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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)
M QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES AND

EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2007

or
O 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: 001-33140

CAPELLA EDUCATION COMPANY

(Exact name of registrant as specified in its charter)

Minnesota 41-171795E

(State or other jurisdiction of (I.R.S. Employer
Incorporation or organization) Identification No.)

225 South Sixth Street, 9th Floor

Minneapolis, Minnesota 55402
(Address, including zip code, of principal executive offices)

(888) 227-3552

(Registrant’s telephone number, including area code

Indicate by check mark whether the registrant éf filed all reports required to be filed by Seeti® or 15(d) of the Securities Excha
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requaodile such reports), and (2) has been
subject to such filing requirements for the pastigs. Yes™ No O

Indicate by check mark whether the registrantlexge accelerated filer, an accelerated filer, noa-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act. (Check one):

Large accelerated filer] Accelerated filer O Non-accelerated filer
Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Exgje Act). Yes[O No M

The total number of shares of common stock outétgnals of October 26, 2007, was 17,227,818.
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PART | — FINANCIAL INFORMATION
Iltem 1. Financial Statements

CAPELLA EDUCATION COMPANY
Consolidated Balance Sheets

As of September 3(

As of December 31
2006

(In thousands, except par value)

2007
(Unaudited)
ASSETS
Current assett
Cash and cash equivalel $ 41,46
Marketable securitie 83,22(
Accounts receivable, net of allowance of $904 gtt&mber 30, 2007 and $1,119 at
December 31, 200 7,06¢€
Prepaid expenses and other current a: 5,887
Deferred income taxe 1,78
Total current asse 139,41¢
Property and equipment, r 34,01«
Total asset $ 173,43.
LIABILITIES AND SHAREHOLDERS ' EQUITY
Current liabilities:
Accounts payabl $ 3,017
Accrued liabilities 24,22¢
Income taxes payab —
Deferred revenu 8,27(
Current portion of capital lease obligatic —
Total current liabilities 35,51¢
Deferred ren 1,33¢
Capital lease obligatior —
Deferred income taxe 1,93
Total liabilities 38,78¢
Shareholder equity:
Common stock, $0.01 par valt
Authorized share— 100,000
Issued and outstanding sha— 16,947 at September 30, 2007 and 16,0(
December 31, 200 16¢
Additional paic-in capital 183,65°
Accumulated other comprehensive income (It 53
Retained earnings (accumulated defi (49,239
Total shareholde’ equity 134,64
Total liabilities and sharehold¢ equity $ 173,43:

The accompanying notes are an integral part oféhmmsolidated financial statements.

3

$ 22,49]
65,17(

7,401

3,70¢

1,80(C

100,56
28,74¢

$ 129,31«

$ 5,11:
18,59¢

214

7,48¢

31,41¢
1,81:

2,331
35,56¢

16C
156,51

(7

(62,92)

93,74

$ 12931
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CAPELLA EDUCATION COMPANY
Consolidated Statements of Income

Three Months Ended

Nine Months Ended

September 30, September 30,
2007 2006 2007 2006
(Unaudited)
(In thousands, except per share amounts)

Revenue! $55,53( $43,90: $162,27: $129,27¢
Costs and expense
Instructional costs and servic 24,75¢ 20,131 72,86¢ 61,47
Marketing and promotion: 17,587 14,96, 52,75: 42 54(
General and administrati\ 6,86¢ 4,741 19,36¢ 15,11°¢

Total costs and expens 49,207 39,83¢ 144,98¢ 119,12¢
Operating incom 6,32: 4,06: 17,28¢ 10,15(
Other income, ne 1,252 1,127 3,471 3,09¢
Income before income tax 7,57¢ 5,18¢ 20,76 13,24«
Income tax expens 2,514 2,14¢ 7,074 5,50¢
Net income $ 5062 $ 3041 $ 13,68¢ $ 7,73¢
Net income per common sha

Basic $ 03C $ 02 $ 08 $ 0.6¢

Diluted $ 02¢ $ 028 $§ 08 $ 0.64
Weighted average number of common shares outsigr

Basic 16,81( 11,731 16,41 11,69

Diluted 17,617 12,06: 17,177 12,02:

The accompanying notes are an integral part oféhmmsolidated financial statements.
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CAPELLA EDUCATION COMPANY
Consolidated Statements of Cash Flows

Operating activities
Net income

Adjustments to reconcile net income to net cashigeal by operating activitie:

Provision for bad debt
Depreciation and amortizatic
Amortization of investment discount (premiu
Asset impairmen
Stock-based compensatic
Noncash equit-related expens
Excess tax benefits from st-based compensatic
Deferred income taxe
Changes in operating assets and liabilit
Accounts receivabl
Prepaid expenses and other current a:
Accounts payable and accrued liabilit
Income taxes payab
Deferred ren
Deferred revenu

Net cash provided by operating activit

Investing activities

Capital expenditure

Purchases of marketable securi
Sales of marketable securiti

Net cash used in investing activiti

Financing activities

Payments of capital lease obligations and notealga
Excess tax benefits from st-based compensatic

Net proceeds from exercise and repurchase of stpitins
Net proceeds from issuance of common s

Employee Stock Ownership Plan distributic

Net cash provided by (used in) financing activi

Net increase (decrease) in cash and cash equis
Cash and cash equivalents at beginning of p¢

Cash and cash equivalents at end of pe

Supplemental disclosures of cash flow informatiol
Interest paic

Income taxes pai
Noncash transaction

Purchase of equipment through capital lease oligs
Purchase of equipment included in accounts payaideaccrued liabilitie
Retirement of equipment financed through capitaséeobligation

Issuance of common stock to the Employee Stock @shiyePlar

Nine Months Ended September 3C

2007 2006
(Unaudited)
(In thousands)

$ 13,68¢ $ 7,73¢
2,58: 2,02¢
7,271 6,04¢
13¢ (236)
31 23
2,53 2,72C
— 224
(3,947) (28)
(429) (654)
(2,24%) (2,007
(34€) (1,107)
5,021 (76)
3,12¢ 2,811
(477) (409)
782 1,37¢
27,74« 18,46!
(14,070) (11,13))
(178,15)) (163,78
160,06° 151,73
(32,157 (23,18))
(1) (2,189
3,942 28
8,521 (109)

10,91¢ —
— (6)
23,38 (2,279
18,97: (6,996
22,49; 13,97
$ 41,46 $ 6,97¢
$ — $ 22
$ 4,354 $ 3,34¢
$ — $ 16
$ 592 $ 1,771

$ 11 $ =
$ — $ 1,241

The accompanying notes are an integral part oféhmmsolidated financial statements.
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CAPELLA EDUCATION COMPANY
Notes to Consolidated Financial Statements
(In thousands, except per share data)

1. Nature of Business

Capella Education Company (the Company) was incatpd on December 27, 1991. Through its wholly-advegbsidiary, Capella
University (the University), the Company managsdiisiness on the basis of one reportable segifieatUniversity is an online post-
secondary education services company that offeegiaty of bachelor’s, master's and doctoral degnmegrams primarily delivered to working
adults. Capella University is accredited by ThehdigLearning Commission and is a member of theliNGentral Association of Colleges and
Schools (NCA).

2. Summary of Significant Accounting Policies
Consolidation

The consolidated financial statements include tle®ants of the Company and the University, aftenieltion of all intercompany
accounts and transactions.

Unaudited I nterim Financial | nformation

The accompanying unaudited consolidated finantééments of the Company have been prepared imdsoze with accounting
principles generally accepted in the United St&deterim financial information and with the imgttions to Form 10-Q and Rule 10-01 of
Regulation S-X. Accordingly, they do not includéathe information and footnotes required by agaiing principles generally accepted in
the United States for complete financial statemdntthe opinion of management, these statementsdea all adjustments (consisting of
normal recurring adjustments) considered necedegrsesent a fair statement of our consolidatedlt®ef operations, financial position and
cash flows. Operating results for any interim perwe not necessarily indicative of the result$ thay be expected for the full year.
Preparation of the Company’s financial statememtinformity with accounting principles generalicapted in the United States requires
management to make estimates and assumptiondfiztttae reported amounts in the financial stateti:mand footnotes. Actual results could
differ from those estimates. This Quarterly Repaort-orm 10-Q should be read in conjunction with@mmpany’s consolidated financial
statements and footnotes included in its AnnualdRem Form 10-K for the fiscal year ended Decen8ier2006 (2006 Annual Report on
Form 10-K).
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Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptedthi@ United States requires
management to make estimates and assumptiondfeetttae reported amounts in the consolidatedniine statements and accompanying
notes. Actual results could differ from those esti@s.

Contingencies

The Company accrues for costs associated withragenticies including, but not limited to, regulatopmpliance and legal matters when
such costs are probable and reasonably estimalbleilities established to provide for contingencaes adjusted as further information
develops, circumstances change, or contingenogeseaolved. The Company bases these accruals cageraent’s estimate of such costs,
which may vary from the ultimate cost and experss®ciated with any such contingency.

3. Net Income Per Common Share

Basic net income per common share is based onefghted average number of shares of common staskamaling during the period
and, since our preferred stock participated inipgad dividends equally to common stockholderspaieflects the dilutive effects of the
outstanding shares of our preferred stock. Dilutedincome per common share increases the shadsruthe per share calculation by the
dilutive effects of options and warrants.

The table below is a reconciliation of the numeratad denominator in the basic and diluted netrime@er common share calculation.

Three Months Ended Nine Months Ended

September 30, September 30,
2007 2006 2007 2006
(Unaudited)

Numerator:

Net income $ 5,06z $ 3,041 $13,68¢ $ 7,73¢
Denominator

Denominator for basic net income per common s— weighted average shares outstanc 16,81C 11,73! 16,41. 11,69
Effect of dilutive stock options and warral 801 332 76€ 33C
Denominator for diluted net income per common sl 17,61: 12,06: 17,177 12,02:
Basic net income per common sh $ 03C $ 026 $ 0.8z $ 0.6¢
Diluted net income per common shi $ 02¢ $ 028 $ 08C $ 0.6

Options to purchase 80 and 918 common shares,atéggg, were outstanding but not included in tloenputation of diluted net income
per common share in the three months ended Sept&@p2007 and 2006, respectively, because thigictefvould be antidilutive. Options to
purchase 43 and 696 common shares, respectivelg, autstanding but not included in the computatibdiluted net income per common
share in the nine months ended September 30, 2GD2G06, respectively, because their effect woel@dittidilutive.

4. Income Taxes

The Company adopted the provisions of FASB Intégi@n No. 48Accounting for Uncertainty in Income Taxes — agfiptetation of
FASB Statement No. 1(FIN 48) on January 1, 2007. As a result of thelengentation of FIN 48, the Company recognized rjasithent in
the liability for unrecognized income tax benefi$.the adoption date of January 1, 2007, the Camead $269 of total gross unrecognized
tax benefits. Of this total, $175 (net of the feddrenefit on state issues), represents the anwdumrecognized tax benefits that, if recognized,
would favorably affect its effective income taxea future periods. There were no material adjestisifor the unrecognized income tax
benefits in the nine months ended September 3(,.200

The Company is subject to U.S. federal income tawell as income tax of multiple state jurisdicBoRurrently, no jurisdictions are
under examination.

The Company continues to recognize interest andlfies related to uncertain tax positions in incdmeexpense. Upon adoption of FIN
48, the Company had less than $1 of accrued interleded to uncertain tax positions.
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For federal purposes, tax years 1998-2006 reman tpexamination as a result of earlier net opegdbsses being utilized in recent
years. The statute of limitations remains openhenetarlier years for three years subsequent tattlwation of net operating losses. For si
purposes, the statute of limitations remains opemsimilar manner for states that have generatedperating losses.

The Company does not anticipate any significanteiases or decreases in unrecognized tax benefitsthe next twelve months.
Immaterial amounts of interest expense will corgito accrue. In September of 2007, the statutenititions expired on federal issues related
to tax years 1995-1997. There was no material ilnpa¢he unrecognized tax benefits related to Kpération of the statute of limitations for
tax years 1995-1997.

5. Accrued Liabilities
Accrued liabilities consist of the following:

As of As of
September 3C December 31
2007 2006
(Unaudited)
Accrued compensation and bene $ 8,521 $ 3,61
Accrued instructional fee 4,43¢ 4,47(
Accrued vacatiol 1,271 1,047
Customer deposit 1,614 1,21¢
Other 8,38: 8,24¢

$  24,22¢ $ 18,59¢

6. Litigation

In the ordinary conduct of business, the Comparsyigect to various lawsuits and claims coveringide range of matters, including, t
not limited to, claims involving learners or gratesmand routine employment matters. The Compang dotebelieve that the outcome of any
pending claims will have a material adverse impacits consolidated financial position or result®perations.

7. Stock-Based Compensation

The table below reflects our stock-based compemsatkpense recognized in the consolidated statsnoéinicome for the three and nine
months ended September 30, 2007 and 2006:

Three Months Nine Months
Ended September 30, Ended September 30,
2007 2006 2007 2006
(Unaudited)

Instructional costs and servic $ 257 $ 25C $ 844 $ 701
Marketing and promotion: 157 86 48t 317
General and administrati\ 38€ 277 1,208 1,70z
Stoclk-based compensation expense included in operatoagrie 80C 613 2,53 2,72(
Tax benefi 191 10E 60¢ 654
Stocl-based compensation expense, net o $ 60 $ 508 $192¢ $ 2,06¢

The total stock-based compensation expense reamjdizring the three and nine months ended Septe3th@006 included ($85) and $808,
respectively, of compensation expense related timmeance-based stock options. The total incoméenefit recognized during the three and
nine months ended September 30, 2006 included @82$301, respectively, of income tax (expensagfierelated to performance-based
stock options. The Company recorded a reductictdokbased compensation expense and income tax beglafitd to performance options
the three months ended September 30, 2006 duehtarme in the estimate of the number of optionswioaild vest. There has been no stock-
based compensation expense recognized in 2002ffarmance-based stock options.

8
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The tables below summarize stock option activitgt ather stock option information for the perioddigated:

Weighted-

Available Plan Options Average
Qutstanding Exercise Price

for Grant Incentive Non-Qualified per Share

Service-based Stock Options

Balance, December 31, 20 1,97¢ 97¢ 1,01( $ 16.4¢
Granted (185) — 18t 42.1:
Exercisec — (320 (20€) 13.4:
Cancelec 43 (27) (31) 19.7¢
Balance, September 30, 2007 (unaudi 1,83¢ 631 95€ 20.3:

Performance-based Stock Options
Balance, December 31, 20 1 18¢ $ 20.0(
Exercisec (1) (77) 20.0(

Balance, September 30, 2007 (unaudi 112 20.0¢
Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Shares Price Term Value
Service-based Stock Options
Balance at September 30, 2007 (unaudi 1,58¢ $ 20.3¢ 6.5 $56,56:
Vested and expected to vest, September 30, 20@U dited) 1,50z $ 20.0¢ 6.5 $53,85¢
Exercisable, September 30, 2007 (unaudi 762 $ 16.4: 5.7 $30,10¢

The aggregate intrinsic value in the table abopeesents the total pre-tax intrinsic value (théedénce between the Company’s closing
stock price on September 30, 2007 and the exepcise, multiplied by the number of in-the-moneyiops) that would have been received by
the option holders had all option holders exercibed options on September 30, 2007. The amouaggfegate intrinsic value will change
based on the fair market value of the Company’sksto

Restricted stock activity for the nine months en8egtember 30, 2007 is summarized as follows:

Weighted-
Average
Grant Date
Number  Fair Value
of Shares  per Share

Restricted Stock

Balance, December 31, 20 —  $ —
Granted 1 51.6¢
Vested — —
Forfeited — —
Balance, September 30, 2007 (unaudi 1 $ 51.6¢

During the year ended December 31, 2006, the Coyngiaamted performance-based stock options to paecB&5 shares of common
stock at a weighted-average exercise price peesifé20.00. At December 31, 2006, 74.5% of theséopmance-based stock options vested
and were exercisable based on meeting certainrpeafce thresholds related to planned revenue adnie before income taxes. The
remaining 25.5% of these performance-based stotirgpwere canceled. The outstanding performanse¢batock options had a weighted-
average remaining contractual life of 8.4 years amdggregate intrinsic value of $4,053 at Septerd3®g2007.

The following table summarizes information regagdail stock option exercises for the nine monthdeenSeptember 30, 2007
(unaudited):

Proceeds from stock options exerci: $ 8,52
Tax benefits related to stock options exerci 5,37¢
Intrinsic value of stock options exercis 16,11(
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Intrinsic value of stock options exercised is estiad by taking the difference between the Compatig'sing stock price on the date of
exercise and the exercise price, multiplied byrtheber of options exercised for each option hoddet then aggregated.

As of September 30, 2007, total compensation abatad to nonvested service-based stock optiongataecognized was $7,358, which
is expected to be recognized over the next 28 nsomha weighted-average basis.

8. Regulatory Supervision and Oversight

The University is subject to extensive regulatigrféderal and state governmental agencies andditingebodies. In particular, the
Higher Education Act (HEA) and the regulations pugated thereunder by the U.S. Department of EdutdDOE) subject the University to
significant regulatory scrutiny on the basis of muous standards that schools must satisfy to gaatein the various types of federal learner
financial assistance under Title IV Programs.

To participate in the Title IV Programs, an ingiibn must be authorized to offer its programs atiinction by the relevant agencies of
state in which it is located, accredited by an editing agency recognized by the DOE and certifie@ligible by the DOE. The DOE will
certify an institution to participate in the Titl¢ Programs only after the institution has demcatsitt compliance with the HEA and the DOE’s
extensive academic, administrative, and finan@gutations regarding institutional eligibility. Anstitution must also demonstrate its
compliance with these requirements to the DOE oargyoing basis.

The Company performs periodic reviews of its coanptie with the various applicable regulatory requiats. The Company has not
been notified by any of the various regulatory ages of any significant noncompliance matters thatild adversely impact its ability to
participate in Title IV programs, however, the ©fiof Inspector General (the OIG) of the Departneéfiducation has conducted a
compliance audit of the University. The OIG is r@sgible for, among other things, promoting the @ffeeness and integrity of the Department
of Education’s programs and operations. The awditroenced on April 10, 2006 and the Company subselyygrovided the OIG with
periodic information, responded to follow up inded and facilitated site visits and access to thmg@any’s records. The OIG completed its
field work in January 2007 and the Company receavedaft audit report on August 23, 2007. The draflit report is preliminary, and is
subject to further review and revision by the OT&e Company provided written comments on the dradlit report to the OIG on
September 25, 2007. At some time in the futureah@’s final report will be issued to the Acting i@hOperating Officer for Federal Student
Aid, who will subsequently issue final findings aratjuirements for the University. The most sigw@ificpotential financial exposure from the
audit pertains to repayments to the DepartmentdofcBtion that could be required if the OIG conchittext the Company did not properly
calculate the amount of Title IV funds requiretreturned for learners that withdrew from Cap¥ltéversity without providing an official
notification of such withdrawal and without engagin academic activity prior to such withdrawalitlfs determined that the University
improperly withheld any portion of these funds, thaversity would be required to return the imprdpevithheld funds. For the three year
audit period, and for the 2005-2006 aid year, tbenfany estimates that the total amount of Titldukds not returned for learners who
withdrew without providing official notification waless than $1.0 million, including interest, bat imcluding fines and penalties.

Political and budgetary concerns significantly efftne Title IV Programs. Congress reauthorizeHBé and other laws governing Title
IV Programs approximately every five to eight yedilse last reauthorization of the HEA was completetl998. Although the process for
reauthorization of the HEA is underway, there isassurance on when or if it will be completed. Bseareauthorization has not yet been
completed in a timely manner, Congress has extetigedurrent provisions of the HEA through March 3208. Additionally, Congress
reviews and determines appropriations for Titlephggrams on an annual basis through the budgeapmapriations processes. As of
September 30, 2007, programs in which the Compdagi®ers participate are operative and sufficjefuthded.

As an exclusively online university, the “50% Rulenacted in 1992, would preclude the Company’siess from participating in Title
IV programs. However, the 50% Rule was repealef@gtfe July 1, 2006) as part of the Higher EdwratReconciliation Act, which was part
of the Deficit Reduction Act signed into law by Bigent Bush on February 8, 2006. The Deficit Reduchct is currently being challenged in
court by private plaintiffs alleging that the astimvalid due to discrepancies between non-edutagilated provisions of the House and Senate
bills. Although the legal challenges do not relat¢he 50% Rule, an invalidation of the Deficit Retlon Act could reinstate the provisions of
the 50% Rule. Therefore, should the plaintiffs @iein the pending litigation, the Company may nézfind alternative ways of either
qualifying for Title IV or providing alternative stient financing vehicles.

In addition to the DOE and state higher educatégulatory bodies, other governmental entities @geroversight authority over our
business practices. In April 2007, the Companyiveckinquiries from the New York and Minnesota Atteys General in connection with th
ongoing reviews of financial aid practices at vas@olleges and universities. As part of its inguihe New York Attorney General requested
information regarding the relationship between 8tud oan Express, one of 15 institutions curreligted by the Company as a recommended
student lender, and Timothy Lehmann, the Compalfioytaer Director of Financial Aid.

10
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On May 15, 2007, the Company announced settlemégtiighe attorneys general of New York and Minnastn connection with these
settlements, the Company has adopted a code oficbretently established by the New York Attornesn@ral, which is similar to our existi
financial aid practices. The Company did not pay fames or restitution in connection with thesetlsgtents.

On April 19, 2007, the Company received a letteingfiiry from U.S. Senator Edward Kennedy, Chairrohthe Senate Health,
Education, Labor and Pensions Committee (HELP Cdtae)j related to the Committee’s oversight offdderally-guaranteed student loan
program. The Company has responded to this inquinjch appeared to focus on similar issues to thaised by the New York Attorney
General. On June 14, 2007, the HELP Committeesetkds “Report on Marketing Practices in the Feldeamily Education Loan Program.”
While the Committee’s inquiry into Capella has officially concluded, the Company has received umdhfer requests for information or to
appear before the Committee.

On May 21, 2007, the Company received a lettengtiiry from the OIG. This inquiry focused on similasues to those raised by the
Attorneys General and Senator Kennedy’s committed,the Company met with OIG personnel in July 288 provided documentation to
the OIG to respond to their inquiry. The Company hexeived no further requests for information rdupg this inquiry from the OIG since the
initial response and meeting.

ltem 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

The following discussion of our historical resudfsoperations and our liquidity and capital resoascshould be read in conjunction with
the consolidated financial statements and relatet@s that appear elsewhere in this report.

Forward-Looking Statements

Statements contained in this Quarterly Report amnFi0-Q that are not statements of historical $&ctuld be considered forwaloleking
statements within the meaning of the Private S&earLitigation Reform Act of 1995 (the “Act”). laddition, certain statements in our future
filings with the Securities and Exchange Commissinrpress releases, and in oral and written stamésnmade by us or with our approval that
are not statements of historical fact constitutevéod-looking statements within the meaning of Awe. Examples of forward-looking
statements include, but are not limited to, statgmeegarding: proposed new programs; regulatovgldpments; projections, predictions,
expectations, estimates or forecasts as to ounéss; financial and operational results and futemomic performance; and statements of
management’s goals and objectives and other siexjaressions concerning matters that are not iiatidacts. Words such as “may,”
“should,” “could,” “would,” “predicts,” “potential, “continue,” “expects,” “anticipates,” “future,”iftends,” “plans,” “believes,” “estimates”
and similar expressions, as well as statementsgtimd tense, are intended to identify forward-logkstatements, but are not the exclusive
means of identifying such statements.

Forward-looking statements involve risks and uraieties that may cause actual results to differeniaty from those in such statements.
Factors that could cause actual results to diffanfthose discussed in the forward-looking statamierclude, but are not limited to, those
described in “Risk Factors” in Part I, Item 1A afrcAnnual Report on Form 10-K for the fiscal yeaded December 31, 2006, as updated in
our Form 10-Q for the quarter ended March 31, 2@@d, other subsequent reports filed with the SE@uding any updates found in Part I,
Item 1A of this report on Form 1Q- The performance of our business and our seesiritiay be adversely affected by these factors wadhie
factors common to other businesses and investmants the general economy. Forward-looking statémare qualified by some or all of
these risk factors. Therefore, you should conditese risk factors with caution and form your owitical and independent conclusions about
the likely effect of these risk factors on our figtgerformance. Such forward-looking statementalspaly as of the date on which statements
are made, and we undertake no obligation to upatatdorward-looking statement to reflect eventsiomumstances after the date on which
such statement is made to reflect the occurrenc@afticipated events or circumstances. Readerddsharefully review the disclosures and
the risk factors described in this and other doquseve file from time to time with the SecuritiesdaExchange Commission (SEC).

11
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Overview
Background

We are an exclusively online post-secondary edoatervices company. Our wholly owned subsidiagpelia University, is a
regionally accredited university that offers a etyiof undergraduate and graduate degree programargy delivered to working adults. At
September 30, 2007, we offered over 870 coursed @radademic programs with 101 specializationbegtraduate and undergraduate leve
approximately 20,300 learners.

We were founded in 1991, and in 1993 we establisluedvholly owned university subsidiary, then nanié@ Graduate School of
America, to offer doctoral and master’s degreesugh distance learning programs in managementagidngc human services and
interdisciplinary studies. In 1995, we launched ouline format for delivery of our doctoral and rrea%s degree programs over the Internet. In
1997, our university subsidiary received accreiditafrom the North Central Association of Collegesl Schools (later renamed The Higher
Learning Commission of the North Central Associaiid Colleges and Schools). In 1998, we began xparesion of our original portfolio of
academic programs by introducing doctoral and m'asdegrees in psychology and a master of busiaéssnistration degree. In 1999, to
expand the reach of our brand in anticipation o¥img into the bachelos degree market, we changed our name to CapelleaEidn Compan
and the name of our university to Capella Univgrdit 2000, we introduced our bachelor’s degreemetion program in information
technology, which provided instruction for the lagb years of a four-year bachelor’s degree. In120@ introduced our bachelor’'s degree
completion program in business administration.004 we introduced our four-year bachelor’'s degmagrams in business administration and
information technology, as well as three masten&l specializations in education targeted at KebZhers. In 2005, we introduced two
master’s level specializations in education tamgétehigher education and K-12 teachers as wellmsister’s in business administration
specialization in accounting. In 2006, we introdiliseven specializations including healthcare mamagé accounting and information
assurance and security. Additionally, in Novemt@0&, we completed an initial public offering of aammon stock. During the nine months
ended September 30, 2007, we introduced six negranws and 27 new specializations.

Critical Accounting Policies and Use of Estimates

Our critical accounting policies are disclosed im Annual Report on Form 10-K for the fiscal yeaded December 31, 2006. During the
nine months ended September 30, 2007, there harermesignificant changes in our critical accounfolicies.

Results of Operations
The following table sets forth statements of operast data as a percentage of revenues for eatte @feriods indicated:

Three Months Nine Months
Ended September 30 Ended September 30
2007 2006 2007 2006
Revenue:! 100.% 100.(% 100.% 100.(%
Costs and expens
Instructional costs and servic 44.€ 45.¢ 44.¢ 47.€
Marketing and promotion: 31.€ 34.C 32.t 32.€
General and administrati\ 12.4 10.€ 11.¢ 11.7
Total costs and expens 88.¢€ 90.7 89.8 92.2
Operating incom 11.4 9.3 10.7 7.8
Other income, ne 2.3 2.6 2.1 2.4
Income before income tax 13.7 11.¢ 12.¢ 10.Z
Income tax expens 4.5 4.9 4.4 4.3
Net income 9.2% 7.0% 8.4% 5.9%

Three Months Ended September 30, 2007 Compared to Three Months Ended September 30, 2006

Revenues. Our revenues for the three months ended Septen@h@087 were $55.5 million, representing an inceazfst11.6 million, or
26.5%, as compared to revenues of $43.9 millioriferthree months ended September 30, 2006. Ohtrisase, 22.5 percentage points were
due to increased enrollments and 4.7 percentagespoere due to the impact of pricing increasescivivas partially offset by a 0.8
percentage point decrease due to a larger propastimaster’s learners, who generated less reveaeukearner than our doctoral learners. End-
of-period enroliment increased 23.8% in 2007 coragao 2006.

Instructional costs and services expenses. Our instructional costs and services expensesotiree months ended September 30, 2007
were $24.8 million, representing an increase o6 $dillion, or 23.0%, as compared to instructionadts and services expenses of $20.1 million
for the three months ended September 30, 2006.iftrisase was primarily due to an increase in Easnpport services and increases in
instructional pay as a result of the increase moléments. Our instructional costs and
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services expenses as a percentage of revenuessistigy 1.3 percentage points to 44.6% for the timenths ended September 30, 2007, as
compared to 45.9% for the three months ended Ségted®, 2006. This decrease in 2007 was primatity/td a decrease in the ratio between
faculty compensation and revenue and increasetlesféiies in our information technology departmeattially offset by an increase in bonus
expense due to a higher expected payout in 200¥ith2006.

Marketing and promotional expenses. Our marketing and promotional expenses for thestmenths ended September 30, 2007 were
$17.6 million, representing an increase of $2.6iom| or 17.5%, as compared to marketing and pranat expenses of $15.0 million for the
three months ended September 30, 2006. This irekeas driven by greater spending in targeted miagkeaind online media and an increas
recruitment and marketing staffing. Our marketing @aromotional expenses as a percentage of revelegesased by 2.4 percentage points to
31.6% for the three months ended September 30, 2@07 34.0% for the three months ended Septembe2@6. This improvement reflects
both proportionately greater marketing spendinthefirst half of 2007 when compared to 2006 arditiehcy improvements across marketing
enroliment spending.

General and administrative expenses. Our general and administrative expenses for treethmonths ended September 30, 2007 were $6.¢
million, representing an increase of $2.1 million44.8%, as compared to general and administratipenses of $4.7 million for the three
months ended September 30, 2006. This increas@nivaarily attributable to increases in costs ralatebeing a public company, an increase
in bonus expense due to a higher expected pay@@dr than in 2006, and higher legal costs. A fiigant portion of our legal costs for the
three months ended September 30, 2007 relatedreaised pre-trial activity in on-going litigatiomitiated by a former learner, which litigation
includes both his claims against us and our coalatiens against him. This litigation against usegihg inadequate access to our courserooms
under federal and state disability laws is scheatitde trial in November 2007, as is an appeal oncawnterclaim for defamation and
interference with business relations. Our genardladministrative expenses as a percentage ofuesdncreased by 1.6 percentage points to
12.4% for the three months ended September 30, 2007 10.8% for the three months ended Septembe?@6 due to an increase in bonus
expense, public company expenses and increasdactesia as discussed above, offset by a decreasstain contingency expenses.

Other income, net. Other income, net increased by $0.1 million, 06%.,.to $1.3 million for the three months ended Eeyiter 30, 2007,
from $1.1 million for the three months ended Sefiiten80, 2006. The increase was principally duatogased levels of interest income on
higher average cash and marketable securitiesdedapartially offset by lower levels of interestome from investing exclusively in tax-
exempt investments in the third quarter of 2007.

Income tax expense. We recognized tax expense for the three monthsce8dptember 30, 2007 and 2006 of $2.5 million ahd $
million, respectively, or at effective tax rates3¥.2% and 41.4%, respectively. The decrease irfbective tax rate in the third quarter of 2(
from 2006 was primarily due to the increased usevofexempt investments, a decrease in the imgaatrodeductible FAS 123(R) stock-
based compensation expense for incentive stockrptnd a decrease in the amount of non-deductibéds and entertainment expenses.

Net income. Net income was $5.1 million for the three monthdexhSeptember 30, 2007, compared to net incoma.0frillion for the
three months ended September 30, 2006, an incoé&2:0 million, because of the factors discusdsalva. Overall our bonus expense in the
three months ended September 30, 2007 is highertiiegassame period in the prior year because diitiiger expected payout of the bonus in
2007 and because we granted performance-basedagitioks in lieu of a cash bonus for certain exeestin 2006.

Nine Months Ended September 30, 2007 Compared to Nine Months Ended September 30, 2006

Revenues. Our revenues for the nine months ended Septemh&0807 were $162.3 million, representing an inceaafs$33.0 million, or
25.5%, as compared to revenues of $129.3 milliothfe nine months ended September 30, 2006. Ofrttisase, 23.1 percentage points were
due to increased enrollments and 3.4 percentagespoere due to the impact of pricing increaseschvivas partially offset by a 1.0
percentage point decrease due to a larger propasfimaster’s learners, who generated less reveaeukearner than our doctoral learners. End-
of-period enroliment increased 23.8% in 2007 corag&o 2006.

Instructional costs and services expenses. Our instructional costs and services expensedi®onine months ended September 30, 2007
were $72.9 million, representing an increase of4hillion, or 18.5%, as compared to instructioo@dts and services expenses of $61.5
million for the nine months ended September 30620Wiis increase was primarily due to an increadearner support services and increases
in instructional pay as a result of the increaseriroliments, as well as an increase in informatidmhnology expenses and depreciation due to
the implementation of additional modules of ouregptise resource planning system, and an incredsenius expense due to a higher expected
payout in 2007 than in 2006. Our instructional s@std
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services expenses as a percentage of revenuessietiigy 2.7 percentage points to 44.9% for the mimeths ended September 30, 2007, as
compared to 47.6% for the nine months ended Seme8th 2006. This decrease in 2007 was driven lpyarements in our variable cost
structure due to ongoing work on process improveméncluding more efficient course scheduling ard of faculty, a decrease in the ratio
between faculty pay and revenue, and a higher fndapitalized software projects versus expenseeptsjin 2007 as compared to 2006.

Marketing and promotional expenses. Our marketing and promotional expenses for the mnaths ended September 30, 2007 were
$52.8 million, representing an increase of $10.lanj or 24.0%, as compared to marketing and prigonal expenses of $42.5 million for the
nine months ended September 30, 2006. This increaselriven by greater spending in online mediaamhcrease in recruitment and
marketing staffing. Our marketing and promotiongienses as a percentage of revenues decreasedl fiigréentage points to 32.5% for the
nine months ended September 30, 2007, from 32.9%éonine months ended September 30, 2006 duédizecy improvements across
marketing enrollment spending, partially offsetasyincrease in bonus expense due to a higher eppayout in 2007 than in 2006.

General and administrative expenses. Our general and administrative expenses for the mianths ended September 30, 2007 were ¢
million, representing an increase of $4.3 milliar28.1%, as compared to general and administratipenses of $15.1 million for the nine
months ended September 30, 2006. This increasg@rvaarily attributable to increases in costs reldtebeing a public company, an increase
in bonus expense due to a higher expected pay@@dn than in 2006, an increase in legal costs aandcrease in bad debt expense related to
the increase in revenue. Our year to date legas ¢@/e increased, in part, due to increased f@leatttivity in on-going litigation initiated by a
former learner, which litigation includes both hlaims against us and our counterclaims against Tilis litigation against us, alleging
inadequate access to our courserooms under featatatate disability laws, is scheduled for tniaNovember 2007, as is an appeal on our
counterclaim for defamation and interference witilsibess relations. Our general and administratiperses as a percentage of revenues
increased by 0.2 percentage points to 11.9% fonite months ended September 30, 2007, from 110f%hé nine months ended
September 30, 2006 due to increased public compadyegal expenses, partially offset by a decreatee use of external contractors and
training expenses related to our enterprise resguliemnning system.

Other income, net. Other income, net increased by $0.4 million, oA, to $3.5 million for the nine months ended Seyiter 30, 2007,
from $3.1 million for the nine months ended SeptengD, 2006. The increase was primarily due tociased levels of interest income on
higher average cash and marketable securitiesdegdapartially offset by lower levels of interestome from the higher proportion of tax-
exempt investments in the nine months of 2007.

I ncome tax expense. We recognized tax expense for the nine months e8dgtember 30, 2007 and 2006 of $7.1 million an8 $llion,
respectively, or at effective tax rates of 34.1% 40.6%, respectively. The decrease in our effedtx rate in 2007 from 2006 was primarily
due to the increased use of tax-exempt investmartscrease in the impact of non-deductible FASRP8tock-based compensation expense
for incentive stock options and a decrease in thewnt of non-deductible meals and entertainmentéesgs.

Net income. Net income was $13.7 million for the nine monthdesh September 30, 2007, compared to net incoma.dfrfillion for the
nine months ended September 30, 2006, an incré&&0million, because of the factors discusseavab

Liquidity and Capital Resources
Liquidity
We financed our operating activities and capitgdenditures during the nine months ended Septenthe20®7 and 2006 primarily

through cash provided by operating activities. €ash, cash equivalents and marketable securities $1€24.7 million and $87.7 million at
September 30, 2007 and December 31, 2006, resplyctiv

In August 2004, we entered into an unsecured $haln line of credit with Wells Fargo Bank. Thé& of credit has an expiration date
of June 30, 2008. There have been no borrowingat® under this line of credit, therefore $10.0iomlis available. Any borrowings would
bear interest at a rate of either LIBOR plus 2.5%he bank’s prime rate, at our discretion on tberdwing date.
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A significant portion of our revenues are deriveahi Title IV programs. Federal regulations dictdte timing of disbursements under
Title IV programs. Learners must apply for new Isamd grants each academic year, which startslJllgan funds are generally provided by
lenders in multiple disbursements for each acadgesc.

The disbursements are usually received by the aftéine second week of the term. These factorgthey with the timing of our learners
beginning their programs, affect our operating désh.

Based on our current level of operations and grdteid growth, we believe that our cash flow frorerations and other sources of
liquidity, including cash, cash equivalents and kegable securities, will provide adequate fundsoiegoing operations and planned capital
expenditures for the foreseeable future.

Operating Activities

Net cash provided by operating activities was $27ililon and $18.5 million for the nine months eddgeptember 30, 2007 and 2006,
respectively. The increase from 2006 to 2007 wangnily due to the $6.0 million increase in netanee; the $5.1 million increase in accounts
payable and accrued liabilities related to therngmf vendor payments; and the $1.8 million incesiasdepreciation and bad debt expense.
was offset by the $3.6 million decrease in incomes$ payable related primarily to excess tax beneéim stockbased compensation due tc
increase in stock option exercises in the nine hwanhded September 30, 2007 over the same perRaDB as well as our lower effective tax
rate and higher tax payments in 2007.

I nvesting Activities

Our cash used in investing activities is primardlated to the purchase of property and equipmeshiravestments in marketable
securities. Net cash used in investing activities %32.2 million and $23.2 million for the nine mimnended September 30, 2007 and 2006,
respectively. Investments in marketable securd@ssists of purchases and sales of auction raget-aacked, U.S. agency and corporate debt
securities, tax-exempt municipals, repurchase ageets and money market funds.

Net purchases of these securities were $18.1 mitlicd $12.1 million during the nine months endept&aber 30, 2007 and 2006,
respectively. Capital expenditures were $14.1 oriliand $11.1 million for the nine months ended &apier 30, 2007 and 2006, respectively.
The increase in 2007 from 2006 was primarily dutheoimplementation of additional modules of outegprise resource planning system and
the development of our new online visitor centebsiee.

We expect to continue to invest in integrating mafshur business systems with an enterprise resqulemning system. We expect that
once implemented, this integration of our systents@rocesses will improve efficiencies within onstructional costs and services, marketing
and promotional and general and administrative es@& We expect that our capital expenditures @7 24l be approximately $16.0 million
to $16.5 million. We expect to be able to fund theapital expenditures with cash generated fromatioas.

We lease all of our facilities. We expect to malteife payments on existing leases from cash gestkfiadm operations.

Financing Activities

Net cash provided by financing activities was $28i#lion for the nine months ended September 30,72@nd net cash used in financing
activities was $2.3 million for the nine months eddseptember 30, 2006. Financing activities dutfiegnine months ended September 30,
2007 were primarily related to proceeds of $10.Bioni from the issuance of common stock in our NP7 follow-on offering, $8.5 million
in proceeds from stock option exercises and $3lBomin excess tax benefits due to an increasstaok option exercises in the nine months
ended September 30, 2007 over the same periodi. Financing activities during the nine monthsezh&eptember 30, 2006 were primarily
related to payments on notes payable used to finasset purchases related to our enterprise resplangning system of $2.2 million.

Regulatory Supervision and Oversight

We perform periodic reviews of our compliance vitike various applicable regulatory requirements.h&e not been notified by any of
the various regulatory agencies of any significaricompliance matters that would adversely impactbility to participate in Title IV
programs, however, the Office of Inspector Genghed OIG) of the Department of Education has cotetila compliance audit of Capella
University. The OIG is responsible for, among ottiéngs, promoting the effectiveness and integsftthe Department of Education’s
programs and operations. The audit commenced oit Zpr2006 and we subsequently provided
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the OIG with periodic information, responded tdd@al up inquiries and facilitated site visits and@ss to our records. The OIG informed us
that it completed its field work in January 200dave received a draft audit report on August 28720’ he draft audit report is preliminary,
and is subject to further review and revision by @G. We provided written comments on the draftiaxeport to the OIG on September 25,
2007. At some time in the future, the OIG’s fingport will be issued to the Acting Chief Operat{dfficer for Federal Student Aid , who will
subsequently issue final findings and requireméartghe University. The most significant potenfialancial exposure from the audit pertain:
repayments to the Department of Education thatccbalrequired if the OIG concludes that we didproperly calculate the amount of Title
funds required to be returned for learners thabdvigw from Capella University without providing afficial notification of such withdrawal
and without engaging in academic activity priosth withdrawal. If it is determined that we impedy withheld any portion of these funds,
we would be required to return the improperly wélthfunds. For the three year audit period, andtfer2005-2006 aid year, we estimate that
the total amount of Title IV funds not returned fearners who withdrew without providing officiabtification was less than $1.0 million,
including interest, but not including fines and akies.

In addition to the DOE and state higher educatégulatory bodies, other governmental entities égeroversight authority over our
business practices. In April 2007, we received ings from the New York and Minnesota Attorneys &eah in connection with their ongoing
reviews of financial aid practices at various ocgde and universities. As part of its inquiry, thewWNYork Attorney General requested
information regarding the relationship between 8tud.oan Express, one of 15 institutions curreliggd by us as a recommended student
lender, and Timothy Lehmann, our former DirectoFofancial Aid.

On May 15, 2007, we announced settlements witlatteeneys general of New York and Minnesota. Inneamion with these settlemen
we have adopted a code of conduct recently estetdliby the New York Attorney General, which is $&mto our existing financial aid
practices. We did not pay any fines or restitutiononnection with these settlements.

On April 19, 2007, we received a letter of inquirgm U.S. Senator Edward Kennedy, Chairman of #eaf Health, Education, Labor
and Pensions Committee (HELP Committee), relatededCommittee’s oversight of the federally-guaeaat student loan program. We have
responded to this inquiry, which appeared to famusimilar issues to those raised by the New Yditkey General. On September 14, 2007,
the HELP Committee released its “Report on MarlgeBnactices in the Federal Family Education LoargRam.” While the Committee’s
inquiry into Capella has not officially concludesde have received no further requests for infornmatioto appear before the Committee.

On May 21, 2007, we received a letter of inquignfrthe OIG. This inquiry focused on similar issteeghose raised by the Attorneys
General and Senator Kennedy’s committee, and wenitletOIG personnel in July 2007 and provided doentation to the OIG to respond to
their inquiry. We have received no further requéstinformation regarding this inquiry from the @kince our initial response and meeting.

Item 3. Quantitative and Qualitative Disclosures About Market Risk
Market Risk

We have no derivative financial instruments or eive commodity instruments. We believe the rislated to marketable securities is
limited due to the adherence to our investmentgdhat requires marketable securities to haverarmim Standard & Poor’s rating of A
minus (or equivalent). All of our marketable setias as of September 30, 2007 and December 31, @@8sted of cash equivalents and
marketable securities rated A minus or higher.

Interest Rate Risk

We manage interest rate risk by investing exceasdsin cash equivalents and marketable securidasry variable interest rates, which
are tied to various market indices. Our future gtireent income may fall short of expectations dueh@nges in interest rates or we may suffer
losses in principal if we are forced to sell setiesithat have declined in market value due to ghatin interest rates. At September 30, 2007, a
10% increase or decrease in interest rates woultdave a material impact on our future earnings viaues, or cash flows related to
investments in cash equivalents or interest eammarketable securities.
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ltem 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

We carried out an evaluation, under the superviaimhwith the participation of our management,udaig the chief executive officer &
the chief financial officer, of the effectivenedgite design and operation of our disclosure cdatad procedures, as defined in Rules 13a-15
(e) and 15d-15(e) under the Securities ExchangefAt®34, as amended (the “Exchange AdBased upon that evaluation, our chief exect
officer and chief financial officer concluded thiae company’s disclosure controls and proceduregfiective, as of September 30, 2007, in
ensuring that material information relating to aguired to be disclosed by us in reports that leecfi submit under the Exchange Act is
recorded, processed, summarized and reported withitime periods specified in the SEC rules amch$o Disclosure controls and procedures
include, without limitation, controls and procedsidesigned to ensure that information requirecetdibclosed by an issuer in reports it files or
submits under the Securities Exchange Act is actatediand communicated to management, includingriteipal executive officer or
officers and principal financial officer or officgror persons performing similar functions, as appate to allow timely decisions regarding
required disclosure.

Changesin internal control over financial reporting.

There was no change in our internal control ovwsairicial reporting identified in connection with tixealuation required by Rule 13a-15
(d) and 15d-15(d) of the Exchange Act that occudhedng the period covered by this report thatimaserially affected, or is reasonably likely
to materially affect, our internal control overdimcial reporting.

PART Il - OTHER INFORMATION
Item 1. Legal Proceedings

From time to time, we are a party to various latgsuilaims and other legal proceedings that anigsbe ordinary course of our business.
We are not at this time a party, as plaintiff ofetielant, to any legal proceedings which, indivithuat in the aggregate, would be expected to
have a material adverse effect on our businessndial condition or results of operation.

Item 1A. Risk Factors

There have been no material changes to the ris&riadisclosed in the “Risk Factors” section of &mnual Report on Form 10-K for the
year ended December 31, 2006, as updated in outéplyaReport on Form -Q for the quarter ended March 31, 2007.

ltem 2. Unregistered Sales of Equity Securities and Use Bfoceeds
Recent Sales of Unregistered Securities
None.

Purchases of Equity Securities by the Issuer and Afiated Purchasers
None.

ltem 3. Defaults Upon Senior Securitiet
None.

Item 4. Submission of Matters to a Vote of Security Holder:
None.

Item 5. Other Information
None.

Item 6. Exhibits
(a) Exhibits
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Number  Description Method of Filing
3.1 Amended and Restated Articles of Incorporation. Incorporated by reference to Exhibit 3.1 to the @any’s
Current Report on Form 8-K filed with the SEC onvidmber
11, 2006.
3.2 Amended and Restated -Laws. Incorporated by reference to Exhibit 3.4 to Amendti¢o. 3
to the Company’s Registration Statement on Fornfifed
with the SEC on October 6, 20(
4.1 Specimen of common stock certificate. Incorporated by reference to Exhibit 4.1 to Amendhiéo. 4
to the Company’s Registration Statement on Formfied
with the SEC on October 19, 20(
10.1 Form of Restricted Stock Agreement for the Capedacation
Company 2005 Stock Incentive Pl Filed electronically
311 Certification of Chief Executive Officer pursuant$ection 302 of
the Sarban«Oxley Act of 2002 Filed electronically
31.2 Certification of Chief Financial Officer pursuant $ection 302 of
the Sarban«Oxley Act of 2002 Filed electronically
32.1 Certification of Chief Executive Officer pursuant18 U.S.C.
Section 1350, as adopted pursuant to Section 9@&darbanes-
Oxley Act of 2002 Filed electronically
32.2 Certification of Chief Financial Officer pursuant18 U.S.C.

Section 1350, as adopted pursuant to Section 9@&darbanes-
Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{the Securities Exchange Act of 1934, the regigthas duly caused this report to be
signed on its behalf by the undersigned, therednlp authorized.

CAPELLA EDUCATION COMPANY

/s| STEPHENG. SHANK November 1, 200
Stephen G. Shar
Chairman and Chief Executive Offic
(Principal Executive Officer

/s/ LoisM. M ARTIN November 1, 200
Lois M. Martin
Senior Vice President and Chief Financial Offi
(Principal Financial Officer

/s/ Amy L. D RIFKA November 1, 200
Amy L. Drifka
Vice President and Controll
(Principal Accounting Officer
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Exhibit 10.1

CAPELLA EDUCATION COMPANY
2005 STOCK INCENTIVE PLAN

Restricted Stock Agreement

(Employee)
Name of Recipient:
No. of Shares Covered: Grant Date:
Vesting Schedule (Cumulative):
Vesting Date(s Number of Shares That Ve

This is a Restricted Stock Agreement (“Agreemeh&fween Capella Education Company, a Minnesotaocatipn (the “Company”), and the
recipient identified above (the “Recipient”) effeet as of the date of grant specified above. Tcetttent any capitalized terms used in this
Agreement are not defined, they shall have the mgaascribed to them in the Company’s 2005 Stockmtive Plan (the “Plan”).

Recitals

WHEREAS, the Company maintains the Plan; and

WHEREAS, pursuant to the Plan, the Board of Directif the Company (the “Board”) or a committeewsb tor more directors of the
Company (the “Committee”) designated by the Boahahiaisters the Plan and has the authority to deteritihe awards to be granted under the
Plan (if the Board has not appointed a committesdtoinister the Plan, then the Board shall cortstitue Committee); and

WHEREAS, the Committee has determined that thegRadi is eligible to receive an award under thenfthethe form of shares of
restricted stock;

NOW, THEREFORE, the Company hereby grants this dwathe Recipient under the terms and conditien®iows.



Terms and Conditions

1. Grant of Restricted Stock.

(a) Subject to the terms and conditions of thise&gnent, the Company has issued to the Recipiemiimder of Shares specified at the
beginning of this Agreement. These Shares are sutgj¢he restrictions provided for in this Agreerhand are referred to collectively as
the “Restricted Shares” and each as a “RestrichedeS’

(b) The Restricted Shares will be evidenced byaklamtry made in the records of the Company’s fearegent in the name of the
Recipient (unless the Recipient requests a catdievidencing the Restricted Shares). All resbmst provided for in this Agreement will
apply to each Restricted Share and to any otherrises distributed with respect to that RestricBithre. Each Restricted Share will
remain restricted and subject to forfeiture to@mmmnpany unless and until that Restricted Sharesésted in the Recipient in accordance
with all of the terms and conditions of this Agrearh If a certificate evidencing any Restricted i8ha requested by the Recipient, the
Company shall retain custody of any such certiicatoughout the period during which any restricsi@are in effect and require, as a
condition to issuing any such certificate, that Rexipient tender to the Company a stock power dybcuted in blank relating to such
custody.

2.Vesting . The Restricted Shares that have not previously fmégited will vest in the numbers and on the datpecified in the Vesting
Schedule at the beginning of this Agreement, sabgethe following provisions:

Death or Disability.The Restricted Shares that have not previouslhedest been forfeited will, upon the terminatiortlod Recipient’s
employment due to death or Disability, vest as pocaated portion of such Restricted Shares basdteportion of the term until such
Restricted Shares vest during which the Recipierst @mployed by the Company, and, with respectysaoh shares, all restrictions shall
lapse.

Change in Control If a Change in Control (as defined in Sectiorf this Agreement) of the Company shall occur anthinithree years
of such Change in Control, (i) Recipient’'s employtneith the Company shall be terminated other tioarCause (as defined in the Plan), or
(ii) Recipient shall voluntarily leave employmenittnthe Company for Good Reason (as defined belthe)), upon the date of such
termination or voluntary leaving of employment (@ood Reason, the restrictions applicable to anyriReed Shares shall lapse and the
Restricted Shares shall become fully vested. Fguqaes of this Agreement, “Good Reason” is defm®&the demotion or reduction of the job
responsibilities of Recipient or the reassignmeiithout Recipient’s consent, of Recipienplace of work to a location more than 50 milesn
the Recipient’s place of work immediately priorth® Change in Control.

Discretionary AccelerationThe Committee has the power, in its sole discretioeclare at any time that the Restricted Shsubgect tc
this award shall vest.



3. Change in Control Definition . For purposes of this Plan, a “Change in Controlthef Company shall be deemed to occur if any of the
following occur:

(a) Any “person” (as such term is used in Sectib®&) and 14(d) of the Exchange Act) acquires aobees a “beneficial owner” (as
defined in Rule 13d-3 or any successor rule urfieEixchange Act), directly or indirectly, of seties of the Company representing the
65% or more of the combined voting power of the @any’s then outstanding securities entitled to \gererally in the election of
directors (“Voting Securities”). Provided, howevthat the following shall not constitute a Chang€bntrol pursuant to this Section 3

(@):

(1) any acquisition or beneficial ownership by @@mpany or a subsidiary;

(2) any acquisition or beneficial ownership by &myployee benefit plan (or related trust) sponsoredaintained by the Company
or one or more of its subsidiaries;

(3) any acquisition or beneficial ownership by aayporation with respect to which, immediately do¥ing such acquisition, more
than 65% of both the combined voting power of tleen@anys then outstanding Voting Securities and the Shafrése Company i
then beneficially owned, directly or indirectly, bil or substantially all of the persons who betiafly owned Voting Securities ai
Shares of the Company immediately prior to suchussitipn in substantially the same proportionshasrtownership of such Votir
Securities and Shares, as the case may be, immlgdgior to such acquisition;

(b) A majority of the members of the Board of Dies of the Company shall not be Continuing Direst6Continuing Directors” shall
mean: (1) individuals who, on the date hereofdarectors of the Company, (2) individuals electsdiamectors of the Company
subsequent to the date hereof for whose electioxigs shall have been solicited by the Board oé&rs of the Company or (3) any
individual elected or appointed by the Board ofddiors of the Company to fill vacancies on the BazrDirectors of the Company
caused by death or resignation (but not by remawai fill newly-created directorships;

(c) Consummation by the Company of a reorganizatiwerger or consolidation of the Company or a stayuexchange of outstanding
Voting Securities of the Company, unless, immedjdtdlowing such reorganization, merger, consdifida or exchange, all or
substantially all of the persons who were the hersfowners, respectively, of Voting Securitiesdéhares of the Company immediately
prior to such reorganization, merger, consolidatioexchange beneficially own, directly or indilgctnore than 65% of, respectively,
combined voting power of the then outstanding \@#ecurities entitled to vote generally in the gtecof directors and the then
outstanding shares of common stock, as the caséd&af the corporation resulting from such reoigation, merger, consolidation or
exchange in substantially the same proportionbeis dwnership, immediately prior to such reorgatiom, merger, consolidation or
exchange, of the Voting Securities and Shareseo€Cibmpany, as the case may be;



(d) Consummation by the Company of the sale orratfgposition of all or substantially all of thesass of the Company (in one or a
series of transactions), other than to a corparatiith respect to which, immediately following susdile or other disposition, more than
65% of, respectively, the combined voting powethef then outstanding voting securities of such a@fion entitled to vote generally in
the election of directors and the then outstandhmayes of common stock of such corporation is Hemeficially owned, directly or
indirectly, by all or substantially all of the perss who were the beneficial owners, respectivdlyh® Voting Securities and Shares of the
Company immediately prior to such sale or othepakdtion in substantially the same proportionshastownership, immediately prior to
such sale or other disposition, of the Voting Setiesrand Shares of the Company, as the case may be

(e) Approval by the shareholders of the Compang cdmplete liquidation or dissolution of the Conypan

4. Lapse of Restrictions; Issuance of Unrestricted Shias . Upon the vesting of any Restricted Shares, suctedd®estricted Shares will no
longer be subject to forfeiture as provided in ®&ch of this Agreement. Upon the vesting of angtReted Shares, all restrictions on such
Restricted Shares will lapse, and the Company suilbject to the provisions of the Plan, issue &Rlecipient a certificate evidencing the
Restricted Shares that is free of any transfettlerarestrictions arising under this Agreement.

5. Forfeiture . If (i) the Recipient’s employment with the Compaayerminated for any reason, whether by the Complayithe Recipient or
otherwise, voluntarily or involuntarily, other thamthe circumstances described in Section 2 af Agreement, or (ii) the Recipient attempts to
sell, assign, transfer or otherwise dispose ofportgage, pledge or otherwise encumber any of #striRted Shares or the Restricted Shares
become subject to attachment or any similar invialyynprocess, then any Restricted Shares that iavgreviously vested shall be forfeited by
the Recipient to the Company, the Recipient shalidafter have no right, title or interest whatemesuch Restricted Shares, and, if the
Company does not have custody of any and all @atés representing Restricted Shares so forfaitedRecipient shall immediately return to
the Company any and all certificates representiestifitted Shares so forfeited. Additionally, thecipient will deliver to the Company a stock
power duly executed in blank relating to any andaitificates representing Restricted Shares ifiedeto the Company in accordance with the
previous sentence or, if such stock power has pusli been tendered to the Company, the Compatyp&éuthorized to deem such
previously tendered stock power delivered, andbmpany will be authorized to cancel any and aflifieates representing Restricted Shares
so forfeited and to cause a book entry to be madeei records of the Company’s transfer agentemtime of the Recipient (or a new stock
certificate to be issued, if requested by the Rentp evidencing any Shares that vested prior ttefiure. If the Restricted Shares are evider
by a book entry made in the records of the Commatmghsfer agent, then the Company will be autledrip cause such book entry to be
adjusted to reflect the number of Restricted Shsoderfeited.



6. Shareholder Rights. As of the date of grant specified at the beginmifithis Agreement, the Recipient shall have alihef rights of a
shareholder of the Company with respect to theriRémtl Shares (including voting rights and the tighreceive dividends and other
distributions), except as otherwise specificallgypded in this Agreement.

7. Restrictive Legends and Stoglransfer Orders .

(a) The book entry or certificate representingRestricted Shares shall contain a notation or thesfollowing legend (as well as any
notations or legends required by applicable statefaderal corporate and securities laws) notiegetkistence of the restrictions and the
Company’s rights to reacquire the Restricted Sheeeforth in this Agreement:

“THE SHARES REPRESENTED BY THIS [BOOK ENTRY] [CERRICATE] MAY BE TRANSFERRED ONLY IN
ACCORDANCE WITH THE TERMS OF A RESTRICTED STOCK AGEMENT BETWEEN THE COMPANY AND THE
SHAREHOLDER, A COPY OF WHICH IS ON FILE WITH THE SERETARY OF THE COMPANY.”

(b) The Recipient agrees that, in order to ensaneptiance with the restrictions referred to heréie, Company may issue appropriate
“stop transfer” instructions to its transfer agehgny, and that, if the Company transfers its aeourities, it may make appropriate
notations to the same effect in its own records.

(c) The Company shall not be required (i) to transin its books any Restricted Shares that have $ad or otherwise transferred in
violation of any of the provisions of this Agreeneor (ii) to treat as owner of the Restricted ®isaor to accord the right to vote or pay
dividends to any purchaser or other transfereehorvthe Restricted Shares shall have been so ¢éraedf

8. Tax Consequences and WithholdingsThe Recipient understands that unless a propetimetly Section 83(b) election has been made as
further described below, generally under Section®Be Code, at the time the Restricted Sharets thesRecipient will recognize ordinary
income equal to the Fair Market Value of the Ret#d Shares then vesting. The Recipient shall lsdys@sponsible for tax obligations that
arise as a result of the vesting or sale of therResd Shares. When the Recipient recognizes iecopon vesting of the Restricted Shares, or
upon filing a Section 83(b) election as describelby, the Company shall have the right to requiregayment (through withholding from the
Recipient’s salary or otherwise) of any federadjestlocal or foreign taxes based on the Fair Mavkdue of the Restricted Shares then vesting
(or, in the case of an election under Section §&®)f the date of issuance).

9. Section 83(b) Election The Recipient has been informed that, with resfmettie grant of Restricted Shares, an election beefiled by the
Recipient with the Internal Revenue Service, witBihdays of the date of issuance, electing pursisaféction 83(b) of the Code to be ta:




upon making such election on the Fair Market Vafithe Restricted Shares on the date of issuarwREcipient acknowledges that it is the
Recipient’s sole responsibility to timely file tieéection under Section 83(b) of the Code if theipieat chooses to make such an election. The
Recipient has been advised that he or she shonklttdhis or her personal tax or financial advisgh any questions regarding whether to
make a Section 83(b) election. If the Recipient esaduch election, the Recipient shall promptly glethe Company a copy of the election
form.

10. Forfeiture Events.

(a) The Recipient, by accepting this award, agaegscovenants that during the period during whithRecipient is employed by the
Company and twelve months following the date afieation of the Recipient’s employment by the Compéhe “Restricted Period”)
for any reason whatsoever, the Recipient will dogctly or indirectly:

(1) perform services for any Competitive Businesgmployee, consultant, contractor or otherwise;
(2) solicit or attempt to solicit any employee ndépendent contractor of the Company to cease ngfkr the Company;
(3) use or disclose to any person any Confidehtfakrmation for any purpose;

(4) take any action that might divert any opportyifiom the Company or any of its affiliates, suss@rs or assigns (the “Related
Parties”) that is within the scope of the preserfuture operations or business of any Relateddzart

(5) contact, call upon or solicit any customerted Company, or attempt to divert or take away ftbenCompany the business of
any of its customers;

(6) contact, call upon or solicit any prospectiustomer of the Company that the Recipient becanseof or were introduced to
in the course of the Recipient’s duties for the @any, or otherwise divert or take away from the @any the business of any
prospective customer of the Company; or

(7) engage in any activity that is harmful to theerests of the Company, including, without limiat any conduct during the term
of the Recipient’'s employment that violates the @any’s codes of conduct or other policies.

(b) If the Company determines that the Recipiealated any provisions of Section 9(a) above dutirggRestricted Period, the Recipient
agrees and covenants that:

(1) any of the Restricted Shares that have noedess of the date of such determination shall eddiately forfeited; and



(2) the Recipient shall automatically forfeit anghts the Recipient may have with respect to thstfit@ed Shares as of the date of
such determination.

(c) The foregoing remedies set forth in Sectiorbl8pall not be the Company’s exclusive remediége. Company reserves all other
rights and remedies available to it at law or inigq

(d) The Company may exercise its right to demamfiitoire within ninety days after discovery of suahoccurrence but in no event later
than fifteen months after the Recipient’s termioatdf employment with the Company.

(e) For purposes of this Section 10, the followiegns shall have the meanings set forth below:

“Competitive Business” shall mean any person, cafon, not-for-profit organization, or other egtthat provides, develops, sells, or markets
on-line credit-granting educational products owvs in any country in which the Company did bassor had customers at any time during
the last 12 months of the Recipient’'s employmenhwhie Company. In the case of an organizationghatides, develops, sells, or markets on-
line credit-granting educational products or segsiwithin or from a distinct, separate divisioruait of the organization (the “On-Line Unit")
and also provides, develops, sells, or marketstegeainting educational products or services throather means within other distinct, separate
divisions or units, the term “Competitive Businesgall be limited to the On-Line Unit, and shalt apply to the organization as a whole.

“Confidential Information” means information proetary to the Company and not generally known (idiclg trade secret information) about
the Company’s customers, products, services, peetopricing, sales strategy, technology, methpdscesses, research, development,
finances, systems, techniques, accounting, pumtpaand business strategies. All information disetbto the Recipient or to which the
Recipient obtains access, whether originated byR#agipient or by others, during the period of theziRient’'s employment, shall be presumed
to be Confidential Information if it is treated bye Company as being Confidential Information ah# Recipient has a reasonable basis to
believe it to be Confidential Information.

11. Discontinuance of Employment This Agreement shall not give the Recipient a rightontinued employment with the Company or any
parent or subsidiary of the Company, and the Compalny such parent or subsidiary employing theifitent may terminate his/her
employment at any time and otherwise deal withRbeipient without regard to the effect it may hapen him/her under this Agreement.

12.Interpretation of This Agreement . All decisions and interpretations made by the Cottemiwith regard to any question arising hereunder
or under the Plan shall be binding and concluspenithe Company and the Recipient. If there isinognsistency between the provisions of
this Agreement and the Plan, the provisions ofRla@ shall govern.



13. Award Subiject to Plan, Articles of Incorporation and By-Laws . The Recipient acknowledges that the RestrictedeShare subject to tl
Plan, the Articles of Incorporation, as amendedhftone to time, and the By-Laws, as amended frane tio time, of the Company, and any
applicable federal or state laws, rules or regoitesi

14.Binding Effect . This Agreement shall be binding in all respectdhanheirs, representatives, successors and asditims Recipient.

15. Choice of Law. This Agreement is entered into under the laws efState of Minnesota and shall be construed aedarégted thereunder
(without regard to its conflict of law principles).

IN WITNESS WHEREOF, the Recipient and the Compaayehexecuted this Agreement as of thelay of , 20

RECIPIENT

CAPELLA EDUCATION COMPANY

By
Its




Exhibit 31.1

CERTIFICATION PURSUANT TO
SECTION 302 OF
THE SARBANES-OXLEY ACT OF 2002
CERTIFICATION OF CHIEF EXECUTIVE OFFICER
I, Stephen G. Shank, certify that:

1. | have reviewed this quarterly report on Forn-Q of Capella Education Compar

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or amgttate a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this
report;

4. The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamid procedures (i
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

a) Designed such disclosure controls and proceduregused such disclosure controls and procedutes tiesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made
known to us by others within those entities, pattidy during the period in which this report isifige prepared

b) Evaluated the effectiveness of the registragisslosure controls and procedures and presentiisineport our conclusions
about the effectiveness of the disclosure conantsprocedures, as of the end of the period cougrehis report based on
such evaluation; an

C) Disclosed in this report any change in the tegig’s internal control over financial reportingat occurred during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimaport) that has materially
affected, or is reasonably likely to materiallyeaff, the registra’s internal control over financial reporting; &

5.  The registrar's other certifying officer and | have disclosedsdzhon our most recent evaluation of internal amtver financia
reporting, to the registrant’s auditors and theiteemnmittee of the registrant’s board of directfws persons performing the
equivalent functions)

a) All significant deficiencies and material weagses in the design or operation of internal costogkr financial reporting
which are reasonably likely to adversely affectrbgistrant’s ability to record, process, summaard report financial
information; anc

b) Any fraud, whether or not material, that invavaanagement or other employees who have a signifiole in the
registran’s internal control over financial reportir
Date: November 1, 2007

/s/ Stephen G. Shai
Stephen G. Shar
Chairman and Chief Executive Offic




Exhibit 31.2

CERTIFICATION PURSUANT TO
SECTION 302 OF
THE SARBANES-OXLEY ACT OF 2002
CERTIFICATION OF CHIEF FINANCIAL OFFICER
[, Lois M. Martin, certify that:

1. | have reviewed this quarterly report on Forn-Q of Capella Education Compar

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or amgttate a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this
report;

4. The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamid procedures (i
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

a) Designed such disclosure controls and proceduregused such disclosure controls and procedutes tiesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made
known to us by others within those entities, pattidy during the period in which this report isifige prepared

b) Evaluated the effectiveness of the registragisslosure controls and procedures and presentiisineport our conclusions
about the effectiveness of the disclosure conantsprocedures, as of the end of the period cougrehis report based on
such evaluation; an

C) Disclosed in this report any change in the tegig’s internal control over financial reportingat occurred during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimaport) that has materially
affected, or is reasonably likely to materiallyeaff, the registra’s internal control over financial reporting; &

5.  The registrar's other certifying officer and | have disclosedsdzhon our most recent evaluation of internal amtver financia
reporting, to the registrant’s auditors and theiteemnmittee of the registrant’s board of directfws persons performing the
equivalent functions)

a) All significant deficiencies and material weagses in the design or operation of internal costogkr financial reporting
which are reasonably likely to adversely affectrbgistrant’s ability to record, process, summaard report financial
information; anc

b) Any fraud, whether or not material, that invavaanagement or other employees who have a signifiole in the
registran’s internal control over financial reportir
Date: November 1, 2007

/s/ Lois M. Martin
Lois M. Martin
Senior Vice President and Chief Financial Offi




Exhibit 32.1

Certification of Principal Executive Officer
Pursuant to 18 U.S.C. 1350
(Section 906 of the Sarbanes-Oxley Act of 2002)

In connection with the Quarterly Report of Capé&tucation Company (the “Company”) on Form 10-Qtfa quarter ended September 30,
2007 as filed with the Securities and Exchange Cimsion on the date hereof (the “Report”), |, Stapfie Shank, Chairman and Chief
Executive Officer of the Company, certify, pursuanil8 U.S.C. §1350, as adopted pursuant to §9@iteabarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirementsettion 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

(2) The information contained in the Report faphesents, in all material respects, the finan@aldition and results of operations of
the Company

/s/ Stephen G. Shat

Stephen G. Shar

Chairman and Chief Executive Offic
November 1, 200

This certification accompanies this Report purstar@ection 906 of the Sarbanes-Oxley Act of 200 shall not be deemed to be
incorporated by reference into any filing under 8eeurities Act of 1933, as amended, or the Exoh#g, except to the extent that the
Company specifically incorporates it by reference.

A signed original of this written statement reqditey Section 906 has been provided to the Compadydl be retained by the
Company and furnished to the Securities and Exah&ammission or its staff upon request.



Exhibit 32.2

Certification of Principal Financial Officer
Pursuant to 18 U.S.C. 1350
(Section 906 of the Sarbanes-Oxley Act of 2002)

In connection with the Quarterly Report of Cap&tucation Company (the “Company”) on Form 10-Qtfa quarter ended September 30,
2007 as filed with the Securities and Exchange Ci@sion on the date hereof (the “Report”), |, Lois Miartin, Senior Vice President and
Chief Financial Officer of the Company, certify,rpuant to 18 U.S.C. §1350, as adopted pursuari@6 &f the Sarbanes-Oxley Act of 2002,
that:

(1) The Report fully complies with the requirementsettion 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

(2) The information contained in the Report fairly mets, in all material respects, the financial ctadiand results of operations
the Company

/s/ Lois M. Martin

Lois M. Martin

Senior Vice President and Chief Financial Offi
November 1, 200

This certification accompanies this Report pursuar8ection 906 of the Sarbanes-Oxley Act of 2002 shall not be deemed to be
incorporated by reference into any filing under 8eeurities Act of 1933, as amended, or the Exobhdug, except to the extent that the
Company specifically incorporates it by reference.

A signed original of this written statement reqditey Section 906 has been provided to the Compadydl be retained by the
Company and furnished to the Securities and Exah&uwgmmission or its staff upon reque



