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ITT EDUCATIONAL SERVICES, INC.
INDIANAPOLIS, INDIANA
ANNUAL REPORT TO SECURITIES AND EXCHANGE COMMISSION
DECEMBER 31, 2000
PART I
ITEM 1. BUSINESS.

YOU SHOULD KEEP IN MIND THE FOLLOWING POINTS AS YOU READ THIS REPORT:

— REFERENCES IN THIS DOCUMENT TO "WE," "US," "OUR" AND "ESI" REFER TO ITT
EDUCATIONAL SERVICES, INC. AND ITS SUBSIDIARIES.

— THE TERMS "ITT TECHNICAL INSTITUTES," "TECHNICAL INSTITUTES" OR
"INSTITUTES" (IN SINGULAR OR PLURAL FORM) REFER TO THE INDIVIDUAL SCHOOLS
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OWNED AND OPERATED BY ESI. THE TERMS "INSTITUTION" OR "CAMPUS GROUP" (IN
SINGULAR OR PLURAL FORM) MEAN A MAIN CAMPUS AND ITS ADDITIONAL LOCATIONS
OR BRANCH CAMPUSES, IF ANY.

BACKGROUND

We are a Delaware corporation incorporated in 1946. Our principal executive
offices are located at 5975 Castle Creek Parkway, North Drive, Indianapolis,
Indiana 46250, and our telephone number is (317) 594-9499. From 1966 until our
initial public offering on December 27, 1994, we were wholly owned by ITT
Corporation, formerly a Delaware corporation and now known as ITT
Industries, Inc., an Indiana corporation ("Old ITT"). On September 29, 1995, ITT
Corporation, a Nevada corporation ("ITT") succeeded to the interests of 0l1ld ITT
in the beneficial ownership of 83.3% of our common stock. On February 23, 1998,
Starwood Hotels & Resorts Worldwide, Inc., a Maryland corporation ("Starwood
Hotels") acquired ITT. Public offerings of our common stock by ITT in June 1998
(the "June 1998 Offering") and February 1999 (the "February 1999 Offering") and
our repurchase of 1,500,000 shares of our common stock from ITT in
February 1999 completely eliminated ITT's beneficial ownership.

OVERVIEW

We are a leading provider of technology-oriented postsecondary degree
programs in the United States based on revenues and student enrollment. We offer
associate, bachelor and master degree programs and non-degree diploma programs
to approximately 27,500 students. We currently have 70 institutes located in 28
states. We design our education programs, after consultation with employers, to
help graduates begin to prepare for careers in various fields involving
technology. As of December 31, 2000, approximately 99% of our students were
enrolled in a degree program. We have provided career-oriented education
programs for over 30 years and our institutes have graduated over 145,000
students since 1976.

We opened three new institutes in each of 1998 and 1999, two new institutes
in 2000 and one new institute in March 2001. In addition, in 2000 we expanded to
69 the number of institutes that offer our information technology ("IT")
curricula, began offering our computer and electronics engineering technology
("CEET") curriculum at 34 institutes and began offering our computer drafting
and design curriculum at 20 institutes ("CDD"). We plan to open one or two
additional new institutes in the remainder of 2001 and begin offering our CEET
and CDD curricula at most of our institutes in 2001. We intend to continue
expanding by opening new institutes and offering a broader range of programs at
our existing institutes, including several new IT programs.

BUSINESS STRATEGY

Our strategy is to pursue multiple opportunities for growth. We are
implementing a business plan designed to increase revenues and operating
efficiencies by increasing the number of program offerings and student
enrollment at existing institutes and by opening new institutes across the
United States. The principal elements of this strategy include the following:

ENHANCE RESULTS AT THE INSTITUTE LEVEL.

INCREASE ENROLLMENTS AT EXISTING INSTITUTES. We believe that current
demographic and employment trends will allow us to enroll a greater number of
recent high school graduates. In addition, we intend to increase recruiting

efforts aimed at enrolling more working adults.

BROADEN AVAILABILITY OF CURRENT PROGRAM OFFERINGS. We intend to continue
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expanding the number of program offerings at our existing institutes. Our
objective is to offer at least three programs at each institute. Our 70
institutes provide significant potential for the introduction of existing
programs to a broader number of institutes. We believe that introducing new
programs at existing institutes will attract more students. In 2000, we
increased the number of program offerings at 65 existing institutes, and in 2001
we intend to increase the number of program offerings at approximately 67
existing institutes.

DEVELOP OR ACQUIRE ADDITIONAL DEGREE PROGRAMS. We plan to introduce degree
programs in additional fields of study and at different degree levels. In 2000,
we completed the introduction of our associate degree program in IT involving
computer network systems at all of our institutes and began offering our CEET
curriculum at 34 institutes and CDD curriculum at 20 institutes. In 2001, we
intend to complete the introduction of our CEET and CDD curricula at our
institutes and increase the number of institutes offering one or more of our
other three IT programs. We believe that introducing new programs can attract a
broader base of students and can motivate current students to extend their
studies.

EXTEND TOTAL PROGRAM DURATION. We have increased the number of institutes
that offer bachelor degree programs to graduates of our associate degree
programs. As a result, the average combined total program time a student remains
enrolled in our programs has increased from 18 months in 1986 to 24 months in
2000. Our recently introduced CEET and CDD programs are each 24 months in
duration. We expect that the average combined total program time of our students
will increase further as additional bachelor degree programs are added at our
institutes.

IMPROVE STUDENT OUTCOMES. We strive to improve the graduation and graduate
employment rates of our undergraduate students by providing academic and career
services and dedicating administrative resources to career services.

INCREASE THE NUMBER OF OUR INSTITUTES. We plan to add new institutes at
sites throughout the United States. Using our proprietary methodology, we
determine locations for new institutes based on a number of factors, including
demographics and population and employment growth. We opened three new
institutes in each of 1998 and 1999, two new institutes in 2000 and one new
institute in March 2001. We plan to open one or two additional new institutes in
the remainder of 2001. New institutes open for less than 24 months had a total
of 762 students enrolled at December 31, 2000. We will continue to consider
acquiring schools located in markets where our institutes are not presently
located.

INCREASE MARGINS BY LEVERAGING FIXED COSTS AT INSTITUTE AND HEADQUARTERS
LEVELS. Our efforts to optimize school capacity and class size have helped us
to increase student enrollment without incurring a proportionate increase in
fixed costs at our institutes. In addition, we have realized substantial
operating efficiencies by centralizing management functions and implementing
operational uniformity

among our institutes. We will continue to seek to improve margins by increasing
enrollments and revenues without incurring a proportionate increase in fixed
costs at our institutes.

PROGRAMS OF STUDY
As of December 31, 2000, we were teaching 21 degree programs and several

diploma programs in various fields of study. All of our institutes were teaching
degree or diploma programs involving IT, 68 institutes were teaching a degree
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program involving electronics, and 59 institutes were teaching a degree program
involving drafting and design. The table below sets forth information regarding
the programs of study we were teaching as of December 31, 2000.

NUMBER OF INSTITUTES OFFERING
DECEMBER 31, 2000

MASTER BACHELOR ASSOCIATE
PROGRAM OF STUDY DEGREE DEGREE DEGREE D
Architectural Engineering Technology (l) .....c.eiiieennnnn.. - - 3
Automated Manufacturing Technology (2) ... ...t ennnenn. - 6 -
Chemical TeChnology .« v i ittt ittt ettt ettt et eaaeeeeenes - - 3
Computer-Aided Drafting and Design Technology(l)............ - - 8
Computer—-Aided Drafting Technology(l) . ... ieennnnn.. - - 59
Computer Drafting and Design(l) ... ..ot iiine ettt eeneneennn - - 20
Computer and Electronics Engineering Technology(2).......... - - 34
Computer Network Systems (3) ...ttt ittt eenneneenns —— —= 64
Computer Visualization Technology (l) .....c.uiiiiiitiinnnnnn.. - 7 -
Electronics Engineering Technology.....veiee i ettt eeneneenns - 19 68
INAustrial Design (L) « v v vttt i i ettt ettt ettt eeeeaeeeneanns —= 3 —=
G I e 1551 = B T T (1 T T —= —= 15
Project Management ..o i ittt it ittt ettt eeeeeee e eeaeeeaeees 1 - -
Software Applications and Programming (3) ........eeeeeeeunnnn. - - 16
Telecommunications Engineering Technology(2) ........ccoe.... - 3 -
Tool Engineering Technology (1) « v v vt e e e e eeeeeeeeeeennnnneens - - 3
Web Development (3) « v e vttt i ettt et ee e eeeeaeaeeeeeenns —= —= 18
Other Programs Of StuUdy (4) ¢ . v vt iii ittt ittt taeeeaeenns —= 1 3

(1) Drafting program.
(2) Electronics program.

(3) IT program. Depending on the location of the ITT Technical Institute, this
program of study may have been approved by the applicable state education
authority(ies) either as a separate program or one of as many as four
disciplines of one IT program of study. For purposes of this table, this
program is considered to be a separate program of study at every ITT
Technical Institute where it was taught.

(4) Other programs consist of Business Technology and Administration, Business
Management and Accounting, and Heating/Air Conditioning/Refrigeration.

As of December 31, 2000, approximately 33% of our students were enrolled in
IT programs, approximately 50% were enrolled in electronics programs and
approximately 16% were enrolled in drafting programs. We design our IT programs
to help graduates begin to prepare for careers in various fields involving IT by
offering students a broad-based foundation in a variety of technical skills used
in those fields. Graduates of our IT programs have obtained a variety of
entry-level positions in various fields involving IT, such as network
administrator, technical support, network technician and systems technician. We
design our electronics programs to help graduates begin to prepare for careers

3

in various fields involving electronics by offering students a practical
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education with respect to specific electronic circuits and specialized
techniques. Graduates of our electronics programs have obtained a variety of
entry-level positions in various fields involving electronics, such as
electronics product design and fabrication, communications, computer technology,
industrial electronics, instrumentation, telecommunications and consumer
electronics. We design our drafting programs to help graduates begin to prepare
for careers in various fields involving drafting and design through the teaching
of computer-aided drafting techniques and conventional drafting methods.
Graduates of our drafting programs have obtained a variety of entry-level
positions in various fields involving drafting, such as computer-aided drafting,
electrical and electronics drafting, mechanical drafting, architectural and
construction drafting, civil drafting, interior design and landscape
architecture.

We generally organize the academic schedule of undergraduate programs at our
institutes on the basis of four 12-week quarters of instruction with new
students beginning at the start of each academic quarter. Students can complete
our associate degree programs in eight academic quarters or less, and bachelor
degree programs in at least 12 academic quarters. We typically offer classes in
most programs in 3.5 to 5 hour sessions three or five days a week and, depending
on student enrollment, sessions are generally available in the morning,
afternoon and evening. This class schedule generally provides students with the
flexibility to pursue employment opportunities concurrently with their studies.
Based on student surveys, we believe that a substantial majority of our students
work at least part-time during their programs of study.

We organize the academic schedule of the Master of Project Management
("MPM") program, currently our only graduate degree program of study, on a
non-term basis. Students attending the MPM program take one- to six-week courses
sequentially one at a time and can complete the MPM program in 21 months. We
typically offer classes in the MPM program in four-hour sessions one night a
week, which generally accommodates students who work full-time. Students may
generally begin the MPM program once the minimum number of applicants necessary
to start a new class has been assembled. Our Indianapolis institute is the only
institute that presently offers the MPM program.

Our institutes' programs of study blend traditional academic content with
applied learning concepts and have the objective of helping graduates begin to
prepare for a changing economic and technological environment. A significant
portion of each associate degree program at one of our institutes involves
practical study in a lab environment.

The content of technical courses in each program of study is substantially
standardized among our institutes to provide greater uniformity and to better
enable students to transfer, if necessary, to other institutes offering the same
programs with less disruption to their education. We regularly review each
curriculum to respond to changes in technology and industry needs. Each of our
institutes has established an advisory committee for each field of study, which
is comprised of representatives of local employers. These advisory committees
assist our institutes in assessing and updating curricula, equipment and
laboratory design. In addition to courses directly related to a student's
program of study, degree programs may also include general education courses,
such as economics, humanities, oral and written communications and sociology.

Tuition for a student entering an undergraduate program in December 2000 for
36 quarter credit hours (the minimum course load of a full-time student for an
academic year at traditional two- and four-year colleges) is $10,764 for the IT
programs, $10,044 for the CEET program and $10,044 for the CDD program. We
typically adjust the tuition cost per credit hour of the courses in the programs
of study offered at our institutes on an annual basis. The majority of students
attending one of our institutes lived in that institute's metropolitan area
prior to enrollment. We do not provide any student housing.
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STUDENT RECRUITMENT

We strive to attract students with the motivation and ability to complete
the career-oriented educational programs offered by our institutes. To generate
interest among potential students, we engage in a broad range of activities to
inform potential students and their parents about our institutes and the
programs they offer. These activities include television and other media
advertising, direct mailings and high school visits.

We centrally coordinate and develop our television advertising. We direct
our television advertising at a combination of both the national market and the
local markets in which our institutes are located. Our television commercials
generally include a toll free telephone number and a web site address for direct
responses and information about the location of our institutes in the area. We
centrally receive, track and promptly forward direct responses to our television
advertising to the appropriate institute representatives to contact prospective
students and schedule interviews. We target our direct mail campaigns at high
school students and other potential postsecondary students. We centrally
receive, track and forward responses to direct mail campaigns to the appropriate
institute representatives.

We employ a director of recruitment at each of our institutes, who reports
to the director of that institute. We centrally establish, but implement at the
local level, recruiting policies and procedures, as well as standards for hiring
and training sales representatives. We employ sales representatives to assist in
local recruiting efforts. Approximately 380 of these representatives perform
their services solely in student recruitment offices located at each of our
institutes, while approximately 260 work outside these offices and visit the
homes of high school seniors and other prospective students. Our sales
representatives also make thousands of presentations to students at high
schools. These presentations promote our institutes and obtain information about
high school juniors and seniors who may be interested in attending our
institutes.

Local sales representatives of an institute pursue expressions of interest
from potential undergraduate students by contacting prospective students and
arranging for interviews either at such institute or at prospective students'
homes. We have designed these interviews to establish a prospective student's
qualifications, academic background, interests, motivation and goals for the
future. We pursue expressions of interest from potential graduate students by
contacting them and arranging for their attendance at an informational seminar
providing information about the institute and the MPM program.

Student recruitment activities are subject to substantial regulation at both
the state and federal level. Most states have bonding and licensing requirements
that apply to many of our representatives. Our National Director of Recruitment
and the directors of field recruitment and training oversee the implementation
of recruitment policies and procedures. In addition, our internal audit
department generally reviews the recruiting practices relating to the execution
and completion of enrollment agreements at each of our institutes on an annual
basis.

STUDENT ADMISSIONS AND RETENTION

We strive to ensure that incoming students have the necessary academic
background to complete their chosen programs of study. We require all applicants
for admission to any of our institutes' associate degree or diploma programs to
have a high school diploma or a recognized equivalent and either pass an
admissions examination administered by the school or demonstrate achievement of
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a desired score on one of the two more widely reorganized college entrance
examinations. Students interested in bachelor degree programs or the MPM program
must satisfy additional admissions criteria that generally require, among other
things: (1) in the case of bachelor degree programs, that the student must first
earn an associate degree, complete an equivalent level program or complete an
equivalent number of credit hours of coursework in the same or related subject
matter; and (2) in the case of the MPM program, that the student must first earn
a bachelor degree and possess at least three
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years' full-time work experience. Students of varying ages and backgrounds
attend our institutes. At December 31, 2000, approximately 92% of the students
were high school graduates and the remaining students possessed the recognized
equivalent of a high school diploma. Approximately 30% of the students were

19 years of age or younger, 36% were between 20 and 24 years of age, 20% were
between 25 and 30 years of age and 14% were age 31 or over. Male students
accounted for approximately 87% of total enrollment as of December 31, 2000,
while total minority enrollment at our institutes (based on applicable federal
classifications) was approximately 41%.

The faculty and staff at each of our institutes strive to help students
overcome obstacles to the completion of their programs of study. As is the case
in other postsecondary institutions, however, students often fail to complete
their programs for a variety of personal, financial or academic reasons. Student
withdrawals prior to program completion not only affect the student, they also
have a negative regulatory, financial and marketing effect on the institute. To
minimize student withdrawals, each of our institutes devotes staff resources to
assist and advise students regarding academic and financial matters. We
encourage academic advising and tutoring in the case of undergraduate students
experiencing academic difficulties. We also offer assistance and advice to
undergraduate students looking for part-time employment and housing. In
addition, we consider factors relating to student retention in the performance
evaluation of all of our instructors.

Students who withdraw are most likely to do so before they begin their
second academic quarter of study at our institutes. Approximately 19% of all
students who enroll in our institutes withdraw before their second academic
quarter of study and approximately 31% withdraw at some point after the start of
their second quarter. As a result, new institutes generally have higher
withdrawal rates than institutes which have been open for five or more years.
Approximately 62% of all students who continue their education past their first
academic quarter complete their education at one of our institutes.

GRADUATE EMPLOYMENT

We believe that the success of graduates from undergraduate programs who
begin their careers in fields involving their programs of study is critical to
the ability of our institutes to continue to recruit undergraduate students. We
try to obtain data on the number of undergraduate students employed following
graduation. The reliability of such data depends largely on information that
students and employers report to us. Based on this information, we believe that
approximately 90% of the students graduating from our institutes' undergraduate
programs (other than those students who continued in a bachelor degree program
at one of our institutes) during 1999 obtained employment or were already
employed in fields involving their programs of study by May 31, 2000.

Each of our institutes employs personnel to offer students and graduates of
undergraduate programs career services. These persons assist in Jjob searches and
solicit employment opportunities from employers. In addition, undergraduate
students receive instruction during their programs of study on job search
techniques, the use of relevant reference materials, the composition of resumes
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and letters of introduction and the appropriate preparation, appearance and
conduct for interviews. We do not offer career services to students in the
graduate program of study.

Based on information from students and employers who responded to our
inquiries, we estimate that the average annual starting salary reported for the
1999 graduates of our institutes' undergraduate degree programs who obtained
employment or were already employed in fields involving their programs of study
was approximately $25,450.

The average annual salary upon graduation for our graduates may vary
significantly among our institutes depending on local employment conditions and
each graduate's background. Initial employers of graduates from our institutes'
undergraduate programs include both small, technology-oriented companies and
well recognized corporations.

FACULTY

We hire faculty members in accordance with criteria established by us, the
accrediting commission that accredits our institutes and the state education
authorities that regulate our institutes. We strive to hire faculty with related
work experience and academic credentials to teach most technical subjects.
Faculty members typically include education supervisors, who act as program
chairs for a program of study, and various categories of instructors. Our
institutes currently employ a total of approximately 1,400 full-time and 500
part-time faculty members.

ADMINISTRATION AND EMPLOYEES

Each of our institutes is administered by a director who has overall
responsibility for the management of the institute. The administrative staff of
each institute also includes a director of recruitment, a director of career
services, a director of finance and a director of education. We employ
approximately 150 people at our corporate headquarters in Indianapolis, Indiana.
We currently have approximately 3,030 full-time and 630 part-time employees. In
addition, we currently employ approximately 100 students as laboratory
assistants and in other part-time positions. None of our employees are
represented by labor unions.

Our headquarters provides centralized services to all of our institutes in
the following areas:

- accounting - purchasing

- marketing - human resources

- public relations - regulatory and legislative affairs
- curricula development - real estate

- data processing - network systems

In addition, national directors of each of the following major institute
functions reside at our headquarters and develop policies and procedures to
guide these functions at our institutes:

- recruiting - career services
- finance - library
- education
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Managers located at our headquarters closely monitor the operating results
of each of our institutes and periodically conduct on-site reviews.

COMPETITION

The postsecondary education market in the United States is highly fragmented
and competitive with no private or public institution enjoying a significant
market share. Our institutes compete for students with four-year and two-year
degree—-granting institutions, which include nonprofit public and private
colleges and for-profit institutions, as well as with alternatives to higher
education such as military service or immediate employment. We believe
competition among educational institutions is based on the quality of the
educational program, perceived reputation of the institution, cost of the
program and employability of graduates. Certain public and private colleges may
offer programs similar to those offered by our institutes at a lower tuition
cost due in part to government subsidies, foundation grants, tax deductible
contributions or other financial resources not available to for-profit
institutions. Other for-profit institutions offer programs that compete with
those of our institutes. Certain of our competitors in both the public and
private sector have greater financial and other resources than we do.

7
FEDERAL AND OTHER FINANCIAL AID PROGRAMS

In 2000, we indirectly derived approximately 66% of our revenues from the
federal student financial aid programs under Title IV (the "Title IV Programs")
of the Higher Education Act of 1965, as amended (the "HEA"). Our institutes’
students also rely on state financial aid programs, family contributions, an
unaffiliated private loan program, scholarships, personal savings, employment
and other resources to pay their educational expenses. Students at our
institutes receive grants and loans to fund the cost of their education under
the following Title IV Programs:

— the Federal Family Education Loan ("FFEL") program, which accounted in
aggregate for approximately 56% of our revenues in 2000;

— the Federal Pell Grant ("Pell") program, which accounted in aggregate for
approximately 11% of our revenues in 2000;

- the William D. Ford Federal Direct Loan ("FDL") program, which accounted
in aggregate for approximately 3% of our revenues in 2000;

- the Federal Work-Study ("Work-Study") program, which makes federal funds
available to provide part-time employment to students and under which our
institutes employed approximately 300 students and paid $1,572,000 in
student wages in 2000;

— the Federal Perkins Loan ("Perkins") program, which accounted in aggregate
for less than 1% of our revenues in 2000; and

— the Federal Supplemental Educational Opportunity Grant ("SEOG") program,
which accounted in aggregate for less than 1% of our revenues in 2000.

The Work-Study, Perkins and SEOG programs each require our institutions to
make a matching contribution in the amount of 25% of the federal funds the
institution receives from the U.S. Department of Education ("DOE") under those
programs. In 2000, our 25% matching contribution amounted to $402,000 for the
Work-Study program, $1,000 for the Perkins program and $62,000 for the SEOG
program.

10
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In 2000, we indirectly derived approximately 4% of our revenues from state
financial aid programs and our students were awarded approximately $1.6 million
in institutional scholarships. We also provide tuition discounts to our
full-time employees and their dependents to attend our institutes. For 2000, the
cost of these employee educational discounts was approximately $1.4 million.

In 2000, a loan program offered by an unaffiliated private funding source,
called the College Advantage Loan Program ("CALP"), was made available to
eligible students attending our institutes and their parents. The CALP is
intended to help fund any portion of the student's cost of education that is not
covered by federal and other financial aid sources. We have no financial
responsibility with respect to any of the loans made to eligible students or
their parents under the CALP. The CALP accounted in aggregate for 5% of our
revenues in 2000.

REGULATION OF FEDERAL FINANCIAL AID PROGRAMS

In order to participate in Title IV Programs, our institutions must each
comply with the standards set forth in the HEA and the regulations promulgated
thereunder by the DOE. The purpose of these standards is to limit institutional
dependence on Title IV Program funds, prevent institutions with unacceptable
student loan default rates from participating in Title IV Programs and, in
general, require institutions to satisfy certain criteria related to educational
value, administrative capability and financial responsibility. These standards
are applied primarily on an institutional basis, with an institution defined as
a main campus and its additional locations or branch campuses, if any.
Twenty-nine of our 70 institutes are main campuses and 41 are additional
locations. The HEA standards require an

institution to obtain and periodically renew its certification by the DOE as an
"eligible institution" that has been authorized by the relevant state education
authority or authorities and accredited by an accrediting commission recognized
by the DOE. Sixty-seven of our 70 institutes currently participate in Title IV
Programs and the remaining three institutes are seeking eligibility to
participate.

The DOE and other regulatory authorities subject for-profit providers of
postsecondary education to increased scrutiny and regulation. We believe that
all of our institutes substantially comply with the HEA and its implementing
regulations. We cannot, however, predict with certainty how all of the HEA
provisions and the implementing regulations will be applied. As described below,
the violation of Title IV Program requirements by us or any of our institutes
could have a material adverse effect on our financial condition, results of
operations or cash flows. In addition, it is possible that the HEA and its
implementing regulations may be applied in a way that could hinder our
operations or expansion plans.

Significant factors relating to Title IV Programs that could adversely
affect us include the following:

LEGISLATIVE ACTION. Political and budgetary concerns significantly affect
Title IV Programs. The U.S. Congress must reauthorize the HEA approximately
every six years. The most recent reauthorization, which occurred in
October 1998, reauthorized the HEA through 2003 (the "1998 HEA Amendments"). In
addition, the U.S. Congress reviews and determines federal appropriations for
Title IV Programs on an annual basis. The U.S. Congress can also make changes in
the laws affecting Title IV Programs in those annual appropriations bills and in
other laws it enacts between HEA reauthorizations. Since a significant
percentage of our revenues are indirectly derived from Title IV Programs, any

11
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action by the U.S. Congress that significantly reduces Title IV Program funding
or the ability of our institutes or students to participate in Title IV Programs
could have a material adverse effect on our financial condition or results of
operations.

If one of our institutes lost its eligibility to participate in Title IV
Programs, or if Congress significantly reduced the amount of available Title IV
Program funding, we would try to arrange or provide alternative sources of
financial aid for that institute's students. There are a number of private
organizations that provide loans to students. Although we believe that one or
more private organizations would be willing to provide loans to students
attending one of our institutes, we cannot assure you that this would occur or
that the interest rate and other terms of such loans would be as favorable as
for Title IV Program loans. In addition, the private organizations could require
us to guarantee all or part of this assistance and we might incur other
additional costs. If we provided more direct financial assistance to our
students, we would incur additional costs and assume increased credit risks.

Legislative action may also increase our administrative costs and burden and
require us to adjust our practices in order for our institutes to comply fully
with the legislative requirements, which could have a material adverse effect on
our financial condition or results of operations.

STUDENT LOAN DEFAULTS. Under the HEA, an institution may lose its
eligibility to participate in some or all Title IV Programs, if the rates at
which the institution's students default on their federal student loans exceed
specified percentages. The DOE calculates these rates on an institutional basis,
based on the number of students who have defaulted, not the dollar amount of
such defaults. The DOE calculates an institution's cohort default rate on an
annual basis as the rate at which borrowers scheduled to begin repayment on
their loans in one year default on those loans by the end of the next year. For
each federal fiscal year, each institution participating in the FFEL and/or FDL
programs receives a FFEL/FDL cohort default rate based solely on FFEL program
loans, solely on FDL program loans or on a weighted average of both FFEL and FDL
program loans, depending on the programs in which the institution participated.
An institution whose FFEL/FDL cohort default rate is 25% or greater for three
consecutive federal fiscal years loses eligibility to participate in the FFEL
and FDL programs for the remainder of the federal fiscal year in which the DOE
determines that the institution

has lost its eligibility and for the two subsequent federal fiscal years. An
institution can appeal this loss of eligibility. In addition, if an institution
becomes ineligible to participate in the FFEL and FDL programs based on its
FFEL/FDL cohort default rate, the institution will also be ineligible to
participate in the Pell program for the same period of time. During the pendency
of any appeal of its FFEL/FDL cohort default rate, the institution remains
eligible to participate in the FFEL, FDL and Pell programs. If an institution
continues its participation in the FFEL and/or FDL programs during the pendency
of any such appeal and the appeal is unsuccessful, the institution must pay the
DOE the amount of interest, special allowance, reinsurance and any related
payments paid by the DOE (or which the DOE is obligated to pay) with respect to
the FFEL and FDL program loans made to the institution's students or their
parents that would not have been made if the institution had not continued its
participation (the "Direct Costs"). If a substantial number of our campus groups
were subject to losing their eligibility to participate because of their
FFEL/FDL cohort default rates, the potential amount of the Direct Costs for
which we would be liable if our appeals were unsuccessful would prevent us from
continuing some or all of the affected campus groups' participation in the FFEL
and/or FDL programs during the pendency of those appeals. In addition to the
consequences resulting from an institution having three years of FFEL/FDL cohort
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default rates of 25% or greater, the DOE may limit, suspend or terminate the
eligibility to participate in all Title IV Programs of an institution whose
FFEL/FDL cohort default rate for any single federal fiscal year exceeds 40%.

None of our campus groups had a FFEL/FDL cohort default rate equal to or
greater than 25% for the 1998 federal fiscal year, the most recent year for
which the DOE has published FFEL/FDL official cohort default rates. None of our
campus groups had a FFEL/FDL preliminary cohort default rate equal to or greater
than 25% for the 1999 federal fiscal year, which preliminary rates were issued
by the DOE in February 2001.

If an institution's FFEL/FDL cohort default rate is 25% or greater in any of
the three most recent federal fiscal years, or if its cohort default rate for
loans under the Perkins program exceeds 15% for any federal award year, the DOE
may place that institution on provisional certification status. A federal award
year runs from July 1 through June 30. Twenty-six of our campus groups
(consisting of 61 institutes) had a Perkins cohort default rate in excess of 15%
for students who were scheduled to begin repayment in the 1998/1999 federal
award year, the most recent year for which such rates have been calculated.
Although the DOE could place these institutes on provisional certification
status based on their Perkins cohort default rates, it has not done so.

The servicing and collection efforts of student loan lenders and guaranty
agencies help to control our FFEL/FDL cohort default rates. We are not
affiliated with any student loan lenders or guaranty agencies. We supplement
their efforts by attempting to contact students who are delinquent in making
payments to advise them of their responsibilities and any deferment or
forbearance for which they may qualify. We have also contracted with third-party
servicers who provide additional assistance in reducing defaults under the FFEL,
FDL and Perkins programs by students who attended some of our institutes.

FINANCIAL RESPONSIBILITY STANDARDS. The HEA and its implementing
regulations prescribe specific and detailed financial responsibility standards
that an institution must satisfy to participate in Title IV Programs. The DOE's
current standards of financial responsibility involve three ratios:

— the equity ratio, which measures the institution's capital resources,
ability to borrow and financial viability;

— the primary reserve ratio, which measures the institution's ability to
support current operations from expendable resources; and

— the net income ratio, which measures the ability of an institution to
operate at a profit.

The DOE assigns a strength factor to the results of each of these ratios on a
scale from negative 1.0 to positive 3.0, with negative 1.0 reflecting financial
weakness and 3.0 reflecting financial strength. The DOE then weights an
institution's strength factors based on an assigned weighting percentage for
each ratio and adds the weighted scores for the three ratios together to produce
a composite score for the institution. The composite score must be at least 1.5
for the institution to be deemed financially responsible by the DOE without the
need for further oversight. We have calculated that the application of these
regulations to our audited financial statements for our 2000 fiscal year results
in a composite score of 2.3.
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Historically, the DOE has evaluated the financial condition of our
institutes on a consolidated basis based on our financial statements. The DOE's
regulations, ho