Attachment 11 - ITT Educational Services, Inc.
Consolidated Financial Statements



ITT Educational Services, Inc.

Consolidated Financial Statements
For the Years Ended December 31, 2006 and 2005



ITT Educational Services, Inc.
Table of Contents
December 31, 2006 and 2005

Repoit of Independent Registered Public Accounting Firl «.o..ccerrmmerrensccvrssnnes
Consolidated Balance SHEtS ot irrresesiesssrsemmis e ssansssssssss s sesss
Consolidated Statements 0 INCOMIB . .ourewrrrrrrsirressrmsrsrsesssssresmres e sesromsessersssises sansnes
Consolidated Staternents of Cash FIOWS s s
Consolidated Statements of Shareholders’ Bouity ..ot

Financial Statements and Notes fo the Financial Statements ...oviemreenennn.

Exhibit I
Management’s Report on Internal Control Over Financial Reporting



PRICEAATERHOUSE(COPERS @

PricewaterhouseCoopers LLP
300 North Meridlan Street
indianapolis IN 46204
Telephone (317} 453 4100
Faecsimile (317) 453 4350

Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
of ITT Educational Services, Inc.:

We have completed integrated audits of ITT Educational Services, Inc.'s consolidated
financial statements and of its infernal control over financial reporting as of '
December 31, 2006, in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consclidated financial statements and financial stateroent schedule

In our opinion, the consolidated financial statements listed in the index appearing under Item
15.1 present fairly, in all material respects, the financial position-of ITT Educational Services,
Inc. and its subsidiaries at December 31, 2006 and 2005, and the results of their operations
and their cash flows for each of the three years in the period ended December 31, 2006 in
conformity with accounting principles generally accepted in the United States of America. In
addition, in our opinion, the financial statement schedule listed in the index appearing under
Hem 15.2 presents fairly, in all material respects, the information set forth therein when read
in conjunction with the related consolidated financial statements. These financial statements
and financial statement schedule are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements and financial statement
schedule based on our audits. We conducted our audits of these statements in accordance
with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit of financial
statements includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

As described in Note 1 to the consolidated financial statements, the Company changed the
manner in which it accounts for employee pension benefits and share based compensation in
2006.
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Internal control over financial reportin

Also, in our opinion, management’s assessment, included in Management's Report on
Internal Control Over Financial Reporting appearing on page F-1, that the Company
maintained effective internal control over financial reporting as of Decerber 31, 2006 based
on criteria established in Internal Control - Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO), is fairly stated, in all
material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2006, based on criteria established in Jnternal Control - Integrated Framework
issued by the COSO. The Company’s management is responsible for maintaining effective
internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting, Our responsibility is to express opinions on management’s
assessment and on the effectiveness of the Company’s internal control over financial
reporting based on our audit. We conducted our audit of internal control over financial
reporting in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal controi over financial reporting was
maintained in all material respects. An audit of internal control over financial reporting
includes obtaining an understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we consider necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting
principles. A company’s intetnal control over financial reporting includes those policies and
procedures that ({) pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with
authorizations of management and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial
statements,
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Recause of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods
are subject to the risk that controls may become inadequate because of changes in conditions,
or that the degree of compliance with the policies or procedures may deteriorate.

Indianapolis, Indiana
February 23, 2007




ITT EDUCATIONAL SERVICES, INC.
CONSOLIDATED BALANCE SHEETS
(Dollars in thousands, except per share data)
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It'F EDUCATIONAL SERVICES, INC,
CONSOLIDATED STATEMENTS OF INCOME
(Amounts in thousands, except per share data)
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ITT EDUCATIONAL SERVICES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Dollars in thousands)
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ITT EDUCATIONAL SERVICES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data and unless otherwise stated)

1. Business and Significant Accounting Policies

Business. We are 2 leading for-profit provider of postsecondary education in the United States based
on revenue and student enrollment. As of December 31, 2006, we were offering diploma and associate,
bachelor and master degree programs at 87 istitutes and nine learning sites located iy 33 states. All of our
institutes are anthorized by the applicable educational authorities of the states in which they operate and are
aceredited by an acorediting commission recognized by the United States Department of Education (“ED™}.

We have provided career-oriented programs since 1969 under the “ITT Technical Institute” pame. Our
corporate headquarters are located in Carmel, Indiana,

Basis of Presentation. The consolidated financial statements include our wholly-owned subsidiaries’
accounts and have been prepared in accordance with generally accepted accounting principles in the United
States of America (“GAAP™). All significant intercorpany balances and transactions are eliminated upon
consolidation. Certain reclessifications have been made in the consolidated financial statements of prior
years to conform to the current year presentation.

Use of Estimates. The preparation of these consolidated financial statements, in accordance with
GAAP, includes estimates and assuroptions that are determined by our management. Actual results could
differ materially from the estimates.

Cash Equivalents. Highly liquid investments purchased with an original maturity of three months or
less are considered cash equivalents.

Restricted Cush. Title TV Program fands and certain other mories transferred to us by electronic
funds transfer are subject to holding restrictions, generally from three to seven days, before they can be
drawn info our cash account. The funds subject to these holding periods are classified as restricted cash
within our current assets urtil they are applied to the students' accounts. In addition, a Maryland education
regulation requires us to maintain an escrow account as a condition to operating our institute in Owings
Mills, MD. The funds in this escrow account are classified as restricted cash within out non-cuurent assets.

Tnvestments. We classify our investments in marketable securities as available-for-sale or held-to-
maturity depending on our investment intentions with regard fo those securities on the date of acquisition.
Investments are classified as either current or non-current based on the maturity date of each security.
Auction rate debt securities and variable rate demand notes classified as available-for-sale, however, are
included in current assets despite the long-term contractual maturity if we have the ability to liquidate these
investments within one year.

The cost of secuzities sold is based on the specific identification method.

Accounts Receivable. We extend unsecuréd credit to our students for tuition and fees and we record 2
receivable for the tuition and fees earned in excess of the payment received from or on behalf of a student.
The individual student balances of these receivables are insignificant. We record an allowance for doubtful
acoounts with respect to accounts receivable on an institute-by-institute basis, vsing the institute’s historical
collection experience. We review the historical collection experience for each institute, consider other facts
and circurnstances related to an institute and adjust the calculation to record an allowance for doubtiul
acconts as appropriate. If our current collection trends were to differ significantly from our historic
collection experience, however, we would make a corresponding adjustment to our allowance. We write~
off the accounts receivable due from former students when we conclude that coflection is not probable.

Property and Equipment. Property and equipment is recorded in our consolidated financial
statements at cost, less accumulated depreciation and amortization. Maintenance and repaixs are expensed
as incurred. Expenditures that extend the useful lives of our assets are capitalized.



Developed or purchased software is capitalized in accordance with the American Institute of Certified
Public Accountants Statement of Position 98-1, “Accounting for the Costs of Computer Software
Developed or Obtained for Internz] Use.” Facility construction costs are capitalized as incurred, with
depreciation coromencing when the facility is placed in service. We have historically paid for all real estate
projects without any external financing and, therefore, no interest costs have been capitalized.

Provisions for depreciation and amortization of property and equipment have generaily been made
using the straight-line method over the following ranges of usefusl lives:
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We amortize Jeasehold improvements using the straight-line method over the shorter of the life of the
improvement or the term of the underlying lease.

Tn accordance with Statement of Financial Accounting Standards (“SFAS”) No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assels,” we regularly review our Jong-lived assets for
impairment whenever events or changes in circumstances indicate that their carrying amounts may not be
recoverable. Ifwe determine that the carrying amount of a long-lived asset exceeds the total amount of the
estimated undiscounted future cash flows from that asset, we would determine the fair value of that asset
using a discounted cash flows model. If the amount of discounted cash flows is less than the net book value
of the Jong-lived asset, we recognize an impairment Joss in the amount of the difference. We base our
impairment analyses of long-lived assets on our current business strategy, expected growth rates and
estimates of future economic and regulatory conditions.

Direct Marketing Costs, Direct costs incutred relating to the enroliment of new students are
capitalized using the successful efforts metbod. Direct marketing costs subject to capitalization include
salaries and employee benefits of recruiting representatives and other direct costs. Successfol efforts is the
ratio of students enrolled to prospective students interviewed. The higher the rate of interviewed students
who enroll, the greater the percentage of our direct marketing costs that are capitalized. We amortize our
direct marketing costs on a cost-pool-by-cost-pool basis over the period that we expect to receive revenue
sireams associated with those assets. The direct costs subject to capitalization are readily quantifiable and
are not subject to estimation. We define a cost pool as the group of students that begin each academic
quarter (“Class”). The direct marketing costs that are capitatized with respect to a particular Class are
amortized using 2 method that corresponds to the amount of tuition revenue that will be recognized in each
academic quarter for that Class. Since we recoguize tuition revenue for a Class on 2 straight-Tine basis over
the program length, we also recognize the amortization of the capitalized direct marketing costs with respect
to that Class on a straight-line basis over the same period. If a student withdraws, however, any remaining
amount of the capitalized direct marketing costs related to that student is expensed immediately, because the
realizability of the remaining capitalized direct marketing costs related to that student is impaired.

o

We review the cartying amount of the capitalized direct marketing costs on 2 regular basis in order to
compare the recorded amounts with the estimated remaining future revenue streams associated with those
assets, If we determine that the value of the capitalized direct marketing costs recorded exceeds the
remaining future revenue estimated to be generated from those assets, the excess amount is written off and
recorded as an expense for the related period. The amortization method and period are based on historical
rrends of student enrollment and retention activity and are not subject to significant assumptions. We
regularly evaluate the factors used to determine the amomnts o be deferred and amortized and the future
recoverability of those deferred costs,

Direct marketing costs on the balance sheet totaled $46,706 at December 31, 2006 and §39,705 at

December 31, 2005, less accumulated amortization of $25,078 at December 31, 2006 and §22,215 at
December 31, 2005.



Insurance Liabilities. ‘We record insurance Habilities and related expenses for health, workers
compensation and other insurance reserves in accordance with the confractual tertns of the insurance
policies. We record the total liabilities that are estimable and probable as of the reporting date for our
insurance labilities that we self-insure. The accounting for our self-insured arrangements involves
estimates and judgments to determine the Hability to be recorded for reported claims and unreported claims
incurred but not reported. We consider our historical experience in defermining the appropriate insurance
reserves to record. If our current insurance claim trends were to differ significantly from our historic claim
experience, however, we would make a corresponding adjustment to our insurance reserves,

Contingent Liabilities. We are subject to various claims and confingencies in the ordinary course of
our business, including those related fo litigation, business transactions, employee-related matters and taxes,
among ofhers. When we are aware of a claim or potential claim, we assess the likelthood of any loss or
exposure. If it is probable that a loss will result and the amount of the loss can be reasonably estimated, we
record a liability for the loss. The Hability recorded includes probable and estimabie legal costs assoclated
with the claim or potential claim. If the loss is not probable or the amount of the Joss cannot be reasonably
estimated, we disclose the claim if the likelihood of a potential loss is reasonably possible and the amount
involved is material,

Treasury Stock. Repurchases of outstanding shares of our common stock are recorded at cost.
Treasury stock issued in fulfillment of stock-based compensation awards or other obligations is accounted
for under the last in, first out method.

Fair Value and Credit Risk of Financial Instruments. The carrying amounts for cash and cash
equivalents, resiricted cash, accounts receivable, accounts payable, other accrued liabilities and deferred
revenne approximate fair value because of the immediate or short-term matutity of these financial
instruments. Investments classified as available-for-sale are recorded at their market value.

The fair market value of our Jong-term debt is estimated based on current market conditions and rates
for debt that have the same characteristics and remaining maturities. As of December 31, 2006, the carrying
value and estimated fair market value of our long-term debt was $150,000.

Financial instruments that potentially subject us to credit risk consist primarily of accounts receivable
and interest-bearing investments, The credit risk of our accounts receivable is minimal, due to the small
individeal amounts owed by a large number of students which make up this balance. Our interest-bearing
investments generally consist of high-quality securities issued by various entities and major financial
institutions.

Recognition of Revenue, Tuition revenue is recorded on 2 straight-line basis over the length of the
applicable course. If a student withdraws from an institute, the standards of most state education authorities
that regulate our institutes, the accrediting commission that accredits cur institutes and our own internal
policy limit a student’s obligation for tuition and fees to the institute depending on when 2 student
withdraws during an academic quarter (“Refund Policies”). The terms of the Refund Policies vary by state,
and the limitations imposed by the Refund Policies are generally based on the portion of the academic -
quarter that has elapsed at the time the student withdraws. The greater the portion of the academic quarter
that has elapsed at the time the student withdraws, the greater the student’s obligation is to the institute for
the tuition and fees related to that academic quarter. We record revenue net of any refinds that resuit from
any applicable Refind Policy. On an individual student basis, tuition earned in excess of cash recejved is
recorded as accounts receivable, and cash received in excess of tuition earned is recorded as deferred
TeVenne.

Tuition revenue includes textbooks students use in their programs of study. We amortize the costs of
textbooks on 2 straight-Tine basis over the applicable course length and record the deferral of textbook costs
in prepaids and other current assets. Laptop computer sales and the related cost of the laptop computers are
recognized when the student receives the laptop computer. Tool kit sales and the related cost of the tool
Kits are recognized when the kit are distributed to the students, Academic fees (which are charged only
one time to students on their first day of class atiendance) are recognized as revenue on a straight-line basis
over the average program length. Deferred revenue is recorded for fees collected in excess of revenus
recognized. If a student withdraws from an institute, all pnrecognized revenue relating to his or ber fees, net |
of any refunds that result from any applicable Refund Policy, is recognized upon the student’s departure,
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An administrative fee is charged to a student and recognized as revenue when the student withdraws or
graduates from a program of study at an institute.

We report 12 weeks of tuition revenue in each of our four fiscal quarters. We standardized the
mumber of weeks of revenue reported in each fiscal quarter, because the tining of student breals i a
calendar quarter can fluctuate from guarter to quarter cach year. The total number of weeks of school
during each year js 48.

Advertising Costs. 'We expense all advertising costs as Incurred.

Equity-Based Compensation. Effective January 1, 2006, we adopted SFAS No. 123R, “Share-Based
Payment,” (“SEAS No. 123R”) which prescribes the accounting for equity instruments exchanged for
employee and director services. We followed the SEC’s guidance in Staff Accounting Builetin (“SAB”)
No. 107, “Share-Based Payment,” when we adopted SFAS No. 123R. Under SFAS No. 123R, stock-based
compensation cost is measured at the date of grant, based on the calculated fair value of the grant, and is
recognized as an expense over the period of time that the grantee must provide services to us before the
stock-based compensation is fully vested. The vesting period is generally the period set forth in the
agreernent granting the stock-based compensation. Under the terms of our stock-based compensation plans,
some grants inmmediately vest in full when the grantee’s employment or service terminates, or when he or
she is eligible to retire. As a result, under certain circumstances, the period of time that the grantee must
provide services to us in order for that stock-based compensation to fully vest may be less than the vesting
period set forth in the agreement granting the stock-based compensation. In these instances, compensation
expense will be recognized over this shorter period.

We adopted SFAS No. 123R using the modified prospective transition method. Under this transition
method, the financial statement amounts for the periods before 2006 have not been restated to reflect the
fair value method of expensing the stock-based compensation. The compensation expense recognized on of
after January 1, 2006 includes the compensation cost based on the fair value on the date of grant estimated
in accordance with: (2) SFAS No. 123, “Accounting for Stock-Based Compensation,” as amended by SFAS
No. 148, “Accounting for Stock-Based Compensation — Transition and Disclosure,” (“SFAS No. 123”) for
all stock-based compensation that was granted prior to, but vested on or after, January 1, 2006; and (b)
SFAS No. 123R for all stock-based compensation that was granted on or after Jamary 1, 2006.

We use an option pricing model to determine the fair value of stock options and we use the market
price of our coromon stock to determine the fair value of restricted stock and restricted stock units. The fair
value of the stock options granted prior to January 1, 2005 was determined using the Black-Scholes model.
For all stock options granted on or after January 1, 2005, we used a binomial option pricing model whicly,
similar to the Black-Scholes model, takes into account the variables defined below:

« “Volatility” is a statistical measure of the extent to which the stock price is expected to fluctuate during
a period and combines our historical stock price volatility and the implied volatility as measured by
actively traded steck options.

» “Expected life” is the weighted average period that those stock options are expected to remain
outstanding, based on the historical patterns of our stock option exercises, as adjusted to reflect the
current position-level demographics of the stock option grattees.

» “Risk-free interest rate” is based on interest rates for terms that are similar to the expected life of the
stock options.

» “Dividend yield” is based on our historical and expected future dividend payment practices.

The assumptions supporting these variables were consistent wnder both option pricing models.

Prior to Japuary 1, 2006, we accounted for stock-based compensation using the intrinsic value method
in accordance with Accounting Principles Board (“APB”) Opinion Ne. 25, “Accounting for Stock Issued to
Employees,” ("APB Opinion No. 25" and related interpretations, Under the intrinsic value method,
minimal compensation expense was recognized in our financial statements, because the vast majority of the
stock-based compensation that we granted was in the form of nonqualified stock options and all of the stock
options granted had exercise prices equivalent to the fair market value of our coramon stock on the grant
date.
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If the stock-based compensation expense in the year ended December 31, 2006 had been determined
in accordance with APB No, 25, instead of SFAS No. 123R, our:

« pretax operating income would have increased 83,067 in the yeat ended December 31, 2006;
» income tax benefit would have decreased approximately $1,181 in the year ended
December 31, 2006;
« net income would have increased $1,886 in the year ended December 31, 2006;
o basic earnings per share would have increased $0.04 in the year ended December 31, 2006; and
« diluted earnings per share would have increased $0.04 in the year ended December 31, 2006.

Prior to adopting SFAS No. 123K, we provided proforma disclosures under SFAS No. 123. Those
disclosures inchided proforma compensation expense related to the stock-based compensation granted to
employees and directors calentated on a straight-line basis over the full vesting period of the grants and
reflected forfeitures as they ocourred. If we had reflected the stock-based compensation for retirement-
eligible grantees over the applicable service period consistent with SFAS No. 123R, the prior period SFAS
No. 123 pro forma net income disclosed in the annual report on Form 10-K for that period would have been
approximately $95,300 in the year ended December 31, 2005, instead of the $92,005 disclosed, and
approximately $70,900 in the year ended December 31, 2004, instead of the $67,806 disclosed, The total
stock-based compensation expense ultimately realized under SFAS No. 123 and SFAS No. 123R would be
the same but the timing of when the expense would be reflected differs.

Under SFAS No. 123R, the taz benefit of tax deductions in excess of the compensation expense
resulting from the exercise of stock options is presented under cash flows from financing activities in our
Consolidated Staternents of Cash Flows. Prior to adopting SFAS No. 123R, we presented the tax benefit
resulting from the exercise of stock options under cash flows from operating activities in our Consolidated
Staternents of Cash Flows.

We generally issue shares of our cornrmon stock from treasury shares upon the exercise of stock
options. As of December 31, 2006, 13,029,471 shares of our common stock were held in treasury. Our
Board of Directors has authorized us to repurchase outstanding shares of owr common stock, but we are
unable to determine at this point how many shares we will repurchase over the next 12 months. See Note 3
for additional disclosures regarding our stock repurchases.

Operating Leases. We lease our non-owned facilities under operating lease agreements. Common
provisions within our operating lease agreements inclhude:

» renewal options, which can be exercised after the initial lease term;
« rent escalation clanses;

» tenant improvement allowances; and

s rent holidays.

We record the rent expense associated with each opetating lease agreement evenly over the term of the
lease in accordance with SFAS No. 13, “Accounting for Leases.” The difference between the amount of
rent expense recorded and the amount of rent actually paid is recorded as accrued rent on our Consolidated
Balance Sheets, :

Income Taxes. Tn accordance with SFAS No. 109, “Accounting for Income Taxes,” we account for
income taxes using the asset and liability method, which requires the recognition of deferred tax assets and
linbilities for expected future tax consequences of temporary differences that currently exist between the fax
bases and financial reporting bases of our assets and liabilities.
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Earnings Per Common Share. Earnings per commen share for all periods have been caleulated in
conformity with SFAS No. 128, “Barnings Per Share.” ‘This data is based on historical pet income and the
average number of shares of our cornmon stock outstanding during each period as sef forth in the following
table:

Year Ended December 31,
2006 2005 2004
(In thousands)

N o P St o S LA ST A e O SRR
PSR e
Weighted average number of shares

of common st
s

Outstanding shares for dilute
earnings per share calculation 43,629 47,112 46,808

A total of 30,000 shares for fiscal year 2006; 1,000 shares for fiscal year 2005 and 613,000 shares for fiscal
year 2004 have been excluded from the caleulation of our diluted earnings per commen share because the
effect was anti-dilutive.

New Accounting Pronouncements. In July 2006, the Financial Accounting Standards Board
(“FASB™) issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes, an interpretation of
FASB Statement No. 109,” (“FIN No. 48™), which prescribes a single, comprehensive model for how 2
company should recognize, measure, present and disclose in its financial staternents uncertain tax positions
that the company has taken or expecis to teke on 2 tax return. FIN No. 48 is effective for fiscal years
beginning after December 15, 2006. We estimate that the adoption of FIN No, 48 will increase retained
earnings as of January 1, 2007 by up to $2,000 for income tax benefits not previously recognized.

In Septeraber 2006, the FASB issued SFAS No. 157, “Fair Value Measarements,” (“SFAS No. 1577,
which provides guidance on the use of fair value to measure assets and Habilities and expands the disclosure
required in a company’s financiel statements for fair value measurements. SFAS No. 157 will apply
whenever other accounting pronouncements require or permit fair value measurements for assets and
Jiabilities and is effective for fiscal years beginning after November 15, 2007. We will adopt SFAS No.

157 no later than Jamuary 1, 2008 and have not determined the effect that the adoption will have on our
consolidated financial staternents.

Also in September 2006, the FASE issued SFAS No. 158, “Employers’ Accounting for Defined
Pension and Other Postretirement Plans — an amendment of FASB Statements No. 87, 88, 106 and 132(R),”
(“SFAS No. 158”), which requires that the funded status of a defined benefit poswretirenent plan be
recognized on a compatyy’s balance sheet, and that any changes in the finded status of that type of plan be
recognized through comprehensive income. Those provisions of SFAS No. 158 are effective for fiscal
years ending after December 15, 2006, We recorded an asset of $8,277 for our qualified pension plan, 2
Hability of $1,656 for our nonqualified pension plan and $6,533, net of tax, in accumulated other
comprehensive income on our December 31, 2006 Consolidated Balance Sheet. Retrospective application
of SFAS No. 158 is not permitted and, therefore, prior year balances and activity related to the pension
plaps have not been changed. See Note 10 for additional disclosure regarding our pension plans.

SFAS No. 158 also requires 2 company to measure the funded status of a defined benefit
postretirement plan as of the date of the company’s year-end balance sheet. This provision of SFAS No,
158 is effective for fiscal years ending after December 15, 2008 and will be adopted by us no later then
December 31, 2008. We have not determined the effect that the adoption of this provision of SFAS No.
15% will have on our consolidated financial statermnents.
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In February 2007, the FASB issued SFAS No. 139, “The Fzir Value Option for Financial Assets and
Financial Liabilities,” (“SFAS No. 159"), which permits companies to choose to meastre certain financial
instruments and other items at fair value that are not currently required to be measured at fair value. SFAS
No. 159 is effective for fiscal years beginning after November 15, 2007. We will adopt SFAS No. 159 no
fater than January 1, 2008, We have not determined the effect that the adoption of SFAS No. 159 will have
on our consolidated financial statements.

2. Eguity Compensation Flans
We have adopted the following equity compensation plans, referred to collectively as the “Plans™

« 2006 JTT Educational Services, Inc. Equity Compensation Plan - Awards may be grauted to our employees
and directors under the 2006 ITT Educational Services, Inc. Equity Compensation Plan (“2006 Equity
Compensation Plan”) in the form of stock options (incentive and nonqualified), stock appreciation rights
(“SARs”), restricted stock, restricted stock units (“RSUs™), performance shares, performance units and other
stock-based awards as defined in the plan. The maximum number of shares of our common stock that may
be issued pursuant to awards under fhis plan is 4,000,000 Fach share underlying stock options and SARs
granted and not forfeited or terminated, reduces the number of shares available for future awards by one
share. The delivery of a share in connection with a “full-valne award” (i.e., an award of restricted stock,
RSUs, performance shares, performance units or any other stock-based award with value denominated in
shares) reduces the number of shares resaining for other awards by three shares. As of December 31, 2006,
restricted stock, RSUs and nonqualified stock options have been awarded under this plan.

o 1699 Outside Dirvectors Stock Option Plarn - A maximum of 500,000 shares of our common stock were
available to be issued upon the exercise of nongualified stock options granted to non-employee directors
under the 1999 Outside Directors Stock Option Plan (1999 Directors Stock Plan™, .

e 1997 ITT Educational Services, Inc. Incentive Stock Plan - A maximum of 8,100,000 shares of our counon
stock were available to be issued upon the exercise of stock options and pursuant to other forms of awards
under the 1997 ITT Educational Services, Inc. Incentive Stock Plan (%1997 Stock Plan™), but no more than
70% of the total nunber of shares on a cumulative basis could have been used for resiricted stock or
performance share awards. A maximum of 1.5% of our outstanding shares of common stock could have
been jssued annually, with any unissued shares available to be issued in later years.

o ITT Educational Services, Inc. 1994 Stock Option Plan - A maximum of $10,000 shares of our commen
stock were available to be issued upon the exercise of nonqualified stock options granted under the [TT
Educational Services, Inc. 1994 Stock Option Plan (“1994 Stock Plan™).

No additional awards have been or will be granted after May 9, 2006 under the 1999 Directors
Stock Plan or the 1997 Stock Plan. No awards have been granted under the 1994 Stock Plan since the plan
expired on December 29, 2004,

We recognized $3,067 of stock-based compensation and a related income fax benefit of $1,181 in our
net income for the vear ended December 31, 2006. We did not capitalize any stock-based compensation
cost in the year ended December 31, 2006,

As of Decemaber 31, 2006, we estimated that pre-tax compensation expense for unvested stock-based
compensation grants in the amount of approximately $1,828, net of estimated forfeitures, will be recognized
in future periods. This expense will be recognized over the remaining service period applicable to the
grantees which, on a weighted-average basis, is approxinately 2.2 years.
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In the years ended December 31, 2005 and 2004, we did not recognize any stock-based corpensation
expense in our Consolidated Statements of Income in accordance with APB Opinion No. 25. I the
compensation expense related to the stock-based compensation for the years ended December 31, 2005 and
5004 had been determined based on the fair value of the stock-based compensation at grant date consistent
with SFAS No. 123, our compensation expense would have increased and our net income and earnings per
share would have been reduced to the pro forma amounts indicated below:

Year Ended December 31,

SRR R e
Deduct; Total stock-based compensation expense
determined under the fair value based method,
net of tax T e -
e

th

R
R

On October 24, 2005, the Compensation Committee of our Board of Directors accelerated the vesting
of all unvested, nonqualified stock options granted to our employees and directors that had exercise prices
greater than the closing price of our common stock on that date. In addition, certain of our executives were
awarded nongualified stock options during 2005 that were fully vested and imroediately exercisable. The
purpose for accelerating the vesting and award of those stock options was to reduce our compensation costs
associated with those stock options upon our adoption of SFAS No. 123R in 2006.

Stock Optiens. Under the Plans, the stock option exercise price may not be Jess than 100% of the fair
market value of our common stock on the date of grant. The maximurmn term of any stock option granted
under the 2006 Equity Compensation Plan may not exceed seven years from the date of grant, and those
stock options will be exercisable at such times and under conditions as determined by the Compensation
Committee of our Board of Directors, subject to the limitations contained in the plan.

Under the 1999 Directors Stock Plan, the stock options granted typically vested and became
exercisable on the first anniversary of the grant. The maximum term of any stock option granted uader the
1599 Directors Stock Plan was: (2) 10 years from the date of grant for any stock options granted-prior to
Yanuary 25, 2005; and (b) seven years from the date of grant for any stock options granted on of after
Januwary 23, 2005,

Under the 1997 Stock Plan, the stock options granted typically vest and become exercisable in three
equal annual instaliments commencing with the first anniversary of the date of grant. The maximum term of
any stock option granted under the 1997 Stock Plan was 10 years and 2 days from the date of grant.
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The stock options granted, forfeited, exercised and expired during the period indicated are as follows:

Year ¥nded December 31, 2006
Weighted Weighted
Number Average Aggregate Average Aggregate
Exercise Exercise Remaining Intrinsic
Pricc  Co o
T R
o

o BB
SH R
wsERae

AT }%2’960%&' et
583,341

hemgat beainiim

i ea e

A N A
e
e —
EXpiteday L
Outstanding at end o
v Fz

e D000 OO

(1) The aggregate infrinsic value of the stock options was calculated by subtracting the weighted
average exercise price from the closing market price of our common stock on December 29,
2006, and multiplying the result by the pumber of options outstanding or exercisable, as
applicable.
nformation regarding the stock options granted and exercised during the years ended December 31,
2006, 2005 and 2004 is as follows:

Year Ended
December 31,

Ty o b (I e B U =
S

ol sversge for valhe
o s f A T s 3 7 R fa]
FSistoptions exercised i - |
2
TR R PR R GO Ry 3
AT OR OpOS EXerclseu A 6005
from stock options exercised 5

The infrinsic value of a stock option is the difference between the fair market value of the stock and the
option exercise price.

The fair vahie of our stock options was determined at the grant date using the Black-Scholes option
pricing modet for stock options granted prior to January 1, 2005 and a binomial option pricing model for
stock options granted on and after January 1, 2005. We recognize the fair value of stock options as
compensation expense over the service period applicable to the grantee using the straight-line method.

The fair value of each stock option grant was estimated on the date of grant using the following

assumptions:
Year Ended December 31,
_2(_)06 2005 2004
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Restricted Stock and RSUs. Under the 1997 Stock Plan, restricted shares awarded were subject o a
restriction period set by the Compensation Comunittee of our Board of Directors, during which time the
shares may not be sold, transferred, assigned or pledged. For restricted stock awards issued wnder the 1997
Stock Plan during the year ended December 31, 2006, the restriction period ends on the third anniversary of
the date of grant. Under the 2006 Equity Compensation Plan, restricted shares and RSUs awarded are
subject 1o a restriction period of at least: {a} three yoars in the case of a time-based period of restriction; and
(b) one year in the case of a performance-based period of restriction. All restricted shaves and RSUs
awarded under the 2006 Equity Compensation Plan as of December 31, 2006 have a time-based restriction
period that ends on the third anniversary of the date of grant. We determine the fair value of the restricted
stock and RSUs granted based on the closing market price of our common stock on the date of grant. We
recognize the fair value of the restricted stock and RSUs as compensation expense over the service period
applicable to the grantes using the straight-line method.

The following table sets forth the restricted stock and RSUs that were granted, forfeited and vested
during the period indicated:
Year Ended December 31, 2006

Number ‘
of Shares of Weighted Weighted
Restricted Average Number Average
GrantPrice ~of RSUs - Grant Price
e S e S A A :

v T e R e
Emtmende s e

SRl

3.  Stock Repurchases

1n October 2002, our Board of Directors authorized us to repurchase 5,000,000 shares of our common
stock and, in April 2006, our Board of Directors authorized us to repurchase an additional 5,000,000 shares
of our common stock (the “Repurchase Program™). As of December 31, 2006, 2,681,100 shares were
available for repurchase under the Repurchase Program. The terms of the Repurchase Program provide that
we may repurchase shares of our common stock, from time to time depending on market conditions and
other considerations, in the open market or through privately negotiated transactions in accordance with
Rule 10b-18 of the Securities Bxchange Act of 1934, as amended (the “fixchange Act™). Unless earlier
terminated by our Board of Directors, the Repurchase Program will expire when we repurchase all shares
authorized for repurchase thereunder.

In the year ended December 31, 2006, we repurchased 5,606,600 shares of our common stock for
$362,973, or at an average price of $64.74 per share. In the year ended December 31, 2005, we
repurchased 928,600 shares of our common stock for $55,605, or at an average price of $59.88 per share.

4, Debi

On December 22, 2006, we entered into a credit agreement with 2 single lender to borrow up to
$150,000 under a revolving credit facility. The credit facility will be used to allow us to continue
repurchasing shares of our coramon stock while maintaining compliance with certain ratios required by
various education authorities that regulate us. The credit agreement mafures on October 1, 2009 and the
amount of credit availsble thereunder decreases by $21,429 each calendar quarter beginning April 1, 2008.
We have the option to borrow under the credit agreement on either a secured or unsecured basis which,
subject to certain conditions, can be changed by us at any time upon ten days prior written notice to the
lender. Certain investments held in a pledged account serve as the collateral for any secured botrowings
under the credit agreement.
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The availability of borrowings under the credit agreement is subject to our ability at the time of
borrowing to satisfy certain specified conditions. These conditions include an absence of default by us, as
defined in the credit agreement, and that certain representations and warranties contained in the credit
agreement continue to be true and accurate. We are also required to maintain a certain maximum leverage
ratio and a minimum ratio of cash and investments to outstanding indebtedness at the end of each of our
fiscal quarters. We were in complance with those ratio requirements as of December 31, 2006.

Borrowings under the credit agreement bear interest at variable rates based on fixed increments over
the London Interbank Offered Rate. We pay a commitment fee of 0,15% per anoum of the mmsed amount
of the credit facility. As of December 31, 2006, the borrowings tmder the credit agreement were $150,000, -
all of which were unsecured, and bore interest at a rate of 5.73% per annum. No inferest was paid on the
borrowings during the year ended December 31, 2006.

On January 8, 2007, we converted the $150,000 of unsecured borrowings to secured borrowings under
the credit agreement at an inferest rate of 5.47% per annum, at which time approximately $157,950 of our
vestments served as collateral for the secured borrowings under the credit agreement.

5. Special Legal and Other Investization Costs

Consistent with our accounting policy for contingent liabilities, we periodically reassess the probable
and estimable legal costs associated with a claim or a potential claim. As of December 31, 20006, we had an
accrual of $148 for estimated costs associated with the U.S. Department of Justice (“DOJ7) investigation of
us, the inquiry initiated by the SEC into the allegations investigated by the DOJ, and the securities class
action, shareholder derivative and books and records inspection lawsuits filed against us and certain of our
current and former officers and directors (collectively, the “Actions”). In the year ended
December 31, 2006, we were billed $279 for legal costs associated with the Actions. We recorded a net
charge of $1,219 in the year ended December 31, 2005 for estimated legal costs associated with the
Actions, and we were billed $5,117 for those legal costs during 2003. In accordance with the financial
aceounting standards for Joss contingencies, we have accrued what we believe to be a reasonable estimate of
costs that are probable we will incur.

6. Financial Aid Programs

We participate in varions federal student financial aid programs under Title TV (“Title IV Programs”)
of the Higher Education Act of 1965, as amended (“HEA™). Approximately 57% of our 2006 revenue,
determined on a cash accounting basis as defined by the ED regulations, was indirectly derived from fonds
distributed under these programs.

We administer the Title IV Programs in separate accounts as required by government regulation. We
are required to administer the funds in accordance with the requirements of the HEA and the ED'’s
regulations and must use due diligence in approving and disbursing funds and servicing loans. It the event
we do not comply with federal requirements, or if student loan default rates rise to a level considered
excessive by the federal government, we could lose our eligibility to participate in Title TV Programs or
could be required to repay funds determined to have been improperly disbursed. Qur management believes
that we are in substantial compliance with the federal requirements.
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7. Investments
The following table sets forth how our investments were classified on our Consolidated Balance
Sheets as of the dates indicated;

As of December 31,
20306 2008
Available- Held-to-~ Available- Held-to-
For-Sale Maturify Total For-Sale Maturity Total

$382.015
; %;q%“u R

s

Shott-ferm investipents
R G P

TR

‘ sios007
NG CaToanh <

e S

$195,007 5382,913

The following table sets forth the aggregate fair market value of our available-for-sale investments and
apgregate amortized cost of our held-to-maturity investments as of the dates indicated:
As of December 31,
‘ 2006

" s P BT ST Gt e
B e
_$ 21,300
Skt mrfmv q@g?%? ke ;"(fg I"'. &2
sy : B
BRI h.i&jﬁgg 5% et
$ 185,335

RS T Y Thvestnent S nanEREE
Marketable debt securities $ 9472
We had no material gross unrealized holding or realized gains (losses) from our investments in
auction rate securities and variable rate demand notes in the years ended December 31, 2006, 2005 and
2004. All income generated from those investments was recorded as interest income.
The components of investment income included in interest income, net in the Consolidated Statements
of Income for the periods indicated were as follows:

S

Year Ended December 31,
2606 2005 2004

’?5 )ﬂmmwi:gx_ﬁrc 2 TR
£ Y s i A

Hctinieal

58,935

The following table sets forth the contractual maturifies of our debt securities classified as available-
for-sale and held-to-maturity as of December 31, 2006

Available~ Held-to-
Contractual Maturity o forSale o Maturty
D W ae e R G

ij}j after ﬁﬁ}'g years thro 13,235 e
-Eim"\‘.‘% o ‘g;«,f,g‘gm- o ‘@:: S et ﬂé{?g&ﬁ e SRR,
%Q‘Iﬁ ..»hug «551436'%4‘3 5 i’g‘ﬁ' ety .‘a 857 I‘?}éﬁ?«@v ’%@}aﬁ‘ s i

$ 164,235 $ 9472
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8. Property and Equipment
The following table sets forth our property and equipment, net, as of the dates indicated:

As of December 31,
2006 2005

TR e B £x
e i T ;.
Buildings and building improvements 18281 03003
PR R e

Software sy

506
SRR e e N A S L e i 2 ; Dy
Moot cE 2
d and land o 28

Lan
Less: Accumulated depreciation ...
PR R AR el .
Software includes purchased and internally developed soffware. Accumulated depreciation inchudes
accumnlated amortization of capitalized software of $7,830 &t Decersber 31, 2006 and §7,088 at
December 31, 2005. We recorded software amortization expense of $3,808 in the year ended December
31, 2006, $2,147 in the year ended December 31, 2005, and $2,380 in the year ended December 31, 2004.
We recorded depreciation and amortization expense for famiture and squipment, leasehold improvements
and buildings and building improvernents i the amount of $17,833 in the year ended December 31, 2006,
$15,672 in the year ended December 31, 2005 and $15,869 in the year ended December 31, 2004,

9,  Income Taxes

The following table sets forth the components of the provision for income taxes for the periods
indicated:

Year Ended December 31,
2006 2005 2004
e -

3

et
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The following table sets forth the components of our deferred income tax assets (liabilities) as of the
dates indicated:
As of December 31,
2005
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Net deferred income tax {liability) $(8,942) $(11,173)
The difference between the U.S. federal statutory income tax rate and our effective income tax rate as &
percentage of income for the periods indicated is reconciled in the following table:

Year Ended December 31,
20066

S
L dy

B S cocabon hE N B
el ST D

~ State income faxes, net of feiiegg]

gy bl

T e e
e e s s e .
Effective income tax rate 37.5 39.0%

Tn 2006 and 2005, our tax exempt investment income was greater than in prior years, which had a favorable
effect on our effective income tax rate in 2006 and 2005 compared to 2004, We also implemented certain
state tax planning strategies during 2005 which resulted in a decrease in our state income tax rate.

10. Employee Benefit Plans

Ewmployee Pension Benefits, Our ESI Pension Plan, 2 non-contributory defined benefit pension plan,
commonly referred to as a cash balance plan, covers substantially alf of our employees who began their
employment with us prior to June 2, 2003. This plan provides benefits based on an employee's anmual
earnings times an established percentage of pay determined by the employee’s age and years of benefit
service. Bffective June 2, 2003, we closed participation in the EST Pension Plan to all new employees.
Employees who begin their employment with us on or after June 2, 2003 do not participate ir the ESI
Pension Plan.

Our BS1 Excess Pension Plan, a nonqualified, unfunded retirement plan, covers a select group of our
management. This plan provides for payment of those benefits at retirernent that cannot be paid from the
ESI Pension Plan due to federal statutory Hamits on the amount of benefits that can be paid and
compensation that can be recognized under a tax-qualified retirement plan. The purpose of the ESI Excess
Pension Plan is to restore benefits earned, but not available, to eligible employees under the ESI Pension
Plan due to federal Bimitations on the amount of benefits that can be paid and compensation that may be
recognized under a tax-qualified retirement plan.
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The benefit accruals under the ESI Pension Plan and the ESI Bxcess Pension Plan for all participants
in those plans were frozen effective March 31, 2006, such that no further benefits accrue under those plans
after March 31, 2006, Participants in those plans, however, continue to be credited with vesting service and
interest according to the terms of the EST Pension Plan and the ESI Excess Pension Plan.

All information below is based on an actoarial valuation date as of September 30.

Our accumulated benefit obligation was $54,743 at December 31, 2006 and $51,801 at
December 31, 2005,
The following table sets forth the change in projected benefit obligation for the periods indicated:

Year Ended December 31,
2005
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The following table sets forth the change in plan assefs for the periods indicated:
Year Ended December 31,

2006 2005
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The following table sets forth the fair value of total plan assets by major asset category as of the
measurement date used for the periods indicated:
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The following table sets forth the amounts recognized in our Consolidated Balance Sheets as of th
dates indicated:

As of December 31,

2006 _ 2005
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The following table sets forth the amounts recognized in acourmulated other comprehensive income,
pre-tax, in our Consolidated Balance Sheets as of the dates indicated:

As of December 31,

%ﬁ@%ﬁf i S A AT f ‘.‘. et TR v".‘ «: Iﬁa‘f«g R et
Total $10,748 3 9,899

The following table sets forth the components of net periodic pension benefit cost for the periods
indicated:

Year Ended December 31,
s 2006 .
S R e R R e AR

e R

ERerVICECOS

Interest cost
re ek

_Netperiodic benefitcost = . e $ 1033 8 7,
TR g G A

Total benefit cost “ $ 340 $ 7.87

The amount of net loss and prior service cost in sccumulated other comprehensive income expected to be
recognized as components of net periodic benefit cost during fiscal year 2007 are $552 and $0, respectively.

The incremental effect of applying SFAS No. 158 on individual line items in the Consolidated
Ralance Sheet as of December 31, 2006 is as follows:

Before Adjustment for Before
Application of Additional Application of After
SFAS No. 158 Minimum SFAS No. 158 SEAS No. Applicatio
(without AMIL Liability {with AML 158 Adoption B of SEAS
. Adi .

o Adjustment __ No.158

L et L

e
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et h 15-65&’\*61%.\ . s w6 5,9.16- remtdrae,

Emtah e e e
(1) Accumulated other comprehensive income (loss). .
The weighted-average assumptions used to determine benefit obligations as of September 30, 2006 and

2005 are as follows:
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The weighted-average assumptions used to determine net periodic pension cost in the years ended
September 30, 2006, 2005 and 2004 are as follows:
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Expected long-term }:am on plan assets

S e
The amortization of any prior service cost is determined using a straight-line amortization of the cost

over the average remaining service period for employess expected to receive bepefits under the pension

plans, as permitted under Paragraph 26 of SFAS No. 87, “Employers’ Accounting for Pensions.”
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The following table sets forth the benefit payments that we sxpect to pay from the pension plens in the
periods indicated; ‘
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Fiscal 2012 - 20 $21,100

We invest plan assets based on a total return on investment approach, pursuant to which the plan
assels include a diversified blend of equity and fixed income investments toward a goal of maxirizing the
long-term rate of retun without assuming an unreasonable level of investment risk, We determine the level
of risk based on an analysis of plan iiabilities, the extent to which the value of the plan assets satisfies the
plan liabilities and our financial condition. Our investment policy includes target allocations ranging from
30% to 70% for equity investments, 20% to 60% for fixed incoms investments and 0% to 50% for cash
equivalents, The equity portion of the plan assets represents growth and value stocks of small, medium and
large companies. We measure and monitor the investment risk of the plan assets both on a quarterly basis
and annuaily when we assess plan Habilities.

We use a building block approach to estimate the long-term rate of return on plan assets. This
approach is based on the capital market principle that the greater the volatility, the greater the return over
the long term. An analysis of the historical performance of equity and fixed income investments, together
with current market factors such as the inflation and interest rates, are used to help us make the assumptions
necessary to estimate a long-term rate of return on plan assets. Onoe this estimate is made, we review the
portfolio of plan assets and make adjustments thereto that we believe are necessary to reflect a diversified
blend of equity and fixed income investments that is capable of achieving the estimated long-term rate of
retarn without assuming an unreasonable level of investment risk. We also compare the portfolio of plan
assets to those of other pension plans to help us assess the suitability and appropriateness of the plan
investmerts.

We determine our discount rate by using the Moody’s Aa corporate bond rate as of our actuarial
valuation date. The average lives of the bonds used to determine this benchmark rate approximate the
periods represented in our pension plan actuarial valuation.

In January 2006, we contributed $15,000 to the ESI Pension Plan and do not expect to make any
confribution to the ESI Pension Plan in 2007.

During 2006, prior to the adoption of SFAS No. 158, we decreased out minimum pension liability by
$9,899 as a result of

» funding the BSI Pension Plan with a $15,000 contribution; and
« refinements made to our future expected benefit payment assumptions due to freezing the Pension
Plans.

We also recorded a corresponding $6,016 increase in shareholders” equity, which was net of a $3,883
deferred tax asset. During 2003, we increased our minimum pension Hability by $798 as a result oft

o obtaining an investment return on plan assets that was less than our original estimates;

» a decrease in our discount rate; and

» refinements made fo our fiture expected benefit payment assumptions.

We also recorded a corresponding $484 reduction in shareholders equity, which was net of a $314 deferred
tax asset.
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Retirement Savings Plan. Our ES1 401(k) Plan, a defined contribution plan, covers substantially all
of our employees. Prior to March 19, 2004, our contributions under the ESI 401(k) Plan were made in cash
to a fund that invested in our cormmon stock, which a plan participant could not redirect to other plan
investment options until the participant reached age 55. All of our contributions under the ESY 401(k) Plan
that we have made on and after March 19, 2004 have been in the form of cash to plan investment options
directed by the participant.

Our ESI Excess Savings Plan, a nonqualified, unfunded deferred compensation plan, covers a select
group of our management, The plan provides for salary deferral of contributions that the participants are
unable to make urider the ESI 401(k) Plan and our contributions that cannot be paid ander the ESI 401(k)
Plan due to federal statutory limits on the amount that an employee can confribute under a defined
contribution plan. The practical effect of the ESI Bxcess Savings Plan is to provide a savings plan to all of
our employees on a uniform basis.

The costs of providing the benefits under the EST 401(k) Plan and BSf Excess $Savings Plan (including
certain administrative costs of the plans) were $3,836 in the year ended December 31, 2006, $3,761 in the
year ended December 31, 2005, and $3,246 in the year ended December 31, 2004,

11, Commitments and Contingencies

As part of our normal operations, one of our insurers issues surety bonds for us that are required by
various education authorities that regulate us. We are obligated to reimburse our insurer for any of those
surety bonds that are paid by the insurer, As of December 31, 2006, the fotal face amount of those sursty
bonds was approximately $17,500. In addition, as of December 31, 2006, we provided irevoceble standby
letters of credit in the amount of $1,477 to secure the payment of construction costs associated with a
facility that we built in 2006 and the payment of our workers® compensation claims.

Lease Conmitments, We lease our non-owned facilities under operating lease agreements. A majority
of the operating leases contain renewal options that can be exercised after the initial lease ferm. Renewal
options are generally for periods of one to five years. All operating leases will expire over the next 10 years
and we expect that;

» those leases will be renewed or replaced by other leases in the normal course of business;
« we may purchase the facilities represented by those leases; or
e we may purchase or build other replacement facilities.

There are no material restrictions imposed by the Jease agreements, and we have not entered info any
significant guarantees related to the leases. We are required to make additional payments under the
operating lease terms for taxes, insurance and other operating expenses incurred during the operating lease
period.

Rent expense under our operating leases was $27,866 in the year ended December 31, 2006, $30,038
in the year ended December 31, 2005, and $26,546 in the year ended December 31, 2004, Future minimum
rental payments required under our operating leases that have initial or remaining non-cancelable lease
terms In excess of one year as of December 31, 2006 are as follows: :
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Contingent Liabifities. On March 4, 2005, we were served with a qui tam action that was filed on
April 8, 2004 in the United States District Court for the Southern District of Indiana by a former employes
(“relator”) on behalf of himself and the federal government under the following caption: United States of
America ex rel. Robert Olson v, ITT Educational Services, Inc. d/b/a ITT Technical Institute (the “Olson
Action™). We were served with the Olson Action after the DOJ declined to intervene in the litigation. On
June 24, 2005, the relator filed an amended complaint in the Olson Action. On January 9, 2006, the court
dismissed the Olson Action without prejudice and gave the relator an opportunity to replead his complaint,
On March 20, 2006, the relator filed a second amended complaint under seal. On April 18, 2006, the DOJ
again declined to intervene in the litigation and the court unsealed the second amended complaint. Inthe
second amended complaint, the relator alleges that we violated the False Cleims Act, 31 US.C. § 3729, o
seq., by knowingly making and using faise records and statements refating to, among other things, student
recruitment, admission, enrollment, attendance, grading, testing, graduate placement, programs of study and
course materials in order to fraudulently obtain student loans and tuition from the federal government. The
complaint seeks an unspecified judgment and attorney’s fees and costs. ‘We intend to defend ourselves
vigorously against the allegations in the complaint.

A qui tam action is a civil Jawsuit brought by one or more individuals (a qui tam “relator”) on behalf
of the federal or state government for an alleged submission to the government of a false claim for payment.
A qui tam action is always filed under seal and remains under seal until the government decides whether fo
infervene in the litigation. Whenever a relator files a qui tam action, the government typicaily initiates an
investigation in order to determine whether to intervene in the litigation. If the government intervenes, it has
primary control over the fitigation. If the government declines to intervene, the relator may pursue the
litigation on behalf of the governiment, If the government or the relator is successful in the litigation, the
relator receives a portion of the government’s recovery.

We cannot assure you of the ultimate cutcome of any Htigation involving us. Any litigation alleging
violations of education or consumer protection laws and/or regulations, misrepresentation, frand or
deceptive practices may also subject our affected institutes to additional regulatory scrutiny.
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Exhibit 1

Managemen{’s Report on Internal Conirol Over Financial Reporting

We are responsible for establishing and maintaining adequate internal conirol over our financial
reporting, as defined in Rules 13a-15(f) and 15d-15(f) of the Exchange Act ("ICFR”). Our ICFR isa
process designed fo provide reasonable assurence regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting
principles and includes those policies and procedures that:

« pertain to the maintenance of our records that in reasonable detail accurately and fairly reflect our
transactions and asset dispositions;

» provide reasonable assurance that our transactions are recorded as necessary (o permit the
preparation of our financial statements in accordance with generally accepted accounting
principles;

s provide reasonable assurance that our receipts and expenditures are being made only in accordance
with authorizations of our management and Board of Directors (as appropriate); and

e provide reasonable assurance regarding the prevention or timely detection of any unauthorized
acquisition, use or disposition of our assets that could have a material effect on our financial
staterments.

Reasonable assurance, as defined in Section 13(b}(7) of the Exchange Act, is the level of detail and degree
of assurance that would satisfy prudent officials in the conduct of their own affairs in devising and
maintaining a system of internal accounting controls.

Due to its inherent limitations, internal control over financial reporting may not prevent or detect
misstetements. In addition, projections of any evaluation of effectiveness to future periods are subject to
the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

Under the supervision and with the participation of our management, including our principal executive
officer and principal financial officer, we assessed the effectiveness of our ICFR as of December 31, 2006.
Our assessment included extensive documenting, evaluating and testing of the design and operating
effectiveness of our ICFR. In making this assessment, our management used the criteria for Internal
Control-Integrated Fromework set forth by The Committee of Sponsoring Organizations of the Treadway
Commission. These criteria are in the areas of control environment, risk assessment, control activities,
information and communication, and monitoring. Based on our assessment using these criteria, our
management concluded that we maintained effective ICER as of December 31, 2006,

Our management's assessment of the effectiveness of our ICFR as of December 31, 2006 has been
audited by PricewaterhonseCoopers LLP, our independent registered public accounting firm, as stated in ifs
accompanying report.

ITT Bducational Services, Inec.

Carmel, Indiana
February 23, 2007
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