchmark over the next 12 months. 
 

VOLATILITY RATING 
V = A stock is defined as volatile if the stock price has fluctuated by +/-20% or greater in at least 8 of the past 24 months or if the 

analyst expects significant volatility. All IPO stocks are automatically rated volatile within the first 24 months of trading. 

 
As of: October 11, 2013  

49% of companies covered by Wells Fargo Securities, LLC 
Equity Research are rated Outperform. 

Wells Fargo Securities, LLC has provided investment banking 
services for 49% of its Equity Research Outperform-rated 
companies. 

48% of companies covered by Wells Fargo Securities, LLC 
Equity Research are rated Market Perform. 

Wells Fargo Securities, LLC has provided investment banking 
services for 36% of its Equity Research Market Perform-rated 
companies. 

3% of companies covered by Wells Fargo Securities, LLC 
Equity Research are rated Underperform. 

Wells Fargo Securities, LLC has provided investment banking 
services for 18% of its Equity Research Underperform-rated 
companies. 

  

Important Disclosure for International Clients 
           

EEA – The securities and related financial instruments described herein may not be eligible for sale in all jurisdictions or to certain 
categories of investors. For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited 
(“WFSIL”). WFSIL is a U.K. incorporated investment firm authorized and regulated by the Financial Services Authority. For the 
purposes of Section 21 of the UK Financial Services and Markets Act 2000 (“the Act”), the content of this report has been approved 
by WFSIL a regulated person under the Act. WFSIL does not deal with retail clients as defined in the Markets in Financial 
Instruments Directive 2007. The FSA rules made under the Financial Services and Markets Act 2000 for the protection of retail 
clients will therefore not apply, nor will the Financial Services Compensation Scheme be available. This report is not intended for, 
and should not be relied upon by, retail clients. 

Australia – Wells Fargo Securities, LLC is exempt from the requirements to hold an Australian financial services license in respect 
of the financial services it provides to wholesale clients in Australia. Wells Fargo Securities, LLC is regulated under U.S. laws which 
differ from Australian laws. Any offer or documentation provided to Australian recipients by Wells Fargo Securities, LLC in the 
course of providing the financial services will be prepared in accordance with the laws of the United States and not Australian laws. 

Hong Kong – This report is issued and distributed in Hong Kong by Wells Fargo Securities Asia Limited (“WFSAL”), a Hong Kong 
incorporated investment firm licensed and regulated by the Securities and Futures Commission to carry on types 1, 4, 6 and 9 
regulated activities (as defined in the Securities and Futures Ordinance, “the SFO”). This report is not intended for, and should not 
be relied on by, any person other than professional investors (as defined in the SFO). Any securities and related financial 
instruments described herein are not intended for sale, nor will be sold, to any person other than professional investors (as defined 
in the SFO). 

Japan – This report is distributed in Japan by Wells Fargo Securities (Japan) Co., Ltd, registered with the Kanto Local Finance 
Bureau to conduct broking and dealing of type 1 and type 2 financial instruments and agency or intermediary service for entry into 
investment advisory or discretionary investment contracts.  This report is intended for distribution only to professional investors 
(Tokutei Toushika) and is not intended for, and should not be relied upon by, ordinary customers (Ippan Toushika).   
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The ratings stated on the document are not provided by rating agencies registered with the Financial Services Agency of Japan 
(JFSA) but by group companies of JFSA-registered rating agencies.   These group companies may include Moody’s Investors Services 
Inc, Standard & Poor’s Rating Services and/or Fitch Ratings.  Any decisions to invest in securities or transactions should be made 
after reviewing policies and methodologies used for assigning credit ratings and assumptions, significance and limitations of the 
credit ratings stated on the respective rating agencies’ websites. 

About Wells Fargo Securities, LLC 
Wells Fargo Securities is the trade name for the capital markets and investment banking services of Wells Fargo & Company and its 
subsidiaries, including but not limited to Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the U.S. Securities and 
Exchange Commission and a member of NYSE, FINRA, NFA and SIPC, Wells Fargo Institutional Securities, LLC, a member of 
FINRA and SIPC, Wells Fargo Prime Services, LLC, a member of FINRA, NFA and SIPC, Wells Fargo Bank, N.A. and Wells Fargo 
Securities International Limited, authorized and regulated by the Financial Services Authority. 

Wells Fargo Securities, LLC is a U.S. broker-dealer registered with the U.S. Securities and Exchange Commission and a member of 
the New York Stock Exchange, the Financial Industry Regulatory Authority and the Securities Investor Protection Corp. 

This report is for your information only and is not an offer to sell, or a solicitation of an offer to buy, the securities or instruments 
named or described in this report. Interested parties are advised to contact the entity with which they deal, or the entity that 
provided this report to them, if they desire further information. The information in this report has been obtained or derived from 
sources believed by Wells Fargo Securities, LLC, to be reliable, but Wells Fargo Securities, LLC, does not represent that this 
information is accurate or complete. Any opinions or estimates contained in this report represent the judgment of  
Wells Fargo Securities, LLC, at this time, and are subject to change without notice. For the purposes of the U.K. Financial Services 
Authority's rules, this report constitutes impartial investment research. Each of Wells Fargo Securities, LLC, and 
Wells Fargo Securities International Limited is a separate legal entity and distinct from affiliated banks. Copyright © 2013 
Wells Fargo Securities, LLC. 
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