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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)
x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended March 31, 2012

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File Number: 001-33883

K12 Inc.

(Exact name of registrant as specified in its charter)
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Delaware 95-4774688
(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)

2300 Corporate Park Drive

Herndon, VA 20171
(Address of principal executive offices) (Zip Code)
(703) 483-7000

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports) and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§ 232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act.
(Check one):

Large accelerated filer x Accelerated filer

Non-accelerated filer ~ (Do not check if a smaller reporting company) Smaller reporting company
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes ©~ No x

As of May 1, 2012 the Registrant had 36,445,790 shares of Common Stock, $0.0001 par value outstanding.
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Item 1. Financial Statements (Unaudited).

PARTI FINANCIAL INFORMATION

K12 INC.

UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

Current assets
Cash and cash equivalents

Restricted cash and cash equivalents

ASSETS

Accounts receivable, net of allowance of $2,891 and $1,777 at March 31, 2012 and June 30, 2011, respectively

Inventories, net
Current portion of deferred tax asset
Prepaid expenses

Other current assets

Total current assets

Property and equipment, net

Capitalized software development costs, net
Capitalized curriculum development costs, net
Intangible assets, net

Goodwill

Investment in Web International

Deposits and other assets

Total assets

LIABILITIES, REDEEMABLE NONCONTROLLING INTEREST AND EQUITY

Current liabilities

Accounts payable

Accrued liabilities

Accrued compensation and benefits
Deferred revenue

Current portion of capital lease obligations
Current portion of notes payable

Total current liabilities

Deferred rent, net of current portion

Capital lease obligations, net of current portion
Notes payable, net of current portion

Deferred tax liability

Other long term liabilities

Table of Contents

March 31,
2012

June 30,
2011

(In thousands, except
share and per share data)

$ 123,653

1,501
205,307

27,525

4,969
14,428
12,973

390,356
61,385
29,496
56,962
37,912
62,404
10,000

3,219

$ 651,734

$ 17,276
16,252
16,127
46,558
16,571

1,137

113,921
5,499
17,541
1,162
15,283
3,191

$ 193,099

1,501
96,235

30,554
7,175
10,424
9,111

348,099
46,625
24,386
55,619
38,291
55,627
10,000

3,448

$ 582,095

$ 21,176
14,126
13,086
21,907
11,914

1,443

83,652
4,698
8,552
2,299
9,604
3,343
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Total liabilities 156,597 112,148

Commitments and contingencies
Redeemable noncontrolling interest 17,200 17,200

Equity:
K12 Inc. stockholders equity
Common stock, par value $0.0001; 100,000,000 shares authorized; 36,389,121 and 35,927,452 shares issued and

outstanding at March 31, 2012 and June 30, 2011, respectively 4 4
Additional paid-in capital 521,503 512,181
Series A Special Stock, par value $0.0001; 2,750,000 issued and outstanding at March 31, 2012 and June 30, 2011 63,112 63,112
Accumulated other comprehensive income 157 28
Accumulated deficit (110,961) (126,704)
Total K12 Inc. stockholders equity 473,815 448,621
Noncontrolling interest 4,122 4,126
Total equity 477,937 452,747
Total liabilities, redeemable noncontrolling interest and equity $ 651,734 $ 582,095

See accompanying summary of accounting policies and notes to unaudited condensed consolidated financial statements.
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K12 INC.

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Three Months Ended Nine Months Ended
March 31, March 31,
2012 2011 2012 2011
(In thousands, except share and per share data)
Revenues $ 178,175 $ 130,293 $ 538,005 $ 394,167
Cost and expenses
Instructional costs and services 105,955 77,727 314,410 229,004
Selling, administrative, and other operating expenses 53,619 36,763 175,836 122,438
Product development expenses 7,012 4,972 20,810 12,318
Total costs and expenses 166,586 119,462 511,056 363,760
Income from operations 11,589 10,831 26,949 30,407
Interest expense, net (265) (307) (722) (970)
Income before income tax expense and noncontrolling interest 11,324 10,524 26,227 29,437
Income tax expense (4,638) (5,260) (11,311) (14,310)
Net income K12 Inc. 6,686 5,264 14,916 15,127
Add net loss attributable to noncontrolling interest 291 335 827 509
Net income attributable to common stockholders, including
Series A stockholders $ 6,977 $ 5,599 $ 15,743 $ 15,636
Net income attributable to common stockholders per share,
excluding Series A stockholders:
Basic $ 0.18 $ 0.17 $ 0.41 $ 0.47
Diluted $ 0.18 $ 0.16 $ 0.41 $ 0.46
Weighted average shares used in computing per share
amounts:
Basic 35,876,629 30,958,807 35,753,156 30,620,330
Diluted 35,913,576 31,758,313 36,023,023 31,327,544

See accompanying summary of accounting policies and notes to unaudited condensed consolidated financial statements.
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K12 INC.

UNAUDITED CONDENSED CONSOLIDATED STATEMENT OF EQUITY (DEFICIT)

(In thousands, except share
data)

Balance, June 30, 2011

Net income (loss) (1)
Foreign currency
translation adjustments

Comprehensive Income

Stock based compensation
expense

Exercise of stock options
Excess tax benefit from
stock-based compensation

Issuance of restricted stock
awards

Forfeiture of restricted
stock awards

Accretion of redeemable
noncontrolling interests to
estimated redemption value
Retirement of restricted
stock for tax withholding

Registration expenses for
shares issued in private
placement

Balance, March 31, 2012

Common Stock

$ 4 2,750,000 $63,112 $512,181 $

7,339
3,123

1,289

(825)

(1,291)

(313)

4 2,750,000 $63,112 $521,503 $

K12 Inc Stockholders
Accumulated
Common Stock - Additional Other
Series A Paid-in ComprehensiveAccumulated Noncontrolling
Amount Shares Amount Capital Income Deficit Interest Total

28 $ (126,704) $ 4,126 $452,747
15,743 4) 15,739

129 129

15,868

7,339
3,123

1,289

(825)

(1,291)

(313)

157 $ (110,961) $ 4,122  $477,937

(1) Net income (loss) attributable to noncontrolling interests excludes $(0.8) million due to the redeemable noncontrolling interest related to
Middlebury Interactive Languages, which is reported outside of permanent equity in the unaudited condensed consolidated balance sheets.
See accompanying summary of accounting policies and notes to unaudited condensed consolidated financial statements.
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K12 INC.

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Nine Months Ended
March 31,
2012 2011
(In thousands)
Cash flows from operating activities
Net income $ 14916 $ 15,127
Adjustments to reconcile net income to net cash (used in)/provided by operating activities:
Depreciation and amortization expense 42,312 30,463
Stock based compensation expense 7,339 7,453
Excess tax benefit from stock based compensation (1,289) (5,443)
Deferred income taxes 9,571 13,329
Provision for doubtful accounts 480 569
Provision for inventory obsolescence 464 729
Provision for student computer shrinkage and obsolescence 427 182
Changes in assets and liabilities:
Accounts receivable (109,128) (52,728)
Inventories 2,565 7,235
Prepaid expenses (4,004) 545
Other current assets (3,635) (1,994)
Deposits and other assets 229 (105)
Accounts payable (3,901) (4,150)
Accrued liabilities 2,124 1,516
Accrued compensation and benefits 3,040 4,377)
Deferred revenue 24,310 14,478
Cash invested in restricted cash and cash equivalents 1,712
Deferred rent and other long term liabilities 650 2,483
Net cash (used in)/provided by operating activities (13,530) 27,024
Cash flows from investing activities
Purchase of property, equipment and software development costs (22,478) (20,295)
Capitalized curriculum development costs (10,341) (11,728)
Purchase of AEC, net of cash acquired of $3,841 (24,544)
Cash advanced for AEC performance escrow (6,825)
Cash returned from AEC performance escrow 6,825
Cash paid for investment in Web (10,000)
Cash paid for other investment (2,040)
Purchase of Kaplan/Insight Assets (12,641)
Net cash used in investing activities (45,460) (68,607)
Cash flows from financing activities
Repayments on capital lease obligations (11,950) (11,113)
Repayments on notes payable (1,443) (1,251)
Borrowings from line of credit 15,000
Repayments under line of credit (15,000)
Proceeds from exercise of stock options 3,123 8,252
Excess tax benefit from stock based compensation 1,289 5,443
Repurchase of restricted stock for income tax withholding (1,291) (1,595)
Payment of stock registration expense (313)

Table of Contents 8



Edgar Filing: K12 INC - Form 10-Q

Net cash (used in)/provided by financing activities (10,585) (264)
Effect of foreign exchange rate changes on cash and cash equivalents 129 176
Net change in cash and cash equivalents (69,446) (41,671)
Cash and cash equivalents, beginning of period 193,099 81,751
Cash and cash equivalents, end of period $ 123,653 $ 40,080

See accompanying summary of accounting policies and notes to unaudited condensed consolidated financial statements.
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Notes to Unaudited Condensed Consolidated Financial Statements

1.  Description of the Business

K'? Inc., and its subsidiaries (K’ or the Company), is a technology-based education company. The Company offers proprietary curriculum,
software systems and educational services designed to facilitate individualized learning for students primarily in kindergarten through

12th grade, or K-12. The Company s mission is to maximize a child s potential by providing access to an engaging and effective education,
regardless of geographic location or socio-economic background. Since the Company s inception, we have invested approximately $275 million
to develop and to a lesser extent, acquire curriculum and online learning platforms that promote mastery of core concepts and skills for students
of all abilities. This learning system combines our curriculum and offerings with an individualized learning approach well-suited for virtual
public schools, hybrid schools, school district online programs, charter schools and private schools that utilize varying degrees of online and
traditional classroom instruction, and other educational applications. In contracting with a virtual or hybrid public school, the Company typically
provides students with access to the K’ online curriculum, offline learning kits, and use of a computer as required or needed, and we also
provide management services to these schools. The Company offers foreign language courses and camps with Middlebury Interactive
Languages, our joint venture with Middlebury College. We also operate three online private schools: K'? International Academy, Keystone
School and the George Washington University Online High School. In addition, we own a brick and mortar private school, the International
School of Berne (IS Berne) located in Berne, Switzerland, and currently own a 20% interest in The Web International Education Group, Ltd., a
company providing English instruction to young adults in China. Through Capital Education LLC, we provide online services to post-secondary
institutions. During fiscal year 2012, the Company manages schools in 29 states and the District of Columbia. The Company sells access to its
online curriculum and offline learning kits directly to individual consumers as well. We provide services through our institutional sales to
customers in all 50 states.

2.  Basis of Presentation

The accompanying condensed consolidated balance sheet as of March 31, 2012, the condensed consolidated statements of operations for the
three months and nine months ended March 31, 2012 and 2011, the condensed consolidated statements of cash flows for the nine months ended
March 31, 2012 and 2011, and the condensed consolidated statement of equity (deficit) for the nine months ended March 31, 2012 are unaudited.
The unaudited interim financial statements have been prepared on the same basis as the annual financial statements and, in the opinion of
management, reflect all adjustments, which include only normal recurring adjustments, necessary to present fairly the Company s financial
position as of March 31, 2012, the results of operations for the three and nine months ended March 31, 2012 and 2011, cash flows for the nine
months ended March 31, 2012 and 2011 and the condensed consolidated statement of equity (deficit) for the nine months ended March 31, 2012.
The results of the three and nine month period ended March 31, 2012 are not necessarily indicative of the results to be expected for the year
ending June 30, 2012 or for any other interim period or for any other future fiscal year. The consolidated balance sheet as of June 30, 2011 has
been derived from the audited consolidated financial statements at that date.

The accompanying unaudited condensed consolidated financial statements of the Company have been prepared in accordance with accounting
principles generally accepted in the United States of America ( GAAP ) for interim financial information and with the instructions to Form 10-Q
and Rule 10-01 of Regulation S-X of the Securities Exchange Act of 1934, as amended ( Exchange Act ). Accordingly, they do not include all of
the information and footnotes required by GAAP for complete financial statements. In the opinion of management, these statements include all
adjustments (consisting of normal recurring adjustments) considered necessary to present a fair statement of our consolidated results of
operations, financial position and cash flows. Preparation of the Company s financial statements in conformity with GAAP requires management
to make estimates and assumptions that affect the reported amounts in the financial statements and footnotes. Actual results could differ from
those estimates. This quarterly report on Form 10-Q should be read in conjunction with the financial statements and the notes thereto included in
the Company s latest annual reports on Form 10K filed on October 7, 2011 and Form 10-K/A filed on December 8, 2011, which contains the
Company s audited financial statements for the fiscal year ended June 30, 2011.
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3.  Summary of Significant Accounting Policies
Revenue Recognition

Revenues are principally earned from long-term contractual agreements to provide online curriculum, books, materials, computers and
management services to virtual public schools, hybrid schools, traditional schools, school districts, public charter schools and private schools. In
addition to providing the curriculum, books and materials under the virtual public school and hybrid school contracts from which most of the
Company s revenue is derived, the Company usually is responsible for all aspects of the management of those schools, including monitoring
academic achievement, teacher hiring and training, compensation of school personnel, financial management, enrollment processing and
procurement of curriculum, equipment and required services. The schools receive funding on a per student basis from the state in which the
public school or school district is located. Shipments for schools that occur in the fourth fiscal quarter that are for the upcoming school year are
recorded in deferred revenues.

Where it has been determined that the Company is the primary obligor for substantially all expenses under these contracts, the Company records
the associated per student revenue received by the school from its state funding school district up to the expenses incurred in accordance with
ASC 605 Revenue Recognition. For contracts in which the Company is not the primary obligor, the Company records revenue based on its net
fees earned per the contractual agreement.

The Company generates revenues under contracts with virtual and hybrid public schools which include multiple elements. These elements
include providing, in accordance with the policy of the governing body of the managed school, each of a school s students with access to the
Company s online school and the online component of lessons; offline learning kits which include books and materials designed to complement
and supplement the online lessons; the use of a computer where required or needed and associated reclamation services; internet access and
technology support services; the services of a state-certified teacher and; all management and technology services required to operate a virtual
public school or hybrid school. In certain managed school contracts, our revenue is determined directly by per enrollment funding. As our
services are performed, we generally earn and recognize revenues ratably over that period.

The Company has determined that the elements of our contracts are valuable to schools in combination, but do not have standalone value. As a
result, the elements within our multiple-element contracts do not qualify for treatment as separate units of accounting. Accordingly, the
Company accounts for revenues received under multiple element arrangements as a single unit of accounting. We recognize the entire
arrangement based upon the approximate rate at which we incur the costs associated with each element.

Under contracts with schools where the Company provides turnkey management services, the Company has generally agreed to absorb any
operating losses of the schools in a given school year. These school operating losses represent the excess of costs incurred over revenues earned
by the virtual public schools or hybrid schools as reflected on their financial statements. The costs include Company charges to the schools. The
fact that a school has an operating loss in one year does not necessarily mean the Company anticipates losing money on the entire contract nor
does it mean that K12 will lose money in that year, however, a school operating loss may reduce the Company s ability to collect invoices in full.
Accordingly, the Company s recognized revenues reflect this reduction. The Company amortizes the estimated school operating loss against
revenues based upon the percentage of actual revenues in the period to total estimated revenues for the fiscal year. Management periodically
reviews its estimates of full year school revenues and full year school operating expenses and amortizes the net impact of any changes to these
estimates over the remainder of the fiscal year. Actual school operating losses may vary from these estimates or revisions, and the impact of
these differences could have a material impact on results of operations. Since the end of the school year coincides with the end of the Company s
fiscal year, annual revenues are generally based on actual school revenues and actual costs incurred in the calculation of school operating losses.
However, there are some situations where revenue estimates from the prior year are adjusted during the next fiscal year related to school audits.
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During the three months ended March 31, 2012 and 2011, no school accounted for more than 10% of revenues. Approximately 11% and 12% of
accounts receivable was attributable to a contract with one school as of March 31, 2012 and June 30, 2011, respectively.

Consolidation

The condensed consolidated financial statements include the accounts of the Company, its wholly-owned and affiliated companies that the
Company owns, directly or indirectly, and all controlled subsidiaries. All significant intercompany transactions and balances have been
eliminated in consolidation.

Inventories

Inventories consist primarily of schoolbooks and curriculum materials, a majority of which are supplied to virtual and hybrid public schools and
utilized directly by students. Inventories represent items that are purchased and held for sale and are recorded at the lower of cost (first-in,
first-out method) or market value. Excess and obsolete inventory reserves are established based upon the evaluation of the quantity on hand
relative to demand. The excess and obsolete inventory reserve was $3.4 million and $2.9 million as of March 31, 2012 and June 30, 2011,
respectively.

Series A Special Stock

The Company issued 2,750,000 shares of Series A Special stock in connection with an acquisition. The holders of the Series A Special stock
have the right to convert those shares into common stock on a one-for-one basis and for the right to vote on all matters presented to K12
stockholders, other than for the election and removal of directors, for which holders of the Series A Special stock have no voting rights.

Noncontrolling Interest

Earnings or losses attributable to other stockholders of a consolidated affiliated company are classified separately as noncontrolling interest in
the Company s condensed consolidated statements of operations. Net loss attributable to noncontrolling interest reflects only its share of the
after-tax losses of an affiliated company. Income taxes attributable to noncontrolling interest are determined using the applicable statutory tax
rates in the jurisdictions where such operations are conducted. These rates vary from country to country. The Company s condensed consolidated
balance sheets reflect noncontrolling interest within the equity section of the condensed consolidated balance sheets rather than in the mezzanine
section of the condensed consolidated balance sheets, except for redeemable noncontrolling interest. Noncontrolling interest is classified
separately in the Company s condensed consolidated statement of equity (deficit).

Redeemable Noncontrolling Interests

Noncontrolling interests in subsidiaries that are redeemable for cash or other assets and outside of the Company s control are classified outside of
permanent equity at fair value. The redeemable noncontrolling interests will be adjusted to their fair value at each balance sheet date. The
resulting increases or decreases in the estimated redemption amount are affected by corresponding charges against retained earnings, or in the
absence of retained earnings, additional paid-in-capital.

Goodwill and Intangibles

The Company records as goodwill the excess of purchase price over the fair value of the identifiable net assets acquired. Finite-lived intangible
assets acquired in business combinations subject to amortization are recorded at their fair value in accordance with ASU Topic 350 Intangibles

Goodwill and Other Finite-lived intangible assets, and include trade names and noncompete agreements. Such intangible assets are amortized
on a straight-line basis over their estimated useful lives.

Under the amendments in ASU 2011-08, an entity has the option to first assess qualitative factors to determine whether the existence of events
or circumstances leads to a determination that it is more likely than not that the fair value of a reporting unit is less than its carrying amount. If,
after assessing the totality
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of events or circumstances, an entity determines it is not more likely than not that the fair value of a reporting unit is less than its carrying
amount, then performing the two-step impairment test is unnecessary. However, if an entity concludes otherwise, then it is required to perform
the first step of the two-step impairment test by calculating the fair value of the reporting unit and comparing the fair value with the carrying
amount of the reporting unit, as described in paragraph 350-20-35-4 of Topic 350. If the carrying amount of a reporting unit exceeds its fair
value, then the entity is required to perform the second step of the goodwill impairment test to measure the amount of the impairment loss, if
any, as described in paragraph 350-20-35-9.

During the first nine months of 2012, the Company s goodwill increased by approximately $6.7 million due to its acquisition of certain assets of
Kaplan Virtual Education (KVE) and Insight Schools (Kaplan/Insight Assets) a subsidiary of Kaplan, Inc (see Note 10). The Company also
recorded approximately $4.3 million in finite-lived intangibles related to the acquisition of certain Kaplan/Insight Assets. The Company did not
experience a significant adverse change in its business climate and therefore does not believe a triggering event occurred that would require a
detailed test of goodwill for impairment as of an interim date. Consequently, the first step of the goodwill impairment test was not performed
during the interim periods. The Company intends to complete its annual goodwill impairment test as of May 31, 2012.

The following table represents goodwill additions during the nine months ended March 31, 2012:

($ in millions) Amount
Rollforward of Goodwill

Balance as of June 30, 2011 $ 55.6
Acquisition of certain assets 6.7
Other adjustments 0.1
Balance as of March 31, 2012 $ 624

The following table represents the balance of intangible assets as of March 31, 2012 and June 30, 2011:

Intangible Assets:

March 31, 2012 June 30, 2011
Gross Net Gross Net

Carrying  Accumulated Carrying Carrying  Accumulated Carrying

Amount Amortization Value Amount Amortization Value
Trade names $24.0 $ (2.6) $ 214 $233 $ (1.6) $ 217
Customer and distributor relationships 18.9 3.4 15.5 16.5 (1.3) 15.2
Developed technology 1.5 (0.8) 0.7 1.5 0.4) 1.1
Other 0.5 0.2) 0.3 0.5 0.2) 0.3

$44.9 $ (7.0) $ 379 $41.8 $ 3.5) $ 383
Impairment of Long-Lived Assets

Long-lived assets include property, equipment, capitalized curriculum and software developed or obtained for internal use. In accordance with
ASC 360, the Company reviews its recorded long-lived assets for impairment whenever events or changes in circumstances indicate that the
carrying amount of an asset may not be fully recoverable. If the total of the expected undiscounted future cash flows is less than the carrying
amount of the asset, a loss is recognized for the difference between fair value and the carrying value of the asset. There was no impairment for
the three and nine months ended March 31, 2012 and the year ended June 30, 2011.

Fair Value Measurements

ASC 820 defines fair value as the price that would be received to sell an asset or paid to transfer a liability, in the principal or most advantageous
market for the asset or liability, in an orderly transaction
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between market participants at the measurement date. ASC 820 also establishes a fair value hierarchy which requires an entity to maximize the
use of observable inputs and minimize the use of unobservable inputs when measuring fair value.

ASC 820 describes three levels of inputs that may be used to measure fair value:

Level 1: Inputs based on quoted market prices for identical assets or liabilities in active markets at the measurement
date.

Level 2:  Observable inputs other than quoted prices included in Level 1, such as quoted prices for similar assets and
liabilities in active markets; quoted prices for identical or similar assets and liabilities in markets that are not
active; or other inputs that are observable or can be corroborated by observable market data.

Level 3: Inputs reflect management s best estimate of what market participants would use in pricing the asset or liability

at the measurement date. The inputs are unobservable in the market and significant to the instruments

valuation.
The carrying values reflected in our consolidated balance sheets for cash and cash equivalents, accounts receivable, and short and long term debt
approximate their fair values. The redeemable noncontrolling interest is a result of the Company s venture with Middlebury College to form
Middlebury Interactive Languages. Under the agreement, Middlebury College has an irrevocable election to sell all (but not less than all) of its
Membership Interest to the Company ( put right ). The fair value of the redeemable noncontrolling interest reflects management s best estimate of
the redemption value of the put right. The Company has recorded its investment in Web International Education Group, Ltd. (Web) as an
available for sale debt security in accordance with ASC 320 Investments Debt and Equity Securities because of our ability to put the
investment to other Web stockholders in return for the original $10 million purchase price plus interest. The fair value reflects management s best
estimate of the investment in Web.

The following table summarizes certain fair value information at June 30, 2011 for assets and liabilities measured at fair value on a recurring
basis:

Fair Value Measurements Using:

Quoted
Prices
in
Active
Markets
for Significant
Identical Other Significant
Assets Observable Unobservable
Fair (Level Input Inputs
Description Value 1) (Level 2) (Level 3)
(In thousands)
Redeemable Noncontrolling Interest in Middlebury Joint Venture $ 17,200 $ 17,200
Investment in Web International Education Group $ 10,000 $ 10,000
Total $ 27,200 $ 27,200

The following table summarizes certain fair value information at March 31, 2012 for assets and liabilities measured at fair value on a recurring
basis.

11
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Fair Value Measurements Using:

Quoted
Prices
in
Active
Markets
for Significant
Identical Other Significant
Assets Observable Unobservable
Fair (Level Input Inputs
Description Value 1) (Level 2) (Level 3)
(In thousands)
Redeemable Noncontrolling Interest in Middlebury Joint Venture $ 17,200 $ 17,200
Investment in Web International Education Group $ 10,000 $ 10,000
Total $27,200 $ 27,200

The following table presents activity related to our fair value measurements categorized as Level 3 of the valuation hierarchy, valued on a
recurring basis:

Nine Months Ended March 31, 2012

Fair Purchases, Fair

Value Issuances, Unrealized Value
June 30, and Gains/ March 31,

Description 2011 Settlements (Losses) 2012

(In thousands)

Redeemable Noncontrolling Interest in Middlebury Joint Venture $ 17,200 $ 17,200
Investment in Web International Education Group $ 10,000 $ 10,000
Total $ 27,200 $ 27,200

The fair value of the investment in Web as of March 31, 2012 was estimated to be $10 million. The fair value was measured based on the initial
cost of the investment and Web s financial performance since initial investment. There was no underlying change in its estimated market value.
There have been no transfers in or out of Level 3 of the hierarchy for the period presented.

The fair value of the Redeemable Noncontrolling Interest in Middlebury Joint Venture was measured in accordance with ASC 480,
Distinguishing Liabilities from Equity, and was based upon a valuation from a third party valuation firm as of June 30, 2011. As of March 31,
2012 the Company performed an internal analysis and determined there was no underlying change in the estimated fair market value. This
analysis incorporated a number of assumptions and estimates including the financial results of the joint venture to date.

Net Income Per Common Share

The Company calculates net income per share in accordance with ASC 260. Under ASC 260, basic net income per common share is calculated
by dividing net income by the weighted-average number of common shares outstanding during the reporting period. The weighted average
number of shares of common stock outstanding includes vested restricted stock awards. Diluted earnings per share ( EPS ) reflects the potential
dilution that could occur assuming conversion or exercise of all dilutive unexercised stock options and restricted stock awards. The dilutive
effect of stock options and restricted stock awards was determined using the treasury stock method. Under the treasury stock method, the
proceeds received from the exercise of stock options and restricted stock awards, the amount of compensation cost for future service not yet
recognized by the Company, and the amount of tax benefits that would be recorded in additional paid-in capital when the stock options become
deductible for income tax purposes, are all assumed to be used to repurchase shares of the Company s common stock. Stock options and
restricted awards are not included in the computation of diluted earnings per share when they are antidilutive. Common stock outstanding
reflected in our consolidated balance sheet includes restricted awards outstanding. Securities that may participate in undistributed earnings with
common stock are considered
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participating securities. Since the Series A Shares participate in all dividends and distributions declared or paid with respect to common stock of
the Company (as if a holder of common stock), the Series A Shares meet the definition of participating security under ASC 260 Participating
Securities and the Two-Class Method under FASB Statement No. 128. All securities that meet the definition of a participating security,
regardless of whether the securities are convertible, non-convertible, or potential common stock securities, are included in the computation of
both basic and diluted EPS (as a reduction of the numerator) using the two-class method. Under the two-class method all undistributed earnings
in a period are to be allocated to common stock and participating securities to the extent that each security may share in earnings as if all of the
earnings for the period had been distributed.

The following schedule presents the calculation of basic and diluted net income per share:

Three Months Ended March 31, Nine Months Ended March 31,
2012 2011 2012 2011
(In thousands except shares and per share data)
Basic earnings per share computation:

Net income K12 $ 6,977 $ 5,599 $ 15,743 $ 15,636
Amount allocated to participating Series A stockholders $ (497) $ (457) $ (1,124) $ (1,241)
Income available to common stockholders basic $ 6,480 $ 5,142 $ 14,619 $ 14,395
Weighted average common shares  basic historical 35,876,629 30,958,807 35,753,156 30,620,330
Basic net income per share $ 0.18 $ 0.17 $ 0.41 $ 0.47

Dilutive earnings per share computation:

Net income K12 $ 6,977 $ 5,599 $ 15,743 $ 15,636

Amount allocated to participating Series A stockholders $ (497) $ (457) $ (1,124) $ (1,241)
Income available to common stockholders  diluted $ 6,480 $ 5,142 $ 14,619 $ 14,395

Share computation:

Weighted average common shares  basic historical 35,876,629 30,958,807 35,753,156 30,620,330

Effect of dilutive stock options and restricted stock awards 36,947 799,506 269,867 707,214

Weighted average common shares outstanding  diluted 35,913,576 31,758,313 36,023,023 31,327,544

Diluted net income per share $ 0.18 $ 0.16 $ 0.41 $ 0.46

Recent Accounting Pronouncements

In December 2010, the FASB issued ASU 2010-28, When to Perform Step 2 of the Goodwill Impairment test for Reporting Units with Zero or
Negative Carrying Amounts, which provides authoritative guidance on application of a goodwill impairment model when a reporting unit has a
zero or negative carrying amount. When a reporting unit has a zero or negative carrying value, Step 2 of the goodwill impairment test should be
performed if qualitative factors indicate that it is more likely than not goodwill impairment exists. The Company adopted the provisions of ASU
2010-28 as of July 1, 2011.

In December 2010, the FASB issued ASU 2010-29, Disclosure of Supplementary Pro Forma Information for Business Combination, which
provides authoritative guidance on disclosure of supplementary pro forma information for business combinations. The new guidance requires
that pro forma financial information should be prepared as if the business combination has occurred as of the beginning of the prior annual
period. The Company adopted the provisions of ASU 2010-29 as of July 1, 2011.

In June 2011, the FASB issued ASU 2011-05, Presentation of Comprehensive Income, which provides authoritative guidance on disclosure
requirements for comprehensive income. This accounting update eliminates the option to present the components of other comprehensive
income as part of the statement of stockholders equity. Instead, the Company must report comprehensive income in either a single
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continuous statement of comprehensive income which contains two sections, net income and other comprehensive income, or in two separate
but consecutive statements. This guidance will be effective for the Company beginning on July 1, 2012. The Company does not expect the
guidance to impact its financial condition and results of operations, as it only requires a change in the format of presentation.

In September 2011, the FASB issued ASU 2011-08, Testing Goodwill for Impairment, which provides authoritative guidance to simplify how
entities, both public and nonpublic, test goodwill for impairment. This accounting update permits an entity to first assess qualitative factors to
determine whether it is more likely than not that the fair value of a reporting unit is less than its carrying amount as a basis for determining
whether it is necessary to perform the two-step goodwill impairment test. This guidance will be effective for the Company beginning on July 1,
2012, with early adoption permitted. The Company does not expect the guidance to impact its consolidated financial statements.

4. Income Taxes

The Company accounts for income taxes in accordance with ASC 740, Income Taxes. Under ASC 740, deferred tax assets and liabilities are
computed based on the difference between the financial reporting and income tax bases of assets and liabilities using the enacted marginal tax
rate. ASC 740 requires that the net deferred tax asset be reduced by a valuation allowance if, based on the weight of available evidence, it is
more likely than not that some portion or all of the net deferred tax asset will not be realized. The provision for income taxes is based on
earnings reported in the unaudited condensed consolidated financial statements. Deferred income tax expense or benefit is measured by the
change in the deferred income tax asset or liability during the period. For the quarter ended March 31, 2012 and 2011, the Company s effective
income tax rate was 41.0% and 50.0%, respectively. For the nine months ended March 31, 2012 and 2011, the Company s effective income tax
rate was 43.1% and 49.0%, respectively. The effective income tax rate differs from the statutory federal income tax rate primarily due to state
income taxes and certain expenses not deductible for income tax purposes.

5.  Long-term Obligations
Capital Leases

As of March 31, 2012 and June 30, 2011, computer equipment under capital leases were recorded at a cost of $87.8 million and $61.2 million,
respectively, and accumulated depreciation of $56.5 million and $43.7 million, respectively. Borrowings under lease lines had interest rates
ranging from 2.62% to 6.24% and included a 36-month payment term with a $1 purchase option at the end of the term. The Company has
pledged the assets financed to secure the amounts outstanding.

The Company s current lease line of credit with PNC Equipment Finance, LLC ( PNC ) expires in August 2012. The Company expects to renew
its lease line of credit prior to its expiration date. The interest rate on new advances under the PNC equipment lease line is set at the time the
funds are advanced based upon interest rates in the Federal Reserve Statistical Release H.15.

Notes Payable

The Company has purchased computer software licenses and maintenance services through unsecured notes payable arrangements with various
vendors at interest rates ranging up to 6.1% and payment terms of three years. There are no covenants associated with these notes payable
arrangements. The balance of notes payable at March 31, 2012 and June 30, 2011 was $2.3 million and $3.7 million, respectively.

14
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The following is a summary as of March 31, 2012 of the present value of the net minimum payments on capital leases and notes payable under

the Company s commitments:

March 31,
2012

2013

2014
Thereafter

Total minimum payments

Less amount representing interest (imputed average capital lease interest

rate of 3.7%)

Net minimum payments
Less current portion

Present value of minimum payments, less current portion

6. Line of Credit

Capital
Leases
$ 17,327
$ 12,046
$ 5,837
$ 50

$ 35,260

$ (1,148)

$ 34,112
$(16,571)

$ 17,541

Notes
Payable
$ 1,178
$ 1,178

$ 2,356

$ (6D

$ 2,299
$(1,137)

$ 1,162

Total
$ 18,505
$ 13,224
$ 5,837
$ 50

$ 37,616

$ (1,205)

$ 36411
$(17,708)

$ 18,703

The Company has a $35 million line of credit with PNC Bank that expires in December 2012. The Company expects to renew its line of credit

prior to its expiration date. As of March 31, 2012 and June 30, 2011, no borrowings were outstanding on the line of credit and approximately

$0.3 million was reserved for a letter of credit.

7.  Stock Option Plan
Stock Options

Stock option activity during the nine months ended March 31, 2012 was as follows:

Outstanding, June 30, 2011
Granted

Exercised

Forfeited or canceled

Outstanding, March 31, 2012

Stock options exercisable at March 31, 2012

Table of Contents

Shares
2,765,729
233,986
(205,732)
(66,841)

2,727,142

1,960,862

Weighted-
Average
Exercise

Price

19.23
26.78
15.28
23.70

& BH PHPH

$ 20.07

$ 19.09

Weighted-
Average
Remaining
Contractual
Life
(Years)

4.11

3.41

Aggregate
Intrinsic
Value

$ 13,330

$ 11,256
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The total intrinsic value of options exercised during the nine months ended March 31, 2012 was $3.4 million. The weighted-average grant date
fair value of options granted during the nine months ended March 31, 2012 was $11.61.

As of March 31, 2012, there was $6.0 million of total unrecognized compensation expense related to unvested stock options granted. The cost is
expected to be recognized over a weighted average period of 2.2 years. During the three months ended March 31, 2012 and March 31, 2011, the
Company recognized $1.0 million and $1.2 million, respectively of stock based compensation expense related to stock options. Stock based
compensation expense related to stock options that was recognized during the nine months ended March 31, 2012 and March 31, 2011,
aggregated $3.2 million and $3.9 million, respectively.
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Restricted Stock Awards

Restricted stock award activity during the nine months ended March 31, 2012 was as follows:

Weighted-
Average

Fair

Shares Value
Nonvested, June 30, 2011 444,151 $ 23.62
Granted 348,940 $ 2628
Vested (176,629) $ 2330
Forfeited or canceled (48,239) $ 2685
Nonvested, March 31, 2012 568,223 $ 25.08

As of March 31, 2012, there was $9.7 million of total unrecognized compensation expense related to unvested restricted stock awards granted.
The cost is expected to be recognized over a weighted average period of 2.1 years. The total fair value of shares vested during the nine months
ended March 31, 2012 was $4.1 million. During the three months ended March 31, 2012 and March 31, 2011, the Company recognized $1.6
million and $0.8 million, respectively of stock based compensation expense related to restricted stock awards. Stock based compensation
expense related to restricted award that was recognized during the nine months ended March 31, 2012 and March 31, 2011, aggregated $4.1
million and $3.6 million, respectively.

8.  Related Party

For the nine months ended March 31, 2012, the Company purchased services and assets in the amount of $0.6 million from Knowledge Universe
Technologies (KUT) pursuant to a Transition Services Agreement related to the Company s acquisition of KCDL as well as other administrative
services. KUT is an affiliate of Learning Group, LLC, a related party. Additionally, KCDL has capital leases with an outstanding balance due to
KCDL Holdings, Inc. in the amount of $0.2 million as of March 31, 2012.

During the nine months ended March 31, 2012, the Company loaned $3.0 million to its 60% owned joint venture, Middlebury Interactive
Language. The loan is repayable under terms and conditions specified in the loan agreement. The loan balance and related interest are eliminated
since Middlebury Interactive Language is consolidated in the Company s financial statements; however, repayment of the loan is dependent on
the continued liquidity of Middlebury Interactive Language.

9. Commitments and Contingencies
Litigation

In the ordinary conduct of business, the Company is subject to lawsuits, arbitrations and administrative proceedings from time to time. The
Company expenses legal costs as incurred.

IpLearn

On October 26, 2011, IpLearn, LLC ( IpLearn ) filed a complaint for patent infringement against the Company in the United States District Court
for the District of Delaware, IpLearn, LLC v. K12 Inc., Case No. 1:11-1026-LPS, which it subsequently amended on November 18,

2011. IpLearn is a privately-held technology development and licensing company for web and computer-based learning technologies. In its
complaint, IpLearn alleges that the Company has infringed three of its patents for various computer-aided learning methods and systems. On
January 10, 2012, the Company filed its motion to dismiss IpLearn s amended complaint. IpLearn responded on January 27, 2012, and the
Company replied on February 6, 2012.

Hoppaugh Complaint
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On January 30, 2012, a securities class-action lawsuit captioned Hoppaugh v. K12 Inc., was filed against the Company and two of its officers in
the United States District Court for the Eastern District of Virginia, Hoppaugh v. K12, Inc., Case No. 1:12-cv-00103-CMH-IDD. The plaintiff
purports to represent a class of
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persons who purchased or otherwise acquired K12 common stock between September 9, 2009 and December 16, 2011, inclusive, and alleges
violations by the defendants of Sections 10(b) and 20(a) of the Exchange Act, and Rule 10b-5 promulgated thereunder. The Hoppaugh
Complaint alleges, among other things, that the defendants made false or misleading statements of material fact, or failed to disclose material
facts, about (i) the Company s financial results during the class period, (ii) the academic performance of the virtual schools served by the
Company, and (iii) certain school administrative practices and sales strategies related to enrollments. On April 2, 2012, the Arkansas Teacher
Retirement System filed a Motion for Appointment as Lead Plaintiff, which is pending. The plaintiff seeks unspecified monetary damages and
other relief. The Company intends to defend vigorously against the claims asserted in the Hoppaugh Complaint. In addition to the
above-described stockholder class action, on March 21, 2012, a federal stockholder derivative action, Jared Staal v. Tisch, et. al., Case

No. 1:12-cv-00365-SLR, putatively initiated on behalf of the Company, was filed in the United States District Court for the District of Delaware.
By stipulation, all matters in this derivative action have been stayed until motions to dismiss in the Hoppaugh Complaint are decided.

10. Business combination
Investment in Web International Education Group, Ltd.

On January 3, 2011, K12 invested $10 million in Web International Education Group, Ltd. (Web). This investment gives the Company a 20%
minority interest in Web, with the option by June 30, 2012 to: (i) purchase no less than 51% of the shares of Web, (ii) purchase all remaining
equity interest between January 1, 2013 and December 31, 2015, (iii) put the shares back to Web for the $10 million investment plus interest, or
(iv) maintain the 20% minority interest. Web is a leader in English language training for learners of all ages throughout China with an extensive
network of learning centers in cities throughout the country. The Company has recorded its investment in Web as an available for sale debt
security because of our ability to put the investment to other Web stockholders in return for the original $10 million purchase price plus interest.
During the nine months ended March 31, 2012, there was no change to the fair value of the Web investment based on the initial cost of the
investment and Web s financial performance since the initial investment. The Company continues to evaluate whether it will exercise its option
to purchase additional interest in Web.

International School of Berne

On April 1, 2011, the Company finalized its acquisition of the operations and substantially all assets of the International School of Berne (IS
Berne) for 2 million Swiss francs ($2.2 million). IS Berne is a traditional school located in Berne, Switzerland serving students in grades Pre-K
through 12. IS Berne is an International Baccalaureate school in its 50" year of operation. The Company purchased the right to operate IS Berne
and acquired substantially all of its assets excluding real estate. Slightly more than half of the purchase price has been allocated on a preliminary
basis to goodwill.

Acquisition of Assets from Kaplan Virtual Education and Insight Schools, Inc.

On July 1, 2011, the Company acquired certain assets of Kaplan Virtual Education (Kaplan/Insight Assets) for $12.6 million. The
Kaplan/Insight Assets included contracts to serve nine virtual charter schools and private virtual high schools throughout the United States that
have been integrated into the Company s existing operations. The majority of the purchase price on a preliminary basis has been allocated to
goodwill and intangible assets for $6.7 million and $4.3 million, respectively.
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11. Supplemental Disclosure of Cash Flow Information

Cash paid for interest

Cash paid for taxes, net of refunds

Supplemental disclosure of non-cash investing and financing

activities:
New capital lease obligations

Business Combinations:

Table of Contents

Current assets

Property and equipment
Capitalized curriculum development costs
Intangible assets

Goodwill

Other non-current assets
Deferred tax liabilities
Assumed liabilities
Deferred revenue

Other noncurrent liabilities
Contingent consideration

Issuance of Series A Special Stock

18

(In thousands)
Nine Months Ended
March 31,

2012 2011
$ 720 $ 680
$ 84 $ 4,551
$ 25,596 $ 15,613
$ 1,049 $17,317
$ 1,941 $12,879
$ 100 $ 8,073
$ 3,115 $27,310
$ 6,777 $51,727
$ $ 138
$ $ (8.817)
$ $ (9.829)
$ (342 $ (3,671)
$ $ (1,931)
$ $ (1,700)
$ $63,112
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations.

Certain statements in this Management s Discussion and Analysis (MD&A), other than purely historical information, including estimates,
projections, statements relating to our business plans, objectives, and expected operating results, and the assumptions upon which those
statements are based, are forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995, Section 27A
of the Securities Act of 1933, as amended (the Securities Act), and Section 21E of the Securities Exchange Act of 1934, as amended (the
Exchange Act). These forward-looking statements generally are identified by the words believe,  project,  expect,  anticipate,

estimate, intend,  strategy, plan, may, should, will, would, will be, will continue,  will likely result, and similar
expressions. Historical results may not indicate future performance. Our forward-looking statements reflect our current views about future
events, are based on assumptions and are subject to known and unknown risks and uncertainties that could cause actual results to differ
materially from those contemplated by these statements. Factors that may cause differences between actual results and those contemplated by
forward-looking statements include, but are not limited to, those discussed in Risk Factors in Part I, Item 1A, of our Annual Report on
Form 10-K (Annual Report). We undertake no obligation to publicly update or revise any forward-looking statements, including any changes
that might result from any facts, events, or circumstances after the date hereof that may bear upon forward-looking statements. Furthermore, we
cannot guarantee future results, events, levels of activity, performance, or achievements.

This MD&A is intended to assist in understanding and assessing the trends and significant changes in our results of operations and financial
condition. As used in this MD&A, the words, we, our and us referto KI2 Inc. and its consolidated subsidiaries. This MD&A should be
read in conjunction with our condensed consolidated financial statements and related notes included in this report, as well as the consolidated
financial statements and MD&A of our Annual Report. The following overview provides a summary of the sections included in our MD&A:

Executive Summary  a general description of our business and key highlights of the three and nine month periods ended March 31,
2012.

Critical Accounting Policies and Estimates —a discussion of critical accounting policies requiring critical judgments and estimates.

Results of Operations  an analysis of our results of operations in our condensed consolidated financial statements.

Liquidity and Capital Resources an analysis of cash flows, sources and uses of cash, commitments and contingencies, seasonality
in the results of our operations, and quantitative and qualitative disclosures about market risk.
Executive Summary

We are a technology-based education company. We offer proprietary curriculum, software systems and educational services designed to
facilitate individualized learning for students primarily in kindergarten through 12th grade, or K-12. Our mission is to maximize a child s
potential by providing access to an engaging and effective education, regardless of geographic location or socio-economic background. Since
our inception, we have invested approximately $275 million to develop and, to a lesser extent, acquire curriculum and online learning platforms
that promote mastery of core concepts and skills for students of all abilities. This learning system combines our curriculum and offerings with an
individualized learning approach well-suited for virtual public schools, hybrid schools, school district online programs, public charter schools
and private scho