
 

 

FEBRUARY 18, 2016 
 

Dear partner,  

Last August we penned a research brief detailing the high potential returns in our short portfolio, 

specifically our bets against the speculative mania in domestic post-secondary education, i.e., the U.S. 

college bubble. Trends in this market are accelerating amidst a cavalcade of economic, social, political 

and technological pressures. This note will update you on market fundamentals, FlowPoint’s positioning, 

and how we’re managing our exposures to this still-unfolding opportunity.  

As a concerned citizen, taxpayer, and father of three college-bound teens, this trade is of particular 

interest to me personally, and the response we’ve received since going public with our position has 

been remarkable. Activists, educators, lenders, borrowers, corporate managers, other hedge funds and 

the media have deluged us with requests for information, solutions, and sometimes, just to vent. Open 

any newspaper today to see college costs and its associated debt bust are resulting in new regulations, 

politicians’ calls for “universal college” and government-sponsored debt relief.  

Ironically, when I was a student at Boston College, I worked nights for the Sallie Mae unit now known as 

Navient, a firm today on the hook for the bursting student loan market, and in legislators’ crosshairs. 

Going after lenders and collection agencies is a page right out of the politicians’ mortgage crisis 

playbook, which in part made current events so predictable.  

 

As always, please consider this research at your leisure, we are interested in your feedback. Regarding 

your investments outside of FlowPoint, muni bonds of “college towns” remain potentially at-risk – 

please do your homework carefully.  



 

 

Update summary  

As outlined in our August note, we’ve been short shares of student lenders, textbook publishers and 

student housing REITs that are “all-in” on the college bubble. These positions have been among our 

most profitable investments and have comprised at times up to 15% of our portfolio. Similar to our short 

positions in energy companies with crippling debt loads, sagging retail franchises, and at-risk hotel 

operators, our college bubble shorts are generating non-correlated profits with low volatility. Such 

opportunities are well-suited to our investment strategy-the creative destruction on display in the 

college ecosystem is spectacular - demographic, regulatory, technological, economic and political forces 

are unleashing historic change on an array of industries levered to college inflation.  

The fundamental update is that trends are accelerating:  

 Debt-fueled spending sprees by U.S. colleges have driven costs higher four times faster than 

general inflation for three decades, and now, for the first time ever, student loans are lurching 

through a credit cycle. 11.5% of aggregate student loan debt is delinquent and cash flows are 

diving at Navient, Sallie Mae, Nelnet, Discover and others that remain at-risk.  

 

 The tyranny of the $200 textbook is over. Revenue and cash flows have crested for book 

publishers throughout the educational spectrum like Pearson, Wiley, Houghton and Scholastic.  

 

 Campus bookstores face a secular shift to digital and rental models as well. Barnes & Noble 

recently spun out their campus bookstore business, and the stock promptly dropped by a third. 

 

 Technology challenges ancillary services as well. Expensive test-prep services such as Kaplan are 

threatened by Khan Academy’s launch of a free competing service.  

 

 Student housing REIT’s are a subsector we have no current position in, though we note risks to 

income growth and returns on capital.  

 

U.S. college costs have risen so rapidly, for so long, that for many, costs now exceed the value of the 

degree. This is a completely new phenomenon-student loans barely blinked during past credit cycles, 

but the deflationary cycle it currently faces is new for creditors of many stripes.  

A government-backed, debt-fueled spending spree by U.S. colleges has driven costs higher four times 
faster than general inflation for three decades. Outstanding student loan balances increased by $29 
billion, to $1.23 trillion as of December 31, 2015.  
 
By comparison, credit card balances in the U.S. increased by $19 billion, to $733 billion, and overall 
household debt is 4.4% below its 2008 peak of $12.68 trillion. Last year’s graduates entered the work 
force with an all-time high $35,000 average debt per borrower, totaling $68 billion in new debt for the 
class of ’15 (see graph, page 3).  

 



 

 

 
 
The payoff for this investment in debt is declining. Real wage growth has not kept up with the growth in 

obligations, and millions of recent grads are under-earning relative to their debt levels. 11.5% of 

aggregate student loan debt was 90+ days delinquent or in default during the fourth quarter of 2015. 

The increasingly poor performance of student loans is striking compared to post-crisis improvements in 

mortgages, auto loans, credit cards and other debts.  

 



 

 

Beginning in 2011 recent graduates started a new trend; they stopped paying back their student loans. 

Student loan credit quality continues to decline. Billions of loans are going unpaid, and many times that 

face rating agency downgrades. Navient (NAVI), Discover (DFS), Sallie Mae (SLM), Nelnet (NNI) and 

others remain at-risk.  

 

Students are also delaying college altogether (enrollment peaked in 2011), and alternatives such as the 

military are increasingly popular. The next step in our opinion will be tuition deflation. The time has 

come for schools to attract student with value-based pricing. 

We discussed our short position in Navient in our August brief with the stock trading around $15. Our 
combination of short stock and long puts has been profitable, and we remain in a partial position today. 
NAVI was spun out of Sallie Mae in 2014-it services government and private student loans, essentially a 
collection agency. A highly levered agency at that-one whose debt is walking on stilts in a room full of 
banana peels (see graph, page 5). Income-based repayments (IBR) are skyrocketing, and NAVI 
collections are falling short of management’s guidance. Its cash flows have been re-directed from loan 
purchases to repurchasing its own shares.  
 
On December 18, Fitch announced that $37 billion in of outstanding student loan asset-backed 
securities (FFELP SLABs) were put on rating watch negative. Just three days later, that figure was revised 
to $71 billion, nearly double the $37 billion placed on review by Moody’s in 2015. In all, roughly 40% of 
all rated FFELP SLABs face rating agency downgrades.  



 

 

Senior FFELP Student Loan ABS Spreads 2011-2015 

 
Source: Wells Fargo 

While core earnings decline, several roadblocks ahead should continue to challenge the stock: 1.) the 
company has been unable to refinance some of its higher cost asset-backed securities; 2.) an ongoing 
investigation by the Consumer Financial Protection Bureau, and 3.) potential rating agencies 
downgrades.  

 
  



 

 

Its credit default swaps are skyrocketing, and today such CDS “insurance” on NAVI bonds costs 9.16% 

per year, approaching 2008 crisis-levels. 

 
 

Similarly, Sallie Mae-a $25 billion LBO target in 2007-has seen its projected earnings and share price fall 

precipitously. 

 



 

 

Social, demographic, technological, political and legislative change 
Social effects of the student loan debt burden are manifold: millennials are delaying or postponing 
marriage, home purchases and bearing children. Politicians and regulators are targeting the lending 
mechanism, and a longer-term demographic overhang should pressure colleges’ ability to increase costs.  
 
Technology is also playing a role in this dynamic market. Online services are turning upside down the 

concept of universities as exclusive stores of knowledge. Textbook publishers, already facing a secular 

shift to digital delivery, report the education market is their strongest headwind. Book peddlers 

throughout the educational spectrum from K-12 through professional journals (Pearson, Wiley, 

Houghton, Scholastic) and campus bookstores face a shift to rental models. Revenue and cash flows are 

challenged, and the stocks remain expensive. Barnes & Noble recently spun out their campus bookstore 

business (BNED: $10), and it promptly dropped by a third. The tyranny of the $200 textbook is over. Our 

short position in Scholastic (SCHL: $34) has been particularly profitable.  

 

  



 

 

Of additional note, expensive test-prep services such as Kaplan (GHC: $503) are hugely threatened by 

Khan Academy’s launch of a free competing service.  

One market that has held up since our August piece is student housing. Many public REITs have 

investments in or a focus on apartments on or near college campuses, and these stocks for the most 

part have performed well. American Campus Communities (ACC: $43), Educational Realty Trust (EDR: 

$38) solely focus on campus housing, a supposedly growing market, though their 3.8% dividend yields 

are lower than average utility. We remain wary. Perks around campus life have been a source of 

persistently rising fees for schools, yet consider that perhaps on the other side of the student debt credit 

cycle, fees may need to be lowered- in the form of cheaper housing, to the chagrin of the REITs just 

completing investments in students’ lazy rivers, climbing walls and Jacuzzis.  

Overall, we’ve identified seventeen companies levered to the U.S. college bubble. Our custom index is 

down -11% YTD in price, and its risk (volatility) is not falling. Along with energy stocks, this group has 

been a standout source of short alpha for your portfolio. 

 

FlowPoint’s College Bubble Index 

 

 

Source: FlowPoint Capital Partners, Bloomberg 

 

 

  



 

 

We rank each of the roughly 3,000 stocks in our investable universe by returns on capital, financial 

stability, liquidity, growth, volatility, sources and uses of cash as well as technical trend models that help 

us time these trades. The college bubble stocks have poor prospects for the four variables we hold dear: 

Profitability, Growth, Value and Risk. The four positions we’ve had YTD are in stocks down -14% on 

average.  

 
 

We recognize this as a niche opportunity. Despite our enthusiasm for the trade, the total equity market-

cap at risk in the U.S. is only around $50 billion. At its peak, our positions in these stocks represented 

around 15% of our portfolio. The weight is about half that today, and we look forward to the 

opportunity to return these positions to bigger weights.  

 

Future opportunities include those arising from changes in demographics, technologies and regulatory 

and political regimes, and it is the latter that perhaps is the most uncertain today in the U.S. As we 

mentioned in our October 2015 letter, healthcare stocks are assuming new political risks following a 

decade of bullish leverage to Washington. Political attacks on drug pricing are a drag on biotech and 

pharma valuations, and an anti-Wall Street fervor dominates Democratic agendas. But beyond populist 

calls for corporate behavioral reform, certain macroeconomic policies are of acute concern.  

For example, tax plans proposed by presidential candidate Bernie Sanders would increase taxes by $13 

trillion over the next decade, a 30% increase.  Tax hikes of this magnitude could cripple the U.S. 

economy, and The Tax Foundation estimates his plan would reduce long-term GDP by 9.5%. If a tweet 

from Hillary can take drug stocks down 20%, what could a “Weekend at Bernie’s” do? 

Price

Name Mkt Cap Change Sales EPS Pr/book

DISCOVER FINANCIAL SERVICES $19,831 -13% 4.1% 5% 1.7x

NAVIENT CORP $3,670 -12% -7.8% -3% 0.9x

HOUGHTON MIFFLIN HARCOURT CO $2,314 -21% -0.5% 0% 1.5x

SCHOLASTIC CORP $1,198 -9% -10.2% -66% 1.0x

Growth

Sector Long Short Net

Consumer Discretionary 5.1 (4.3) 0.8

Consumer Staples 14.1 (1.6) 12.5

Energy 0.0 (3.2) (3.2)

Financials 0.0 (8.8) (8.8)

Health Care 4.1 (0.0) 4.1

Industrials 9.2 (9.5) (0.4)

Information Technology 5.5 (3.9) 1.6

Materials 0.0 (1.9) (1.9)

Telecommunication Services 3.0 0.0 3.0

Utilities 9.5 0.0 9.5

FlowPoint portfolio



 

 

The table below identifies several of the investment themes we’ve implemented this year, and sample 

tactical approaches to each. This is a partial, growing and evolving list; the American economy is 

constantly unfolding new opportunities.  

 Example FlowPoint Theme Sample Tactic(s) 

Bullish Defense/cybersecurity Weapons manufacturers-Lockheed, Raytheon 

 Goodwill realization  Banks at tangible book value  

 Organic growth  Facebook, Panera Bread 

 Free cash flow yields/High TSR* AT&T, McCormick & Co. 
   

Bearish Energy prices pressuring corporate debt Short levered oil and gas producers  

 U.S. college bubble Short student lenders, textbook publishers 
and student housing REITs 

 Minimum-wage business models Short restaurants and department stores 

 Hedge fund liquidations Short FactSet and SS&C 

 Canadian housing bubble Short Canadian banks 

 Low TSR*/no change Short low-yielding, low growth Utilities/REITs 

 Old Media Short newspaper, television companies 

 “Airbnb effect”  Short hotels  

 “Uber effect” Short Hertz, Avis car rentals 

 Negative European interest rates  Short European financials, U.S. exporters 

 Financial engineering vs. growth Short Old Tech  

 Melting icecubes TiVo, H-P 

 Strong dollar limiting foreign purchase Short vacation rentals 
*Total Shareholder Return  

 

I hope this update is timely and informative; in the interest of transparency and the spirit of sharing our 

research, we hope you consider our findings carefully. I’ll be speaking on this topic at the Alpha Hedge 

East conference on a panel “Student Debt: Finding Opportunities within the Morass” on February 29 in 

Palm Beach.  Also participating will be moderator Jon Kuczmarski of WhaleRock Point Partners, Taylor 

Mann of Pine Capital, and Tonio DeSorrento of Verno Education. If you’re in FL around then, let’s meet 

up. http://www.imn.org/investment-management/conference/Alpha-Hedge-East-2016/  

As ever, please contact us with anything.  

 

    -Chuck 

 

Charles Trafton 

FLOWPOINT CAPITAL PARTNERS, LP 

Two Oliver Street  

Boston MA 02109 

www.flowpointcapital.com 

http://www.imn.org/investment-management/conference/Alpha-Hedge-East-2016/
http://www.flowpointcapital.com/

