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REPORT SUMMARY

The tipping point for digital textbooks is defined as that point on the industry/product continuum at which current
financial variables and market factors make the eventual dominance of digital over print an inevitable outcome within 5-7
years. It is our argument in this report that the Higher Education textbook industry in the U.S. is now at that tipping point.
In support of this argument, we will discuss both the current status of the Higher Education textbook market as well as the
primary market/financial factors influencing its evolution.

Over the next 5 years, digital textbook sales in the United States will surpass 25% of combined new textbook sales for the
Higher Education and Career Education markets. Moreover, we expect digital to be the dominant form factor in Higher
Education textbooks inside of 7 years. This growth in digital textbooks will boost revenues in excess of $1.5 billion within
5 years. This growth will also create avenues for new digital product models, allow new content publishers to enter the
textbook market, lead to fundamental shifts in purchasing patterns around learning materials, and expedite the formal
adoption of open educational resources to augment premium digital content.

Our five-year projections assume a current market share of 1.5 for digital textbooks in the U.S. (as of February, 2011) and
an end-of-year market share of 3% in 2011. We also assume an average yearly increase in sales growth of approximately
80%-100% over the following 4 years 2012-2015), and project that growth to taper to approximately 25%-40% annual
growth for the ensuing 5 years (2016-2020, with the growth rate decelerating each year).
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Within the general publishing, education, and technology markets, the growth of digital textbook sales will be influenced
by the following factors:

* The cost of textbooks and other learning materials

* The availability of digital textbook content

* Student buying and sharing trends

* The continued growth of for-profit institutions and online learning

* The increased popularity and availability of OER and open digital content
* An increase in digital-first publishers and open textbook movements
* The textbook rental market

e The popularity of online retail and distribution options

* The popularity and evolution of tablet devices and smartphones

e The advance of e-reader software/hardware technology

e Format standards for digital textbooks

e The growth of e-books in trade publishing
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This report is a revised version of our projections from last year and notes an upward escalation in the growth of the
digital textbook market. This increase is related, in part, to new developments and higher-than-expected trending in recog-
nized market variable areas. Specifically, we have factored in new variables based on:

e The popularity of Apple’s iPad — Last year’s report was published before the impact of Apple’s iPad could
be measured or predicted. The popularity of the device not only drove upward trending in digital content in
general, but also introduced new textbook-specific development players such as Inkling into the mix

* Higher-than-expected e-reader sales — In addition, last year’s projections were based on e-reader sales pro-
jections of 6 million units across all devices. In actuality, Amazon alone shipped 7.1 million Kindles in 2010
and some have predicted the company will sell as many as 35 million by 2012.

* The textbook rental market — Also, we did not factor the rental market into last year’s report and this trend is
already having an impact on digital textbooks. We have revised our projections to account for rental.

* EPUB 3 - One of the biggest barriers to the growth of digital textbooks at the time we released last year’s
report was the lack of any standard that might provide efficiencies of scale in production and distribution to
major publishers. The formal release of the EPUB 3 standard in May should provide all the necessary compo-
nents to allow digital textbooks to overcome previous format obstacles.

* OERs and open textbooks — There have also been significant announcements in the last year related to open
education resources (OERs) and open textbooks. In particular, several state-specific and institutional initiatives
are making OERs and open textbooks an increasingly viable option.

CURRENT DIGITAL TEXTBOOK SALES AND TRENDS

While digital textbook sales currently represent a small portion of the overall textbook market — approximately 1.5% —
year-over-year increases show strong and steady growth. In fact, the market grew slightly faster than we projected in last
year’s report.

e The primary digital textbook providers in U.S. Higher Education — CafeScribe, CourseSmart, Vitalsource,
and Xplana — all showed strong sales increases in 2010. In addition, Barnes & Noble introduced its NOOK-
study e-book product into college bookstores and new, tablet-specific e-textbook products such as Inkling
made their debut. Finally, a number of trade e-book companies began migrating into the education market in
2010. These include Copia and Google eBooks. The dramatic increase in access and distribution options con-
tributed significantly to the higher-than-expected growth of digital textbooks in the last year;

* As part of this report, we conducted interviews with representatives from leading textbook publishers. These
interviews reveal year-over-year increases between 80%-100% for the past 12 months. In addition, MBS
Direct, representing 900 client institutions and digital content for 57 academic publishers, showed increases in
digital textbooks sales of more than 80% in 2010;!

e According to “On Campus Research Student Watch 2010,” a 16,000-student survey released by the National
Association of College Stores in fall of 2009, about 42 percent of students have either purchased or at least
seen an e-textbook. That’s an increase of 24 percentage points from 2007>. Additionally, a joint survey by
MBS Direct and Eduventures, “2010 Textbook Market Survey,” shows that as many as 19% of traditional col-
lege students have actually purchased an e-book as part of their studies.’

1 MBS numbers are derived from internal tracking and reports
2 http://chronicle.com/blogPost/Leading-E-Textbook-Seller/20566/
3 The “2010 Textbook Market Survey” is a joint, longitudinal research project between MBS Direct and Eduventures

that has now been administered for 4 consecutive years. Each year the survey is administered to 1000 students in 2 1 n M
and 4-year colleges, and targets student purchasing trends as well as their use of digital technologies for learning. Xp a a
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FACTORS WITHIN THE PUBLISHING, EDUCATION, AND TECHNOLOGY MARKETS AFFECTING THE
SALES OF DIGITAL TEXTBOOKS

There are a number of factors that will have a positive influence on the sales of digital textbooks over the next five
years.

* The cost of textbooks and other learning materials — The cost of textbooks and course materials remains a
strong determining factor in the purchase decision for most students. According to Bowker’s pubtrack data,
the average textbook price in Higher Education for 2010 was $104.14.* This means that the average price has
risen more than 24% since 2005 (from $83.73). With digital textbooks from many publishers continuing to sell
for 50% of print textbook prices, students are turning to digital solutions as a lower-priced alternative. Also, we
continue to see the importance of alternative, digital-first publishing initiatives such as Flat World Knowledge
and Textbook Media. These companies have much lower operating costs and are gaining adoption inroads with
digital textbooks ranging from $0-$25. There is no reason to anticipate a drop in the price of print textbooks in
the near future but we expect the average price of digital products to decrease over the next 2-3 years. This gap
in pricing will provide aggressive stimulus for the sales of digital textbooks.

* The availability of digital textbook content — Last year, we observed that approximately 20% of the demand
for print textbooks was addressed by general digital textbook availability. That number has risen sharply over
the past year with major publishers providing larger portions of their catalogs as digital content to distributors.’
In addition, we are seeing many smaller publishers move rapidly to make their book lists available as digital
product in order to have a competitive advantage. These trends combined have resulted in the growth of text-
book titles available as digital products to approximately 30%. Moving forward, we believe that publishers will
continue to increase the availability of digital textbook titles significantly over the next five years due to three
factors. First, a continued focus on pricing by students will force publishers to create additional lower-cost
digital alternatives. The desire to reduce the percentage of used book sales, which is approximately 35% of the
current market, will also drive availability of digital titles.* Moreover, these will be added incentive to make
books available in digital form, as digital textbooks are the best option for major publishers to combat the af-
fects of the rental market. Finally, we expect to see more textbook publishers to follow the lead of Cengage
and Macmillan and adopt Agency pricing, which should both stabilize and expand the e-textbook market.

e Student buying and sharing trends — According to an Eduventures 2010 Textbook Market Survey, more than
one third of students deferred textbook purchases in the fall of 2010.” This represents an increase from 27.8%
in 2008 and 30.1% in 2009. The leading reason for this increase is the student’s uncertainty regarding whether
or not a textbook was actually needed for the course (74%), followed by the student’s deliberation over wheth-
er the textbook for the course was actually worth the price. Also, the number of students sharing at least 1
textbook with classmates rose to 10% in 2010 and 4-5% are opting to forego the purchase of assigned text-
books altogether. These trends highlight two issues related to digital textbooks: 1) the importance of textbook
prices in student buying behavior; 2) growing student concern and awareness about the irrelevance of assigned
textbooks in college courses. The latter issue also points to the fact that, increasingly, current textbook products
provide much more material than is actually being used in specific courses, and instructors and students are
questioning the need to pay for the excess.

* The continued growth of for-profit institutions and online learning — There are also significant shifts in the
makeup of Higher Education institutions in the U.S. that influence the growth of the digital textbook market.
First, the updated Carnegie Classifications of Institutions of Higher Education, released in January 2010,
shows the following key industry trends.

4 http://www.slideshare.net/bisg/bisgs-mip-for-higher-ed-gallagher-kelly

5 Numbers are derived from MBS Wholesale Customer Demand Information System data for print demand, and the
current list of available e-content titles.

6 http://www.nacs.org/Research/IndustryStatistics/HigherEdFactsFigures.aspx

7 The “2010 Textbook Market Survey” is a joint, longitudinal research project between MBS Direct and Eduventures

that has now been administered for 4 consecutive years. Each year the survey is administered to 1000 students in 1 n M
2 and 4-year colleges, and targets student purchasing trends as well as their use of digital technologies for learning. Xp a a
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1. From 2005-2010, the number of for-profit institutions grew from 909-1,215.
2. The percentage of all Higher Education institutions that are classified as for-profit grew from 20.7% in
2005 to 26.2% in 2010.
. The percentage of all Higher Education students attending for-profit institutions now stands at 9.1%.
4. Almost two-thirds of for-profit institutions say that online learning is a critical part of their long-term
strategy and this, in turn is helping fuel the 20% annual growth trend in distance education in the U.S?

98]

For-profit institutions and online education are not only the fastest growing major trends in college learning
in the U.S., but they are also the areas with the highest demand for digital content due to the lower costs of
materials and enhanced distribution capabilities.

* The increased popularity and availability of OER and open digital content — Gary Matkin, dean of dis-
tance education and continuing learning at UC Irvine, recently predicted that open courseware (OCW) would
become standard at small community colleges and research universities alike. According to Matkin, OCW will
be used on every college campus by 2016.° Looking at MIT OCW alone, the school’s resources have reached
more than 100 million users in the last 10 years.* OERs may also receive a significant boost from a new $2
billion grant program jointly offered by the U.S. Departments of Education and Labor, as all resources and cur-
ricular materials created for 2-year programs under the auspices of the grant program must be released under
a creative commons license." The growth of OERs and the use of open digital content fuels the adoption of
digital textbooks because these resources are much easier to integrate with digital products than physical ones.
In addition, these resources put pressure on traditional publishers to find ways to integrate open resources into
their closed/commercial content.

* An increase in digital-first publishers and open textbook movements — As we measure the velocity of the
shift from print to digital textbooks in Higher Education, we must also consider the introduction of new digital-
first publishers into the equation. Flat World Knowledge and Textbook Media, are making important inroads
into the traditional adoption landscape with alternative product and pricing models, and non-traditional digital
self-publishing companies such as Scribd are also growing more popular. These companies are driving digital
textbook sales as they emphasize digital products over print, provide print-on-demand (POD) capabilities for
physical product, have lower operating costs than traditional publishers, and offer superior royalty options to
their authors. In addition, we are seeing significant traction in the open textbook category. The state of Wash-
ington has funded the Open Course Library, “the largest state-funded effort in the nation to make core college
course materials available on the Web for $30 or less per class.”

Financed with $750,000 from the state of Washington and a matching grant from the Bill & Melinda
Gates Foundation, the goal isn’t just to reduce student costs, says program architect Cable Green. It’s also
to create engaging, interactive learning materials that will help improve course completion rates. By the
time the project is completed in 2012, digitized textbook equivalents for some 81 high-enrollment classes
will be available online for the more than 400,000 students enrolled in Washington’s network of com-
munity and technical colleges. Even better, the materials can be shared across the globe, largely for free,
because they will be published in an open format that avoids the most onerous licensing restrictions. To
keep costs at a minimum, the teachers developing the materials are relying primarily on either existing
material in the public domain or embarking on the painstaking task of developing materials from scratch.

Also, Florida has established itself as a leader in the open textbook race as it also attempts to reduce the cost
of learning materials for its Higher Education students.” Projects such as Orange Grove Texts Plus seek to
provide low-cost alternatives to traditional textbooks while, at the same time, ensuring a high

level of quality.

8 http://sloanconsortium.org/publications/survey/class_differences

9 http://www.ecampusnews.com/technologies/distance-learning-dean-open-courseware-on-every-campus-by-2016/
10 http://tofp.wordpress.com/2011/01/05/100-million-served/

11http://creativecommons.org/weblog/entry/26100

12 http://education.newsweek.com/2011/01/25/who-needs-textbooks.print.html 1 n M
13 http://www.theorangegrove.org/OpenTextbooks/open_textbooksFL.asp X p a a
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* The textbook rental market — The textbook rental market is another important variable in the growth of the
digital textbook market. Textbook rental increased significantly in 2010 and now represents approximately
5% of the total Higher Education textbook revenues. The two leading online rental companies — Chegg and
BookRenter — both received impressive amounts of funding last year (bringing investment totals to $146 mil-
lion and $60 million respectively), and have also signed important partnerships that tie their services to brick
and mortar college stores as well. In addition, Barnes & Noble College introduced its textbook rental program
in 2010 and has seen a quick uptake in customers using the service. The growth of the rental market will
continue to have a direct impact on digital textbooks for two reasons. First, rental programs hurt traditional
publisher revenues because they reduce the overall number of new book sales opportunities and, at the same
time, increase the potential size of the used book market (currently estimated at 35%). Second, the most viable
alternative to rental programs for publishers is the promotion of digital textbooks. After all, digital textbooks
are, in essence, a “rental” program in their own right, one in which publishers license the use of digital content
to students for a limited period of time. The promotion of these products, then, provides publishers a low-cost
competitive product with which they combat rental, as well as a solution that actually reduces the size of the
user book market.

* The growth of online retail and distribution options — 56% of students purchased some or all of their
textbooks from online stores in the fall of 2010. Moreover, 2010 saw a 5% increase in the number of students
purchasing all of their textbooks online."” We see this trend toward increased e-retail activity among students as
significant because it facilitates the seamless purchase and distribution of digital textbooks.

* The popularity and evolution of tablet devices and smartphones — Here are statistics and projections by
other analysts that help put the tablet and smartphone revolution in perspective.

1. More people will access the Internet via smartphones and tablets than desktop or laptop computers by the
end of 2011.

2. According to Forrester Research, by 2015 more than 33% of the U.S. will be tablet users.'¢

3. J.P. Morgan estimates that “tablets will evolve into a $35 billion market by 2012, posting 171.8 percent
year-over-year growth this year and 66.2 percent the next. In 2010, the research outfit estimates, tablet-
related cannibalization of PCs was about 18.9 percent. And in the next two years it will nearly double.””

4. Apple has already registered more than 10 billion app downloads and is projected to ship as many as 40
million iPads in 2011.%

Based on current trends, we project tablet devices to be carried by 20% of the college student popularity by
the end of 2012. Most important, these devices represent the best current form factor for delivering rich digital
textbooks to students.

* The advance of e-reader software/hardware technology — In addition to the popularity of tablets in 2010,
the existing e-reader device market grew more rapidly than projected by analysts.

1. While many had picked Amazon to ship approximately 3 million e-readers in 2010, the company actually
shipped 7.1 million.”
2. Moreover, some project Amazon to sell as many as 35 million by 2012.»

14 This percentage is derived from estimates based on separate student surveys by MBS Direct, the Book Industry
Study Group (BISG), and the National Association of College Stores (NACS), as well as on data compiled from
earnings reports related to Chegg, BookRenter, and other rental companies

15 This data is from the 2010 Textbook Market Survey, a joint longitudinal research project between MBS Direct and
Eduventures that has now been administered for 4 consecutive years. Each year the survey is administered to 1000
students in 2 and 4-year colleges, and targets student purchasing trends as well as their use of digital technologies
for learning.

16 http://www.readwriteweb.com/archives/forrester_predicts_one-third_of_us_consumers_will.php

17 http://digitaldaily.allthingsd.com/20110228/tablets-eating-pc-market-share-with-some-fava-beans-and-a-nice-
chianti/?mod=ATD_rss

18 http://www.electronista.com/articles/11/03/03/apple.may.deliver.12m.ipad.2s.in.q2

19 http://mediamemo.allthingsd.com/20110118/waiting-for-the-80-kindle-hang-on-till-2013/?mod=ATD_rss 1 M
20 http://www.teleread.com/paul-biba/just-how-big-is-the-kindle-revolution-our-estimates/ X p ana
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3. Some see the price of e-readers dropping as low as $79 by 2013 2

In addition to these numbers, it is also important to factor in the popularity of both NOOK (Barnes & Noble)
and Sony e-readers, both of which support the EPUB standard. This continued surge in popularity of dedi-
cated e-reader devices suggests that they will also be a factor in the growth of the digital textbook market. In
particular, we assume that Amazon’s Kindle and Barnes & Noble’s Kindle and NOOK products (hardware
and software) could have a strong impact due both to the reach of their online retail capabilities and the ubig-
uitous presence of their e-reader apps.

* Format standards for digital textbooks — While the trade e-book industry has benefitted from wide scale
adoption of the EPUB standard, the textbook publishing sector stands to realize similar benefits with the
release of EPUB 3 in May 2011. This new evolution of EPUB will add support for critical textbook features
such as: a) rich media and interactivity support; b) native support for mathematics; c) global language sup-
port; d) enhanced metadata support; €) annotation support. We expect to see widespread adoption of the EPUB
3 standards among Higher Education textbook publishers as they seek to gain new production efficiencies and
wider distribution options for their products.

* The growth of e-book market share in trade publishing — Another factor influencing digital textbooks is the
rapid growth of the trade e-book market. According the Association of American Publishers (AAP), “e-books
once again increased significantly on an annual basis, up +164.4 percent for 2010 vs. 2009 ($441.3M vs.
$166.9M). According to AAP numbers, e-book sales represented 8.32% of the trade book market in 2010 vs.
3.20% the previous year.”? Considering that these numbers only account for trade e-book sales via wholesale
channels, and that the data represents only 12-15 trade publishers in the U.S., the actual size of the e-book por-
tion of the trade book marker in 2010 was closer to 10%. Moreover, that number should reach 20% by the end
of2011. By now, it is apparent that broader consumer trends such as sales of trade e-books are indeed having a
positive effect on the popularity of digital textbooks.

COMMON OBJECTIONS TO OUR ASSUMPTIONS REGARDING THE DIGITAL TEXTBOOK MARKET

As we conduct and present our ongoing research about digital textbooks, research, we have encountered a number of
common reactions and objections to the data trends we publish. In this section we present and respond briefly to four of
those objections.

1. “But digital textbooks only represent 3% of the Higher Education market today. How can you project market
share of more that 20% in less than five years?”’ — A common fallacy when looking at projected growth patterns is the
assumption that a current state of affairs is indicative of a future state. In fact, data about a current state within a system

is only relevant in that it serves as a point of measurement for the application of estimated growth patterns. In our case,
research shows sales and trending patterns that support a conservative growth rate of digital textbooks at 80%-100% over
the next 4-5 years. This, in fact is the only important number, and applying this to the current market share for digital text-
books, even though it is a small number, will yield the numbers we project.

2. “But the textbook industry is different than trade publishing. The trends in trade aren’t really applicable to
textbook publishers.” This is another common argument, one commonly made by textbook publishers themselves. And,
the rationale for this argument is that, because textbooks are vastly different from trade books, and because the traditional
textbook adoption process removes the student as an actual decision-maker, publishers and institutions will maintain a
control over product formats that is not available in trade publishing. We acknowledge the historical uniqueness of the
textbook market, but we also see that publisher control has eroded due to purchase options being provided to students.
Indeed, while students do not actually chose which textbook they will use, they are selecting the format

they wish to access and institutions are beginning to demand digital options.

3. “But students say they don’t want digital textbooks.” A favorite and oft-quoted statistic from a
recent student survey by the Book Industry Study Group (BISG) is that 75% of students preferred

21 http://mediamemo.allthingsd.com/20110118/waiting-for-the-80-kindle-hang-on-till-2013/?mod=ATD_rss 1 M
22 http://www.publishers.org/main/PressCenter/Archicves/2011_Feb/DecemberStatsPressRelease.htm X p ana
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print textbooks to electronic versions.”? The same survey, however, shows that 12% preferred digital textbooks and another
13% had no preference. Moreover, this impressive 25% comes when the market share for digital textbooks is at a meager
1.5% and even before market consumers have been able to enjoy any widespread benefits from emerging standards and
availability across all platforms and devices.

4. “But major textbook publishers won’t let this happen.” A year ago, one of the biggest obstacles to the adoption of
digital textbooks was the lack of titles made available by large textbook publishers. A year later major publishers are mak-
ing more content available and realizing that they cannot afford to lose out on revenues available to the broadest possible
distribution of their digital content. Over the next several years, we do not expect the textbook industry to evolve that dif-
ferently than the trade e-book market. Amazon, Google, and Apple will also own significant market share in this vertical
as retailers and distributers of digital content.

Finally, with regards to these and other specific objections to our research findings, we would remind our readers that our
predictions are based on the sum on many market variables as opposed to any single market trend.

DIGITAL TEXTBOOK SALES IN THE UNITED STATES - A FIVE-YEAR PROJECTION

Considering current digital textbook sales increases, and basing our assumptions of the favorable evolution of factors
contributing to increased digital textbook availability and access, we project the digital textbook market to reach 25% of
combined new textbook sales for the Higher Education, and Career Education markets in the U.S. by 2015. Overall digital
textbook sales will increase 100% year-over-year in 2011, and continue to grow at rates of 80%-100% between 2012-
2015. As publishers struggle with the eventuality of transforming their product models to digital-first, and as they adjust
their sales efforts to address the growth in the digital market, we expect a certain amount of churn and an adjustment
to sales growth in 2013 and 2014. Beyond 2015, we expect market growth to taper to approximately 25%-40% annual
growth, with the growth rate decelerating each year).

Digital Textbook Sales
Yearly Growth Projections
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Sales revenues will reach approximately $1.5 billion by 2015 and will represent severe cannibalization of sales from both
the existing print and used textbook markets.

With the current Higher Education textbook market estimated at $8.787 billion, and with overall an-
nual market growth projected conservatively at 0%-2% over the next 5 years, the total market size

23 http://www.bisg.org/news-5-603-press-releasecollege-students-want-their-textbooks-the-old-fashioned

~way-in-print.php X pl a n am

© 2011 MBS Service Company, Inc.


http://www.bisg.org/news-5-603-press-releasecollege-students-want-their-textbooks-the-old-fashioned-way-in-print.php
http://www.bisg.org/news-5-603-press-releasecollege-students-want-their-textbooks-the-old-fashioned-way-in-print.php

will top out at $9 billion between 2013-2015 > We anticipate the combination of lower-priced digital content and open
resources to be balanced by new digital products and revenue streams. The end result will be a stable, yet relatively static
market size by 2015.

Breakdown of Total Textbook Market
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We anticipate the following sales revenues for digital textbooks over the coming five years. These revenues represent a
percentage of new textbook sales, which are projected at 65% of the total textbook market for Higher Education (or a cur-
rent new textbook market size of approximately $5.6 billion).

24 Total market size based on Eduventures “2010 Textbook Market Study” and Bowker estimates (http://
www.slideshare.net/bisg/bisgs-mip-for-higher-ed-gallagher-kelly) 1 n M
25 Chart and figures are drawn from 2010 Textbook Market Study by MBS Textbook Exchange and Eduventures Xp a a
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IMPACT OF DIGITAL TEXTBOOK SALES ON THE HIGHER EDUCATION PUBLISHING MARKET
The projected increase in digital textbook sales over the next five years will have a dramatic impact on the overall text-
book publishing industry:

* Reduction in new print textbook sales — Currently, digital textbook sales in the publishing industry re-
main incremental to print sales. As digital sales reach 5%, we will see measurable reductions in overall print
textbooks revenues. At 13%, digital textbook sales will cause a drop in print revenues that can no longer be
accounted for by higher profit margins or a reduction in used book vulnerability [see Appendix A — Print Text-
book Profitability Models].

* Reduction in used book sales and a ceiling on the rental market — Both used book and textbook rental
markets will also be adversely affected by the significant increase in digital textbook sales. The predominant
business model for digital textbooks in Higher Education will have students purchasing time-limited licenses
for content that is protected by DRM. This basic “subscription” model, in addition to the lower price associated
with digital textbooks, will offset the general appeal of purchasing used books or renting textbooks.

e Dramatic Shift in Textbook Pricing — With competition from digital-first publishers and OER/OCW/open
textbook initiatives, traditional textbook publishers will be forced to lower digital and print prices to remain
competitive. By 2015, we expect the average print price on textbooks to fall by at least 25%. We should also
see some imprints offering POD models for approximately 50% of current print textbook prices. Digital text-
books will likely stabilize at between $25 and $30.

¢ Increase in overall unit sales — Overall unit sales of digital textbooks will necessarily increase when com-
pared to historical patterns for print because units will often be sold with limited licenses, and because second
and third year cycles of editions will be pirated less by used textbook sales. This will offset lower price points
and current production inefficiencies to allow digital textbooks to remain profitable.

* Disaggregation of textbook content and new revenue models — The availability of more textbook content
in digital format will lead to greater customer demand for customized content, as well as to
a proliferation of digital product models by publishers using the same content — chapters,
key concepts, topic bundles, etc. This demand for content disaggregation will translate
into new revenue models. Specifically, we expect to see both a “song-based” iTunes-type
model for textbook content as well as subscription models targeting entire libraries of
digital content from one or more publishers.

xplana
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* New production workflows and POD — Currently, textbook publisher production models continue to be based
on print workflows. Digital textbooks are created at the end of the production cycle when compositors create
final production-ready files. As sales of digital textbooks begin to cannibalize print sales, and as their inevitable
future as the replacement of print textbooks becomes more apparent, publishers will be forced to alter current
production workflows to favor a digital-first process with POD available from XML files and templates.

* New market participants— We should not underestimate the complexities involved in transitioning from tra-
ditional print publishing to new digital workflows for textbooks. The difficulty with this transition, particularly
for larger publishers, will create obvious market entry opportunities for new, digital content publishing houses
such as Flat World Knowledge or Textbook Media. Existing publishing houses run a significant risk of being
surprised by new entrants on the market due to their excessive focus on pricing and a lack of product innova-
tion.

ANOTE ON INTERNET AND TECHNOLOGY COMPANIES INFLUENCING
THE DIGITAL TEXTBOOK MARKET

We would be remiss if, in this revised report, we did not address the likely impact of the three major Internet and tech-
nology companies that look to control much of the trade e-book market. Here , then, are our brief notes on why Google,
Amazon, and Apple could also occupy dominant positions in the Higher Education digital textbook market.

* Google — Google’s strategy is to utilize its Google Apps suite, e-books, and Android operating system to create
an overarching educational technology platform and content solution. The company is extending its e-book ser-
vices to embrace textbooks this year and should be rolling out comprehensive new services targeting the sector
by the end of 2011. In addition, Google stands to make solid inroads with campus bookstores via its bookstore
affiliate programs. Through these programs Google will attempt to create “local business” models for its cloud-
based services.

* Amazon — Currently, Amazon dominates the trade e-book market and it has the broadest reach of any com-
pany in terms of print and digital content. Moreover, Amazon has already made new advances in the textbook
market over the past year with its service for purchasing used books from students. We do not expect to see
Amazon concede the digital textbook market to other players and, in fact, expect them to launch additional
services over the coming year that target digital textbook market.

* Apple — Apple has long been a player in the education market and there are three reasons to believe the Cuper-
tino company can dominate in Higher Education digital textbooks. First, Apple has already made major inroads
into Higher Education content with its successful iTunes U model. In addition, the continued and growing
popularity of its laptops and iPhone is giving Apple an impressive conduit for delivering all types of content.
Finally, with the success of the iPad, Apple has established itself as the leader in terms of owning what will
likely be the most popular device for digital textbook delivery over the next 3 years.

CONCLUSION

Evolutions in content publishing, consumer behavior, and mobile devices are driving significant change in the textbook
publishing industry. Over the next five years, this change will manifest itself in the form of increased digital textbook sales
that will reach industry-transforming levels. By 2015, digital textbooks for the Higher Education and Career Education
markets will represent 26% of all new textbook sales. Additionally, we project that, by 2017, digital textbooks will make
up approximately 50% of the entire market.
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APPENDIX A — PRINT TEXTBOOK PROFITABILITY MODELS

Current product publishing and finance forecasting within textbook publishing are based on traditional models of print
textbooks sales. Viable textbook projects are generally required to have projected revenues of at least 6X plant costs in or-
der to justify company investment. Within this traditional model, digital textbook sales are currently counted as incremen-
tal volume, or as added revenue (again, incremental to print), when bundled with a course cartridge or internal assessment
solution.

Once e-textbook sales reach 13%, however, the financial model breaks down significantly as digital textbooks are no
longer incremental and, instead, actually begin to cannibalize print sales deeply (6.5% decrease in revenue on the average
title). When digital textbooks sales reach 20% of new textbook sales, based on current production and revenue models,
textbook publishers will see a 10% decrease in their projected print revenues and a 13% decrease in project margin. At
this point, publishers will have little choice but to change product, production and distribution strategies in favor of digital
versus print.
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