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PROCEEDI NGS

MR. CRUZ: Good norning, and thank you,
everyone, for coming. |1'mTed Cruz, I"'mthe Director of
Policy Planning here at the FTC. I1'mvery glad to see
everyone here today for this public workshop on possible
barriers to e-commerce.

Wt hout further ado, |I would |like to welconme our
chairman, M. Tim Miris, to wel conme everyone here for
t he begi nning of the workshop.

(Appl ause.)

COW SSI ONER MURI'S:  Thank you very much, Ted,
and good norni ng.

On behalf of ny fellow comm ssioners, |I'm
pl eased to wel conme you here to the Federal Trade
Conmmi ssion's Wrkshop on Possi ble Anticonpetitive
Efforts to Restrict Conpetition on the Internet. |
woul d like to extend a particular welcome to our
regi onal offices who are watching by video conference.

When the Internet first began to grow, many
t hought that e-comrerce would serve as an expansive free
mar ket, spawning creativity and self expression. The
I nternet was the wave of the future. |1t offered
consunmers new freedom and busi nesses new ways to deliver
goods and services. Sone of these predictions are, in
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fact, com ng to pass.

For example, retail e-comrerce sal es increased
24 percent in the second quarter of this year to $10.2
billion, while retail sales generally increased only 2.5
percent. Despite these inpressive gains, sonme observers
have suggested that this perception of unfettered
conpetition nmay be inaccurate.

These observers contend that some busi nesses use
governnment to prevent online conpetition from new
entrants and to hanmstring existing conpani es that want
to sell online. In a nunber of instances and in a
number of states, pre-existing regulatory regines are
bei ng extended to the Internet. Through these
regul atory regimes, many states now limt online
conpetition for products ranging fromcars to caskets to
contact | enses, and for professional services ranging
fromlaw to nedicine to real estate

Protecting consuners, our other sound public
policy interest, may drive some of these restrictions.

It bears exam ni ng, however, whether particul ar reginmes
are pro-conpetitive and pro-consunmer, and whet her they
elimnate cost savings and conveni ence w t hout
sufficient benefits to justify the | osses.

We have four principal goals for this workshop
First to enhance our understanding of these issues;
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second to educate policy nakers about the effects on
conpetition and consumers of restrictive state
regulation; third, to help educate private entities
about the types of business practices that may or may
not be viewed as problematic; and fourth, to |l earn of
addi ti onal avenues to pronote conpetition through

e- commer ce.

Let me talk briefly about each goal in turn.
First, we want to enhance our understandi ng of these
I ssues. | have long believed that the FTC can protect
consuners, in part, by gathering information and
studyi ng conpeting perspectives. Toward this end, in
August of |ast year, we formed an Internet Task Force to
eval uate regul ati ons and busi ness practices that could
potentially inpede e-commerce.

The task force grew out of our already-forned
State Action Task Force, which had been analyzing the
antitrust doctrine concerning state regul ations
generally, and out of the FTC s |ong-standi ng interest
i n e-comerce.

Over the past year, the Internet Task Force has
reviewed the relevant literature and has met with dozens
of industry participants and observers, including
e-retailers, trade associations and | eadi ng schol ars.
Thi s workshop represents the next stage in the process.
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We hope to gain a conprehensive overvi ew of possible
barriers to greater e-comrerce, while at the same tinme
| ear ni ng about specific issues in specific industries.

| should reiterate that the FTC is very much in
a |l earning node. W do not know whether particul ar
restrictions are or are not on bal ance pro-conpetitive
and pro-consuner, nor have we decided what, if anything,
shoul d be done about any possible restrictions that my
har m consuners.

The workshop's second goal is to help educate
policy makers about the effects of state regul ations.
We are delighted to have with us this norning
Congressman Cliff Stearns who chairs the House of
Representatives Energy and Comrerce Committees
Subcomm ttee on Commrerce, Trade and Consuner Protection.
Two weeks ago, his commttee held a hearing on state
i npedi nents to e-comerce that addressed many of these
sane i ssues. Chairman Stearns was kind enough to invite
us to testify. | comrend himfor his | eadership on
t hese inportant issues of conpetition in e-comrerce, and
we're delighted to have him address us this norning.

We're al so delighted that Dr. Randall Kroszner,
a menber of the White House Council of Econom c
Advi sors, will address the workshop |ater this norning.
Through Chairman Stearns, Dr. Kroszner and the nmany
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ot hers here, we hope that this workshop will help policy
makers design effective policies to further expand
online comrerce. W also hope that the workshop will
hel p educate state policy makers in particul ar about
effective e-commerce policies and that the states wl|
conti nue educating us about their views.

Many of our industry-specific panels wll
I ncl ude representatives of state governnents. CQur final
panel tonmorrow -- |'msorry, on Thursday -- wl
I ncl ude, anpbng others, a state legislator, a state
Attorney General and a fornmer governor. W are
fortunate to have a terrific cooperative relationship
with the states, and we very nmuch |ook forward to this
exchange of ideas and information with them

| have | ong believed that federal agencies and
the states shoul d cooperate to advance consunmer welfare.
| ndeed, the Conmi ssion recently has been working closely
with the states in pronoting conpetition over the
Internet. For exanple, in March of this year, we filed
a staff comment before the Connecticut Board of
Exam ners for Opticians, which is considering whether to
requi re stand-al one sellers of replacenent contacts to
obtai n Connecticut optician and optical establishment
| i censes.

I n preparing that comment, our staff worked hand
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in hand with the Connecticut Attorney General's O fice
to analyze the possible effects of the proposed rule on
consuner health and wel fare.

The third goal of this workshop is to help
educate private entities about the types of business
practices that may or may not be viewed as problematic.
My coments so far have focused on efforts to use
governnment to |limt conpetition. W also have received
reports of private parties enploying potentially
anticonpetitive tactics. Sone of the nost obviously
troubl esome conduct includes horizontal refusals to
deal .

For exanple, in the |late 1990s, a group of 25
Chrysler dealers in the northwest threatened to refuse
to sell certain Chrysler nodels and to limt warranty
service, unless Chrysler limted its supply of cars to
an Internet seller. 1In 1998, the FTC filed an
adm ni strative conpl aint agai nst the dealers. The
matter was settled by a consent order that prohibited
t he deal ers' boycott.

We have al so seen other reports, some published
and sonme anecdotal, suggesting that other distributors
may have applied pressure to discourage their suppliers
fromselling online directly to consuners. W intend to
exam ne whet her, and in what circunstances, this conduct
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may raise antitrust issues, or may instead address

| egiti mate concerns about free riding and channel
conflict. W hope to develop a better understanding of
t he conduct and reasons for or against limting retail
sal es over the Internet.

The final goal of the workshop is to | earn of
addi ti onal avenues to pronote conpetition through
e-commerce. As |'ve nentioned, we have already
testified before Congress and filed staff coments in
Connecticut regarding these issues. W have also filed
three other comments involving Internet issues.

In North Carolina and Rhode Island, the
Comm ssion filed joint coments with the Departnment of
Justice commenting on proposals to require the physical
presence of an attorney for all real estate closings and
refinanci ngs.

More recently, in Federal District Court in
Okl ahoma, we filed an Am cus brief explaining that the
FTC s Funeral Rule protects consuners by pronoting
conpetition anong providers of funeral goods, including
online casket sales. Through this workshop, we hope to
di scover additional ways for the Conm ssion and ot her
policy makers to pronpte conpetition over the Internet.

| look forward to a productive, informative
wor kshop.
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10

It's now ny pleasure to introduce Congressnan
Cliff Stearns, as | nentioned, the chairman of the
Consuner Protection Subcommttee of the House Energy and
Commerce Committee. The chairman is in his seventh
term he is a Floridian and he is a good friend of the
Federal Trade Comm ssion. | would like to thank him for
taking the time to be with us this norning.

As | nmentioned, he recently held a hearing on
the barriers to e-commerce at which we were happy to
testify. Congressman Stearns has worked tirelessly to
address the issues confronting consuners in the evol ving
el ectroni c marketpl ace and his recent hearing and his
participation today are exanples of his dedication.

Pl ease wel come Congressman St earns.

(Appl ause.)

MR. STEARNS: Good norni ng, and Chairman Miri s,

t hank you for inviting me for the kick-off of your
wor kshop exploring anticonpetitive efforts restricting
conpetition on the Internet.

| commend the Conm ssion for this tinely
wor kshop, and | conplinment Ted Cruz, who | amgoing to
now give the appellation of Czar Cruz of the Internet.
You know, across many countries they have identified one
person as the expert on the Internet, and | think Ted
probably qualifies. 1In fact, we could probably call him
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11

Top Gun Czar Cruz, | don't know if he will |ike that
term but | appreciate his help and al so participating
in my hearing.

As the Chairman nentioned, | amfrom central

Fl orida, just above Orlando, all the way to
Jacksonville, and | have neither coast, the gulf or the
Atlantic, but | have sone beautiful small towns wth
beauti ful I ndian-sounding nanes |ike Ccala, which is ny
home town, Ockl awaha, M canopy, and Ckahunpka. Recently
| had a town neeting in Ckahunpka, and just to show you
how it is, particularly in an election year, here |
speak to the Federal Trade Comm ssion and to a | ot of
| obbyi sts, but obviously back home is where the politics
is, and this woman said to nme, "Congressman, no one has
pi cked up nmy trash for two weeks and I want your help."
And | told her, | said, "Have you called the select nen
here in Ckahunmpka?" And she said, "No, | have not."
And then | said to her, "Wat about the city counci
person?" And she said, "No, | haven't.” And | said out
of desperation, "Why don't you call the county
conm ssion?" She said, "I just didn't do that either."
And | said to her, "Why didn't you call any one of those
people first?" And she said, "I didn't want to start
t hat high."

(Laughter.)
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12

MR. STEARNS: So, whenever | come to neetings
like this and | ook at this very august body, | renenmber
t hat back in Okahunpka, there's a wonan who wants to
make sure that | get rid of her trash.

As the chai rman has nentioned, | chair the
Congress' Energy and Commerce Commttee's Subcomm ttee
on Commerce, Trade and Consuner Protection. As
menti oned, |last nonth we had a hearing on state | egal
and regul atory inpedinments to e-comerce. That hearing
was one of a nunber of hearings that the subcommttee
has held on e-commerce in this Congress, including
heari ngs on cyber security, cyber fraud, and crine,
| npedi ments to digital trade and supplier-owned online
travel sites.

| want to conplinment the Chairman and Ted Cruz
for what they're doing. | think this is very inportant,
and is sort of a harbinger of things we should be doing
in this nation and you are taking the lead in a very
| mportant area.

The subconmittee's hearing on state inpedi nents
to e-commerce focused on three industries. W talked
about the contact lens industry, w ne sales and of
course auctions. At the hearing, the w tnesses
hi ghl i ghted some of the anticonpetitive effects of state
regulation on their online businesses. |'mpleased to
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see Dr. Atkinson of the Progressive Policy Institute and
of course M. Cruz with the FTC who have both been
intimately involved with this issue and testified before
my commttee.

| al so understand and indeed |I'm pl eased that
you'll hear from other wi tnesses that we had at our
hearing at your workshop this morning. M friends,
there are many industries where state | aws and
regul ations either unintentionally or intentionally are
| npedi ng the growth of e-commerce.

Many of those industries are a subject of this
wor kshop, and that's why it is inportant that you have
it this nmorning. They include: Retailing, autonobile,
cyber-charter schools, real estate, nortgages, health
care, pharmaceuticals, tele-nmedicine, w ne sales,
auctions, contact |enses and not the least is funerals,
caskets.

So, I think it is essential that the growth of
e-comrerce not be stymed by state |aws and regul ati ons
t hat were enacted or promul gated at a tinme when, of
course, there was no e-comerce. As such, the inpact of
t hose | aws and regul ations on e-comrerce, of course, was
not antici pated.

Most of those state |aws and regul ations did and
still have inportant consumer protection objectives.
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14
Yet the fact is that many of those | aws, and nany of
t hose regul ati ons, have a discrimnatory inpact when
applied today to e-comrerce. Furthernore, a few state
| aws and regul ati ons seemto have no other reason for
their existence, but protection of |ocal conmmerci al
I nterests fromonline conpetitors. It is neither new
nor unusual for local comercial interests to appeal to
their local governnents for protection against new
conpetitors enploying new and i nnovati ve technol ogi es or
busi ness nodel s.

The fact is that unintentional or intentional
anticonpetitive effects on e-commerce of state |aws and
regulations it is estimated costs the Anmerican consuner
anywhere from $15 billion to $32 billion per year, and
of course that nunmber is grow ng.

So, | think it is inperative that every state
carefully examne its |laws and regul ations that were
i ntended to advance consuner protections, but now nay
hi nder e-commerce, although unintentionally.

| am confident that states would find
alternative |l egal and regul atory approaches that woul d
not i npede e-comerce, and at the sanme tinme advance
state consumer protection interests. | think there's a
bal ance that can be had here.

At the hearing, eBay offered one such exanple in
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15
[1linois. [Illinois examned and ultinmately revised its
auction license rule so that the rule could be nore
responsive to new online auction businesses, new auction
busi ness nodel s, such as eBay's. Now, if all the states
did what Illinois did in various industry sectors, it
woul d be very hel pful towards making e-comerce
seanl ess.

In closing, | would reiterate my support for
this workshop, and the Comm ssion's efforts under
Chairman Muris to better understand the particular state
| aws and regul ati ons that do, indeed, inpede e-commerce
by havi ng panels of expert discuss the presence of such
restraints within certain industries.

Now, upon conpletion of this workshop, and the
Comm ssion's inquiry, including its review of all the
pertinent filings made pursuant to the Federal Register
notice of July 19th, 2002, | will invite the FTC to
testify as to its findings in a follow up hearing at ny
subcommttee in the 108th Congress.

So, | want to wish you God speed and tell you
how i nportant it is that you acconplish your m ssion,
and | | ook forward to having the opportunity to hear the
results of this workshop in the 108th Congress, and so
may the good Lord take a liking to you, but not too
soon.
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16
(Appl ause.)
MR. CRUZ: Thank you, Congressman Stearns,

Chai rman Muris, and we will now nove directly to the
first panel, which will be | egal and econom c
perspectives, and that will be noderated by Dr. Jerry

Ellig, who is the Deputy Director of the Ofice of
Pol i cy Pl anning.

MR. ELLIG This panel will be one of two
overview panels that will | ook at the forest rather than
the trees and then of course we'll start getting into
sone ot her panels later on in the afternoon in the next
few days that will | ook at specific industries, but this
nmorni ng, we've assenbled a nunber of experts in |aw,
econom cs, and policy to talk about sonme of the broader
I ssues that are raised by e-comerce and possibly
anti conpetitive private actions or anticonpetitive
regul ations that may get in the way of e-commerce.

Let me just explain the way we'll run all of
t hese panels. W' Il ask each panelist to give sone
overview remarks for about three to five m nutes, and
then we will have sone tinme for discussion in response
to discussions. |'Il ask some questions. In addition
menmbers of the audience in this roomare welconme to jot
down questions on index cards. W have sone index cards
and pens out in the hallway, and hold them up, sonmebody
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17
fromthe FTC staff will grab it and bring themon up to
me and we can ask sonme of those questions as well.

We' Il have the panelists speak in al phabeti cal
order, so we actually start with A, B, C, Atkinson
Bol i ck, Cal kins and so on, and Senator Metzenbaum gets
to bat cl ean-up.

So, we'll have each person speak and then [|']|
ask each one of the panelists as well. Wen | ask a
question, if you want to say sonething in response and
you need to get ny attention, you can put your nanme card
up sort of sideways. |If a lot of people want to speak
at the sanme tinme, that should work okay. Don't feel
obligated to say sonething in response to each questi on,
but all kinds of contributions would be wel conme and
encour aged.

In any case, without further introduction, let's
go ahead and start with Rob Atkinson, and |I'm not going
to give extensive introductions of each speaker,
anything you want to tell folks about your credentials
or background, go ahead and nmention that in your opening
st at ement .

MR. ATKI NSON: Thank you, Jerry.

"' m Rob Atkinson, Vice President and Director of
t he Technol ogy and New Econony Project at the
Progressive Policy Institute. Wen we started | ooking
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18
at e-commerce in depth about five years ago, | was
pretty optimstic, | felt that it was the mgjor
transformative force in our econony and was going to
| ead towards all sorts of wonderful benefits,
particularly in ternms of productivity. And then as |
got nmore into it, | started hearing little stories and
anecdotes that disturbed ne, but | didn't really see
that there was a pattern. But eventually after three or
four of these cases, | suspected, ah-hah, | think
there's a pattern here.

So we wote a report about a year and a half ago
call ed The Revenge of the Disinternmedi ated: How the
M ddle Man I's Fighting E-commerce and Hurting Anmerican
Consuners, where we docunented a wi de array of cases,
and you've heard all of the industries and others here,
so | won't go into that, but in our view, this notion
t hat m ddl emen and ot her incunbent industries or
prof essions are bl ocking e-commerce conpetition purely
for protectionist reasons is one of the major threats to
the future growth of e-commerce.

This isn't really the first time this has
happened, in fact, our history is really rife with these
sorts of stories. One of the first cases that Abraham
Lincoln tried was actually a case against -- he defended
the railroads when a boat hit a railroad bridge as it
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19
crossed the M ssissippi River, and the boating industry,
the riverboat industry, as well as the city of St.

Louis, sued the railroads for having a railroad bridge,
and this was really a case about free interstate
commerce. And Lincoln, fortunately, won that case.

Well, the problemtoday, though, is that as a
new t echnol ogy system arises, just like it did with the
railroad, rather than have conpetitors conpete fairly or
I n some cases just go out of business gracefully,
they're using governnment and the courts to bl ock
conpetitors.

I think the key issue here is really is this
about consuner protection, or is it about producer
protection. At PPl, we're strong supporters of a strong
consunmer protection regine. W' re not libertarians. W
believe that the governnent has to play a strong role in
that. However, in many of these cases, | would argue
t hat consuner protection argunment that the other side
i nvokes is really nostly a snoke screen.

In certain cases, |like contact |enses, the
attorney generals have shown clearly that there's no
consuner harm |In other cases, |ike w ne and
prescription drugs, to name two, it's easy to design
regul atory frameworks that protect consuners and address
taxation issues, but don't hinder e-commerce.
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As you focus over the next three days, |I'm sure
you wi Il hear some of the incunbent producers cone up
with very creative defenses of why they need these | aws.
The one | enjoy the nost is fromthe National
Associ ation of Auto Dealers, who claimthat if car
manuf acturers were actually allowed to sell directly to
a consunmer, "they would still face a nyriad of |egal
chal l enges and would run a great risk of breaking the
| aw. "

Well, the only reason they would run the risk of
breaking the law is because car deal ers have succeeded
In passing laws in all 50 states to make it illegal.

So, that's a little bit of a dubious claim

Vel |, what should the FTC do? What's the role
of the Federal Governnent here? | commend the FTC for
their efforts in the last six to nine nonths where they
are an aggressi ve advocate for conpetition, working with
the states and the courts, and | encourage themnore to
do that. However, | amnot sure that that will be
enough. | think at the end of the day we nmay need to
fundamental ly rethink how we regulate commerce in this
country.

In the old econony, comrerce was consi gned
really to one state, a consuner and the producer were in
t he same physical jurisdiction, nowadays increasingly
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it's going to be across borders. | think we have to
take seriously the notion of preenption, and as nuch as
| amall for states' rights, | used to work for a
governor, | think that ensuring that we have robust
cross-border comerce is a role for the Federal
Governnent to step into.

My final point is | think we need to rethink
antitrust doctrine. There's a sort of a reflective
noti on or view anong antitrust enforcers that any Kkind
of coll aboration nust be suspect. | think certain kinds
of coll aboration are suspect, particularly when it cones
to m ddl enen col | aborating over the distribution
channel, as was the case with the car dealer case in the
northwest that the FTC successfully intervened in. But
there are other types of collaboration where producers
need to col | aborate, like in the case of Orbitz, where
they need to collaborate in order to create a robust
online channel, and I think those are a very different
type of collaboration, that in fact the FTC shoul d be
encour agi ng.

So, thank you very nmuch, and I amtold that I
shoul d stop there.

MR. ELLIG Okay, thank you, Rob.

As you noticed, and | forgot to nention to the
panelists, we do have a tinme keeper sitting in the front
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who will wave signs at you until you notice them
cint?

MR. BOLI CK: Thanks, Jerry.

My name is Clint Bolick, | am Vice President at
the Institute for Justice, which is the nation's | eading
pro-interface public interest law firm

The Internet is the greatest catalyst for
consuner freedomin history. The potential for
personal i zi ng commerce, matchi ng producers of
di stinctive goods with consunmers wi shing to purchase
t hem has expanded expeditiously with the advent of
e-commerce. But it seenms that in nodern Anmerica, no
good deed goes unregul ated. M sguided regul ati on by
every |level of governnment is hindering e-commerce. Not
al ways for the protection of consuners, but as Rob
mentioned, to preserve dom nant econom c interests, and
that threatens to strangle the potential of e-commerce
inits infancy.

We' ve tal ked about a nunmber of areas where this
i s happening, and such trade barriers are contrary to
the genius of our free enterprise systemenshrined in
our constitution, particularly in the commerce cl ause.
Qur nation is predicated upon a single national market,
unfettered by parochial trade barriers anong the states.
The Internet, in particular, cannot easily abide
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arbitrary political boundaries. The only way it can
adapt to parochial regulations is to adhere to the

| owest regul atory denomi nator, and if it does, it wll
destroy the potential of e-commerce.

Al'l owi ng such barriers to persist would deprive
the Internet of its ability to bridge huge distances
bet ween producers and consuners. The Institute for
Justice is presently challenging restrictions on direct
sale of wine to consuners in New York State, and on the
direct sale of caskets to consuners in Cklahoma, and we
are very grateful to the Federal Trade Conm ssion for
its Am cus brief in the Cklahom case.

The wine issue is a classic one, with direct
shi pments prohibited in about half of the states,
allowed in the other half of the states, a felony in
sone states. The type of econom c bal kani zation that is
preci sely what the e-commerce clause was designed to
prohibit. At the result of this patchwork of
regulations is that in many states wineries sinmply wll
not ship at all, and that, therefore, vindicates the
protectionist ains of the liquor whol esalers and it
deprives consuners of inportant choices.

There are a number of constitutional tools that
are available to challenge these barriers to enterprise.
| have nmentioned the comrerce clause, the privileges and
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i mmunity clauses and others, but another is the First
Amendnment. The Internet inherently involves speech, so
that all of these regulations inplicate the First
Amendnment. And the Institute for Justice intends to
vi gorously use those constitutional tools to chall enge
regul atory barriers, and we encourage others to use them
as wel | .

We appl aud the Federal Trade Conmi ssion for
conducting hearings in this area. W believe regulatory
barriers to Internet commerce are the nunber one
consumer issue in America. Qur hopes for these hearings
are three: First, to shed light on regulatory barriers
to Internet commerce, and the econom c protectionism
that they pronote; second, to bring the full authority
and power of the Federal Trade Conm ssion to bear on
removi ng such barriers; and third, for the Institute for
Justice to identify nore deserving bureaucrats to sue.

Excessive regulatory barriers to Internet
comrerce are unw se, un-Anerican, and unconstitutional.
Let's get rid of them and unleash the full potential of
consunmer freedom Thank you.

MR. ELLIG  Okay, thank you, Clint. | hope that
conment about suing bureaucrats doesn't apply to us.

(Laughter.)

MR. ELLIG  Steve?
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MR. CALKINS: Thank you.

" m Steve Cal kins, a professor at the Wayne
State Law School, and | was asked just briefly to
summari ze the nonconstitutional |egal issues raised by
t he subject before us today. That, frankly, is alnost a
hopel ess assi gnnent .

My conclusion is that one could teach a whol e
course based solely on the Internet issues that we're
confronting. You could rattle through nmerger issues and
worry about market definition and whether or not nergers
are pro-conpetitive. You could go through
nonopol i zation and try to separate out predatory
practices that should be prohibited from pro-conpetitive
efficiency enhancing practices. You could then throw in
some whol e | ot of Federal Trade Conm ssion consuner
protection issues, which come up repeatedly on the
I nt er net.

You could then slide on, indeed, as Rob already
has, into horizontal agreenments anong producers, and you
coul d have a long series of classes trying to separate
out the pro-conpetitive horizontal agreenents fromthose
that are anticonpetitive, and you woul d observe that in
ternms of the Internet, this makes observing of
conpetitor behavior particularly easy and quick, so does
that raise special issues.
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You could also tal k about the way that the
| nt ernet enpowers consumers to search for the | owest
prices, and does that nean that it's especially
I nportant to worry about things that nmay bias us or
interfere with that, and you could go and spend a great
deal of tinme on that. But |I don't have tinme to go
t hrough any of those issues.

|"mgoing to rattle off the three that seemto
nme the ones that are nost uniquely raised today. O
that we've seen raised on the Internet.

The first being the Noerr Pennington Parker v.
Brown, which Chairman Muris referred to. You know, it
is absolutely clear, if you go through all the problens
that we've been tal ki ng about, that nost of those are
the result of governnment behavior, but not governnment
behavi ors that are notivated solely by political |eaders
trying to respond to consuners, it's governnent behavi or
respondi ng to business interests. And that neans you go
t hrough t he whol e range of Noerr Penni ngton Parker
i ssues. You want to decide under Noerr whether or not
this is petitioning of a real governnental body, or is
it petitioning of something that doesn't qualify as a
gover nment al body.

Under Noerr, you need to separate out the
petitioning fromthe agreenent to inplenment decision
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that the petitioners nmay be trying to achieve, and it's
i mportant to make that clear.

Going on to the Parker v. Brown, you've got --
well, in ny view, you have a set of case |law that all ows
for Parker inmmunity to flow from sone rather vague
| evel s of authorization, which prevents the political
process from hol ding elected officials accountable, and
it's inportant, it seenms to ne, for the Conm ssion and
others to make sure that Parker is kept back where it
ought to be, so that we can have the political system
work, and to require that authorization for participants
in the market to | essen conpetition to be done clearly.

So, also in ternms of supervision, you know, that
also is one wherein it's very easy for there to be
I nadequat e supervision. Indeed, in sonme of these
self-regulatory issues, you' ve got all of the problens
that flow fromhaving a nice little m x of people who
are private actors, sort of putting on a public hat, and
were engaging in sonme self-regulation, and you end up
with confusion as to the roles. And for antitrust, it's
i mportant to make clear that the antitrust inmunity is
limted and is going to be cabined in where it ought to
be.

Next you could take a | ook at retail price
mai nt enance, which is something which was put forward in
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this area rather specifically recently by the states
when they entered into a consent order in the George
Foreman Grill case, where the charge was that there --
and | refer to only what's alleged in the conplaint, the
charge was that the Salton Conpany had deci ded to engage
In sonme classic resale price maintenance in order to
protect its Internet price. And it raises all the
wonder ful questions about when and whet her the
governnment shoul d care about resale price maintenance
and what has to be done to prove a valid resale price
mai nt enance theory.

The cl assic problem though, is the one where we
have manufacturers who are failing to use the Internet
as nuch as they mght, or failing to discount on the
Internet, and the question is, are they responding to
their own self interest, are they responding to retailer
concerns that are expressed |lawfully and unilaterally,
or are they responding to retail er concerns that nean
that there is an illegal agreenent? And this goes
t hrough the whol e range of vertical issues, because
we're going to see retailers constantly expressing
concern.

| ndeed, you |look at the Wall Street Journal
i ssue recently tal king about their Internet experience,
they say quite candidly that they were concerned about
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retail ers being upset and conpl ai ni ng about their role
on the Internet. And the case |law, as you know, which
says |'m supposed to stop, makes it difficult to prove a
vertical agreenent. Query: Should one cone up with
times where a vertical agreenent could be illegal, nore
fundanentally, it's quite inportant for the horizonta
agreenents to be searched out for the law to be clear
about what is illegal, is an attenpt illegal, is an
agreenent w thout market power illegal, what has to be
proven to prove an agreenent because it's very inportant
that retailers be prevented by the antitrust |laws from
going too far to pressure manufacturers.

In closing, | would say the Conmm ssion is
uni quely poised to make contri butions here, because of
its role in doing hearings, and frankly because it is
both a consuner protection agency and an antitrust
agency. Thanks.

MR. ELLIG  Okay, thanks, Steve.

Now down to the other end of the table, Rob
Gertner.

MR. GERTNER: Good norning, |I'm Rob Gertner, |I'm
Prof essor of Econom cs and Strategy at the University of
Chi cago.

As a University of Chicago econom st, there's a
certain expectation that what I'mlikely to say at an
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event like this, and as a newer generation Chicago
econom st, | often |like to disappoint those
expectations, but |1've tried hard and | think today I
will fail in my mssion to do so.

The restrictions on e-commerce in the markets
that this workshop focuses on have limted the ability
of e-commerce conpanies to provide consuners with the
full potential of the Internet. The justification for
these restrictions are typically weak, and to the extent
that they respond to legitimte policy concerns, these
concerns can |likely be addressed with | ess onerous
regul ati on and outright ban on transactions over the
I nternet or other existing regul ations.

The Internet has enhanced the efficiency of many
consunmer markets, in its nost obvious form these
efficiencies arise fromdisinternediation of traditional
di stribution channels. Airline ticketing has becone
nore efficient because consuners are able to make
reservations and access the information typically
provi ded by travel agents at |ower costs. Consuners are
able to browse for, skimthrough and purchase books that
are not avail able at | ocal bookstores. Restrictions on
e-comrerce transactions |limt the ability to reap these
benefits in many markets.

We will hear about two markets at this workshop
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that are especially inportant: Housing and autonobil es

represent the two | argest expenditures for many

consumers. In 1999, sales of existing houses and condos
exceeded $700 billion, and annual new and used car sales
are approximately $200 billion.

If the Internet were to reduce standard real
estate agent comm ssions from around six percent by one
percent age point and reduce the cost of a new car by two
percent, annual consumer savings woul d exceed $10
billion.

The npbst obvi ous cost of regulations in
e-commerce arise fromthe reduced conpetition from
i nternmedi aries created by restrictions on Internet-based
sales. But these are not the only costs, and in many
mar kets, they may not be the nost inportant ones. The
val ue of e-commerce extends well beyond enhanced
efficiency of transactions. Restrictions on e-comerce
may also result in lower |evels of upstream conpetition

For exampl e, an autonobile manufacturer without
a dealer in a particular |ocal market may be a nore
attractive choice if it could sell directly to consuners
in that market. This could result in greater
conpetition anong manufacturers, and thereby | ower
whol esal e prices.

Ameri cans who do not live in densely plated
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mar kets have limted retail choices for many types of
products. Many travel |arge distances to neet anything
ot her than day-to-day needs.

Mail order is an inportant way that conpanies
conpete for these consuners. The Internet reduces the
cost of conpeting for these consuners and extends the
benefits of mail order to many nore products.

In many markets, the Internet is an attractive
di stribution channel for new small-scale entrants,
because of its low fixed cost. |Internet-based
di stribution has been an essential part of the entry
strategy for many new nusi ci ans, software designers and
conput er equi pment makers. In markets in which this
di stribution channel is blocked, there will be |ess
entry, less conpetition, and | ess innovation.

Recent econom c research suggests that the
| ong-run cost to consumers for reductions in innovation
and resulting reductions and delays in new product
i ntroductions can be very large. Therefore,
restrictions that limt the ability of entrants to use
the Internet for distribution may be very costly to
soci ety.

Consuners al so benefit directly fromthe
i ncreased choice anong differentiated products that are
avail abl e over the Internet. The Internet is an
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i ncredi ble resource for consuners w th uncommon
preferences to find products that satisfy those tastes.
eBay is a testament to this fact. Today consuners in
nost states who visit a small winery in California while
on vacation and love its wine may sinply have no
practical way to purchase that w ne for consunption at
home.

In contrast, a consuner who hears a | ocal band
on that sane vacation has no trouble sanpling the band's
musi ¢ and purchasing its CD over the Internet.

On the other side of the equation, there are a
nunmber of |egitimte concerns about how consumers coul d
be harnmed by e-commerce in particular markets. Probably
the strongest econom c argunent is that consunmers wll
free ride on the services of traditional distributors by
acquiring information and services fromthese
di stributors and then purchasing from |l ower-priced and
| ower -service Internet providers.

This is a legitimte concern in several of the
mar kets that are the focus of |ater sessions at this
conference. However, it is a very long way fromthis
concern to a conclusion that governnent restriction on
Internet sales is the appropriate renedy.

In fact, and I won't go through too many of the
details, in general, the natural response is going to be
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one private, and there are contractual restrictions that
conpani es could reach with their distributors that could
solve this problem W're seeing very innovative ways
of doing it. W're seeing new pricing strategies and
new pricing nodels being involved in let's say
full-service brokerage firnms that face conpetition from
| nternet brokerage have changed their pricing nodels in
a way that they're actually starting to price directly
for those services, and therefore avoiding the free
rider problems. |It's far fromclear that regul ations or
restrictions are necessary to solve this problem

A second | egitimte concern that notivates
restrictions in e-comerce and standards of conmerce
protecti on agai nst deceptive practices, fraud, and
dangerous consunmer behavior. The policy goals should be
to come up with regulations that provide this consumer
protection with a m nimal inmpact on conpetition.

It strikes me that many of the regul ations we
see are sinply too restrictive. There are and should be
| ess costly ways to provide consuners with protection
agai nst fraud on the Internet. There may be an
i mportant role for innovative licensing nonitoring and
consumer conpl aint procedures to neet these consuner
protection goals. Perhaps the innovation of the
I nternet can actually create new ways of doing this nore
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effective and nore efficiently.

In fact, the FTC, through procedures |ike
wor kshops |ike this, and fromwatching closely what's
going on in the states, nmay be able to play a val uable
role in identifying these best practices and
di ssem nating this informati on to policy nmakers.

Thank you.

MR. ELLIG Ckay, thanks.

Finally, Senator Metzenbaum

MR. METZENBAUM | want to comend the FTC
|"ve been to a | ot of neetings, |I've nade a | ot of
speeches on the floor of the United States Senate and
comm ttees, but |'ve never before had sonebody in the
audi ence who had a sign saying "Stop." | think that's
great. | think that's great. I'mglad it wasn't --
that we didn't have that procedure when | was conducting
some filibusters.

(Laughter.)

MR. METZENBAUM Today | appear here as chairnman
of the Consumer Federation of America. CFAis a
nonprofit association of sone 300 pro-consuner
organi zations with a conbi ned nenmbership of over 50
mllion Anericans.

| have to admit, that when | received an
invitation fromthe FTC to speak about the
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anticonpetitive practices in electronic conmerce, ny
first thought was that mnmy grandki ds are better prepared
than | to talk about the Internet, but the fact is, nmany
of the anticonpetitive practices that | spent ny career
In the Senate fighting against have m grated onto the

| nt er net .

We must not allow the anticonpetitive practices
fromthe old econony to rob consuners of the benefit of
the Internet. The Internet is a revolutionary neans of
communi cati on and commerce that can dramatically enhance
consuners' sovereignty and enpower citizens. It can
pronote robust conpetition, it can also nake it cheaper
and easier for businesses to collude illegally. The
benefits of the Internet are only available if access is
kept open, unfettered, and unbi ased.

Public policy can hinder conpetitive
pro-consuner el ectronic consuners, or can be the crux of
its growth. We hope to see the Internet create an
envi ronnent that strengthens the market forces on both
t he supply and demand side, reducing the m ddl eman,
enhanci ng consunmers' ability to search, shop, and find
i nformation and reducing barriers to entry into
busi ness.

It is our hope that the Internet creates an
envi ronnent that underm nes conpanies' ability to
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exerci se market power and to engage in anticonpetitive
practices. However, generally, whenever entrenched
conpani es are confronted with significant econom c or
t echnol ogi cal change, they formcartels, enploy
anticonpetitive practices, or enlist the aid of the
governnent in their defense to inpede change or a
different direct cost to the consuner.

It would be a critical m stake for policy makers
to believe that the power of technol ogy al one wll
ensure a consuner-friendly and pro-conpetitive
environment. For exanple, in the [ate 1980s and early
1990s, we resisted the efforts of the Baby Bells to
convince policy makers to allow themto inpose their
centralized tel econmuni cati ons nodel on the enmerging
comercial Internet. Since the |late 1990s, we have
opposed attenpts by cable conpanies to exclude conpeting
I nternet service providers fromtheir high-speed
t el ecommuni cati on networks.

Unfortunately, policy nakers have not required
themto all ow nondi scrimnatory access. Throughout the
1990s, CFA opposed the effort of Mcrosoft to nonopolize
the software that controls the PC and web browsers. W
are al so deeply concerned about efforts by old econony
and industries to prevent the Internet frominjecting
nore conpetition and greater consuner sovereignty into
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their industries. W are concerned about joint ventures
bet ween busi nesses that may control the availability of
products sold over the Internet, such as Obitz, the
travel website. And we are concerned that autonobile
deal ers have been bl ocking the direct sale of cars over
the Internet.

In the late 19th Century, it becane clear to
captains of industry, who |ater canme to be known as
robber barons, that controlling the flow of primary
i mports into the industrial process was the way to gain
control over the new y-energing industrial econony. W
responded with a series of laws that rejected the
centralized controll ed nodel in favor of an open,
conpetitive econony.

Today, a new industrial econony is being born
and we observe the captains of industry threatening to
become the robber barons once again, by foreclosing
entry and controlling the flow of the key inmports in our
el ectroni c econony data and information.

It is up to us here today to identify the past
and present anticonpetitive efforts aimed to restrict
conpetition. It is up to the FTC to regul ate
aggressively and enforce Internet public policy that
enbraces unfettered access, robust conpetition, and nost
i mportantly, policy that enbraces the consuner, not big

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

38



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

39

busi nesses.

In my written comments, | identify a nunmber of
measures that are needed to prevent anticonpetitive
busi ness-to-busi ness arrangenents before they are
reached.

Thank you, M. Chairman.

MR. ELLIG Okay, thank you.

| would like to focus in for a monent on what's
really going on here economcally and hear your views on
this. Does the Internet and el ectronic commerce, are
they really cutting out the m ddl eman or having the
potential to cut out the m ddl eman and, you know, the
manuf acturer or sonebody el se takes over some of those
functions? O are they -- is the Internet a nmedium by
whi ch ot her m ddl enmen, whether it's new start-ups, or
maybe m ddl enmen | ocated in other geographical areas can
enter new markets and conpete in new markets? 1Is it one
of those, is it both, or is it maybe different for
different industries?

MR. ATKINSON: Well, I'lIl comrent on that.

| think it's clearly both of those. There are
certain industries where you have a direct relationship,
wi ne being one, where you can buy directly froma small
vi neyard, although in wine you can also buy from
m ddl enen, |ike eVineyards, | think eVineyards. So,
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don't think there's any one particul ar nodel.

| guess | would be inclined to say that direct
is usually better in the sense that on balance | think
cutting out nore of the mddlenen is better just from an
efficiency perspective, but I think ultimately the
mar ket and consuners need to deci de what business nodel
makes the nost sense. And so | don't think there's
any -- | don't think we should preclude and say one
Is -- is going to be the one to make it happen, but I
think on balance, if there's a case where you can
encourage direct from producer all the way to consuner
wi t hout any m ddlemen, | think that is the ultimte, and
nost beneficial, arrangenent.

MR. GERTNER: | agree conpletely. | think you
can think about what role m ddl emen play, and they play
arole with respect to information, aggregation, and
certainly in the physical world, geographical proxinmty,
and | think that a lot of the information role can be
pl ayed to a | arge extent by the direct producer. It
doesn't matter whose page on whose website you're really
| ooking at to gather that information, but there is
still a real role for aggregation, for m ddlenmen as
aggregators on the Internet.

| nmean, it's much easier to browse for books on
a particular subject by using Amazon's very creative,
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very easy-to-use website as a way to search across a
vari ety of books on a particular topic. Elimnating

t hat m ddl eman service by having to go directly to the
publisher -- to a variety of different publishers,

al t hough you could search for them vyou could find them
would, in fact, be quite inefficient.

So, there still remains, | think, a very
I nportant role in many markets for the aggregation and
conbi ne the aggregation information of m ddl enen.

MR. BOLICK: | would agree. In the two areas
where we're litigating it, it has different dinensions.
As Rob nentioned in the wine area, there's a trenendous
potential market for direct sales from producers to
consuners, but |iquor stores and wi ne stores cannot
advertise on the Internet in states that forbid direct
sal es either.

So, a store like Saki's in New York can't sel
to consuners around the country over the Internet in
states where direct sales are prohibited. And in that
ki nd of situation, let's say you wanted to order a w ne
fromltaly or sonething like that, and they're not on
the Internet, those stores are going to continue to not
only have a huge variety of wi nes, but also information
about wi nes and reduce prices on w nes because of |arge
vol une purchases as wel |.
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In the casket area, it is a substitution of
m ddl enen. Right now, in several states, only funeral
homes can sell caskets. And as a result, direct sellers
of caskets are forbidden fromdoing that, and there's a
huge mark-up. So, | would say the bottomline is that
what these barriers are doing is not necessarily
preserving m ddl enen versus direct sales, but preserving
an inefficient way of selling.

MR. ELLIG Let's talk a little bit about the
private anticonpetitive actions in antitrust. Do you
thi nk we need new forms of antitrust analysis or new
antitrust doctrine to try to understand private
anticonpetitive actions that affect electronic comrerce,
or are the principal dangers the sane types of business
practices that conme up as probl ens whenever you have a
new type of sales channel? Are there new antitrust
i ssues here or is it the sanme old thing, just show ng up

in a new place?

MR. METZENBAUM |I'mfrank to say that this
adm ni stration, I would be concerned about new antitrust
approaches. | think the antitrust |aws that we have and

the interpretations that we've had in the past have been
good, and haven't been in the public's interest. But I
woul d be concerned that if there were sonme new
approaches to antitrust at this point, I'mafraid we
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woul d turn the cl ock backwards rather than turning it
f orwar ds.

MR. CALKINS: | nean, the answer to your
question is always that existing antitrust doctrine is
sufficiently flexible that it could cover anything that
cones al ong, because all of antitrust is about
reasonabl eness and about applying it to the particular
facts, and so there's no need, in ny view, to change
fundanment al doctri ne.

On the other hand, there is need to think
t hrough how it works in particular fact patterns. |
mean, the fundanmental problemin distributionis if a
manuf acturer is not using the Internet, is that good
because it nmeans that free riding is not being allowed,
and it means that when consuners go to the store and try
on the outfit, that, in fact, they're going to patronize
the store and the store is going to be able to stay in
busi ness, or is it bad?

The basic problemin antitrust is it's very hard
for antitrust to draw that distinction, because there
are always just the classic sort of distribution problem
in a good case where free riding is a problem you're
going to have conplaints going fromthe dealers to the
manuf acturers saying, golly, don't sell direct, because
then we'll go out of business, and antitrust has
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resol ved that by basically saying when that's the fact
pattern, we really cannot do anythi ng about it.

On the other hand, when you can add a hori zont al
el enent that antitrust can do sonething about it. Well,
the only thing interesting here is can you think of any
fact pattern where there should be a vertical chall enge,
and then conversely, in the horizontal world, is
antitrust sufficiently clear about how quickly retailers
are going to get into trouble if they engage in
hori zontal kind of discussions, agreenents, negotiations
and things to pressure manufacturers.

It's not a matter of doctrine, it's a matter of
both applying it, thinking it through, and then giving
very cl ear guidance and having swift intervention.

MR. ATKINSON: | just want to build on a point
t hat Robert nmade about that. | think the thing to think
about, especially when we're thinking about this
gquestion of what's the role of the producer is that
aggregation is inportant for particular industries.

It's not all that inmportant for cars, let's say. You

don't go out and say well, I"mlooking to buy a car, |
want to get all the car websites. It's pretty easy to
figure out and whether you like a Ford or a Chevy.

But, on the other hand, there's |ots of
i ndustries where you don't know the producer. | night
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| i ke Bob Dyl an, but | have no idea who sells Bob Dyl an.
| m ght want to go fromhere to Chicago on an airline,
and | know the airlines, but I don't know who and which
time the airlines are flying. And | need sonmething to
aggregate those.

So, the key question is what is the role of
antitrust with regards to two possible forns of
aggregation. One is aggregation by the m ddl enman, and
t here we woul d probably argue that there's no big deal.
You have -- on Travelocity, let's say, for exanple, or
Amazon in books, | think the nore critical question is
what's the role of antitrust when producers try to be
aggr egat or s.

In our view, there really shouldn't be very many
antitrust issues. | think this is a nuch nore
controversial issue than a |lot of the agreenent that we
have on other issues. But | think cases like Obitz or
in the case of nmusic, MisicMatch, and PressPlay, | think
t hose present essentially opportunities where producers
can say, we're going to aggregate, we're going to put it
all together, and neke it easy for consuners.

| think that that's one area where we really do
need to rethink antitrust doctrine, because antitrust
tends to reflectively look at anything |li ke that and
saying that's inherently bad. And I think we need to
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di stingui sh producer collaboration on the distribution
channel, which |I think is good, or can be good, and
producer coll aboration on the production of the good,
which | think is bad.

MR. GERTNER: | just want to say, | basically
agree with everything that's been said about the
antitrust issues. | want to present one slight caveat.
| think one area where antitrust doctrine has been
evolving in good directions, but rather slowy, is with
respect to vertical restrictions generally. Some policy
towards retail price maintenance and other types of
vertical restrictions that firnms engage in, and | think
to sone extent the Internet gives that grade of
prom nence that, in fact, allow ng manufacturers and
producers to have greater contractual control,
contractual freedom over the way in which their products
are going to be distributed with obviously keeping in
m nd potential anticonpetitive effects, the ones that
are sort of nore aware of sonme of the values that
producers do have in having some contractual contro
over that could play a bigger role, I think, with the
greater conplexity added to distribution channels, and
the variety of distribution channels that are avail able
to firms within the Internet.

MR. CALKINS: You need sonme di sagreenent, so |et
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me just throw in a quick note. 1In one of his marvel ous
papers, the Revenge paper, Rob makes the suggestion that
we do have a probl em whereby manufacturers nay fear to
use the Internet to sell directly, because they fear
retailer retaliation. And so the suggestion is that
it's inportant for the agencies to think about that and
whet her or not one should be perm ssive of retailer
agreenents collectively, if you will, to sell directly,
and thereby --

MR. ATKI NSON:  Producer agreenents.

MR. CALKINS: Producer, |'msorry, producer
agreenents to sell collectively and thereby we'll all do
it so we won't fear retaliation. | guess it seens to ne

that's an exanple where existing antitrust doctrine
wor ks pretty well, because as | think it through, if you
sinply had an agreenent anong producers saying that
we're going to go and start doing sonme selling, ny guess
in the end of the day is that that would be | awful under
existing antitrust doctrine, and it may be that it's
i nportant for the agencies to be able to have a quick
busi ness review letter or a staff letter of advice, but
it's not a matter of changi ng doctrine.

And on the flip side of that, if, for instance,
you were to go and tal k about we will discount and
t hereby undercut retail stores, well ny own instinct is
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that that is getting into a sufficiently problematic
area whereby the agencies should not be allowing it.

To continue disagreeing slightly, with respect
to not Orbitz, because that's under investigation and I
don't really know the facts very well, but your
hypot hetical situation where the producers have set up
their own online m ddl enmen operation, | view that as
actually a very interesting and difficult question
because in a way it's a good thing if it gets
I nformation out to consunmers costly and efficiently.

If, on the other hand, it results in the
producers controlling that channel in a way that
prevents consuners from being able quickly to search for
t he best product and the best fares, then there's
certainly potential for harm and it seenms to nme that it
does require some careful analysis each tinme that cones
along to figure out whether this is producers inproving
efficiency and hel pi ng consumers or producers | ooking
out for their shareholders, and attenpting to prevent
consunmers from finding the best product at the | owest
possi bl e price.

MR, ELLIG Okay, let ne ask a question. Do we
have some audi ence questions witten down? |If you want
to bring those up

Let me switch gears for a m nute, though, and
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talk a little about the I egal and regulatory type
barriers. Do you all see many new | egal and regul atory
barriers that seemto have energed in response to the
rise of electronic commerce, or are we |argely talking
about [aws and regul ations that were witten a long tine
ago, maybe before anybody even i magi ned the Internet,
and there may not be a good fit with the Internet, but
that's partly because they were wwitten before the
I nternet was invented?

MR. ATKINSON: Well, | guess | don't know that
anybody has ever anal yzed that question.

MR. CALKINS: But you're the expert.

MR. ATKINSON: |I'mthe expert, so | think it's
18 percent on the first one, 72 percent -- who knows,
but I would guess it's 65/35, hows that? The 35 are
new. | think that may be a little bit too high.
Certainly in the case of auctions, that's new. There
are certainly cases in nortgage | aws, Al abama recently
passed a nortgage | aw, South Carolina recently passed a
nortgage law. | guess sonme of the cases you're
intervening in are new. But | think at |east half are
| egacy | aws, and certainly sonme are these new | aws where
i ncunbents are -- | think there was an Illinois |iquor
| aw that was tried to be passed and overturned, that was
a protectionist law. So, | think we're seeing a bit of
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bot h.

MR. ELLIG Okay, anybody el se have a take on
t hat ?

MR, METZENBAUM |'m curious about the nortgage
| aw. What does that do?

MR. ATKINSON: There's a law in several states,
and this was -- we docunented this in a report that's
out on the table, The Best States For E-comrerce, where
nort gage brokers in states have gone to the |egislature
and passed |laws that say that if you want to broker a
nortgage for a citizen in our state, you nust have a
physical office in the state, and essentially what it
has done is precluded out-of-state conpanies, unless
they're big national banking chains, frombeing able to
provi de nortgages. So, it's precluded pure-play
| nternet conpani es from brokering a nortgage for
someone.

MR. METZENBAUM Have those | aws been
chal | enged on a question of interstate comrerce?

MR. ATKINSON: | am not aware of any chal |l enge
to those | aws, no. For exanple, there's one state,
Sout h Carolina, that says you nust have a physi cal
office of a certain 850 square footage, or bigger, and
it has to be open Monday through Friday, 9:00 to 5:00.
And obviously it's clearly protectionist in its intent.
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| know that the industry association is pushing
for some sort of federal -- the ability of conpani es who
do that, nortgage conpanies, to get a federal charter so
that they could be chartered at the federal |evel as
opposed to the state | evel and then bypass these state
| aws.

MR. CALKINS: The exanple that you nentioned
just points out what | think is marvel ous about this
whol e area, which is that it is a wonderful marriage of
Chi cago school interest and economc efficiency with a
populist interest in helping the little w ne nerchant,
the little wine grower, the little nortgage offeror, and
it's one of those great cases where you can be a
popul i st and economcally efficient at the sane tine.

(Laughter.)

MR. ELLI G But - -

MR. GERTNER: | think the question points out
there's this big, | think, mddle ground category, which
are yes, the regulations and laws were witten before
the I nternet was discovered, or invented, and what that
does is it often |l eads a great deal of ability for the
regul ators to actually interpret as they wi sh how it
applies to Internet sales.

So, it's sonething |like a physical office
requi rement when there's just a broad |icensing
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requirement in the law, it gives the ability of the
state regulator to effectively decide whether or not
t hat includes necessary physical office, which, of
course, prior to the Internet, no one would ever have
t hought of the possibility of being able to offer the
service w thout a physical office.

So, | think there's this range where it's not
just applying the old laws in the new environnment, but
there's a lot of flexibility in how those |aws are
applied that could allow a great deal of restriction on
| nt ernet conmer ce.

MR. ELLIG Sone of this discussion actually
pl ays into one of the questions fromthe audi ence, so
| et me go ahead and ask that now. |'I|l paraphrase it a
little bit, but the basic gist is that to the extent
that some folks may want to tal k about federal
preenption, the question is, because the benefits of
e-comerce are so obvious, why nust the federa
governnment force it upon the states, and if it needs to
be forced, why, since the benefits may be pretty darn
obvi ous?

UNI DENTI FI ED SPEAKER: Can | just qualify that,
too, just in the sense that our country has
protectionist policies, for instance, with the
i ntersection of foreign policy, sanctions on other
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countries that don't really apply to the principles, yet
we don't want the states to have any of these types of
protectionist policies. So --

MR. ATKINSON: | think the answer is twofold.
One is that's why we have the WIQ, because if trade were
in the interest of every country, we wouldn't have the
WIO. | think there are clearly cases where it is in the
clear -- mght even be in the economc interest of a
state to preclude conpetition, because all the producers
are donestic, and domestic in the sense of being in the
state, and that the conpetitor is outside of the state.

But even if that's the not the case, even if
states are acting irrationally, which they do on a
fairly frequent basis, the reason that they would act
irrationally is a sinple case of a coll eague of m ne who
used to cover the State House down in North Carolina
woul d tell nme, the car dealers would go down and pl ay
golf with the state |egislators and donate heavily to
t heir canpai gns and know their children. And then you
get these Yankees from Detroit com ng down and trying to
tell them vyeah, let's open it up and get rid of these
car dealers. Let's have direct sales of cars.

You know, it's clear who was going to win that
argument. And | think states are certainly willing to
bend to political pressure to do things that are
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protectionist and have a protectionist result, and |
think one of the things the Federal Governnent can do
best is to prohibit that. O limt it.

MR. BOLICK: | would say that this is an issue
t hat was probably the primary cause for the creation of
the United States in the first place. There were
parochial trade barriers anong the states that were very
I njurious to the overall effort of form ng a union. And
t hat was one of the reasons why we adopted the
Constitution and adopted the comerce |laws. The notion
that we are one unified national market and we can't
have parochial trade barriers. |It's an experinent
that's been so successful that two centuries |ater,
Europe is actually finally copying that exanple.

But to pick up on a point that Professor Gertner
was making a few nonments ago, the Internet, it's very,
very difficult for the Internet to abide 50 different
rules within the United States. One specific exanple in
the New York wi ne case, there is a law in New York that
was obviously -- it was passed like in the 1930s saying
that you can't mail any advertisenments for |liquor into
the state of New York. 1In fact, you can't even post
prices in the state of New York.

Well, on the Internet, if a winery was to abide
by the | aws of New York, it would nean that it could not
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post prices of its products anywhere, because they are
i nevitably by the nature of the Internet going to go
into the state of New York. And that's what | neant
bef ore by tal king about the | owest regul atory
denom nator. |If we allow parochial trade barriers in
various states, then the only way that a producer can
possi bly respect the |law of all states, if they are a
patchwork quilt, is to adopt the | owest or the nost
harsh of the regulatory barriers. There would be very
little sense of e-commerce if we had that kind of rule.

MR. CALKINS: Well, finally, this is the classic
situation where the benefits fromputting in some narrow
kind of regulation, you have to have an office in the
state if you're going to have a nortgage, is
concentrated on a few firnms who can work hard to achi eve
it, and the cost fromthat kind of thing are shared by
all of us, and it's the classic political problem
wherein that kind of situation, the political process
soneti mes doesn't work so well and the narrowed favored
interests are sufficiently strong that they can overcone
the nore diffuse cost to the general world.

And then the other part of that is that you have
i gnorance. You could easily have a state put in a
you- nust - have-an-of fice position. You would get very
little publicity and people woul dn't understand the
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political ram fications to this and there's no cost for
t he people who did it and you woul d get consequences
fromthe people who are favored.

One of the things that the Conmm ssion started
doing that really does make a contribution is to point
out the harmthat is caused by sonme of these kind of

provi sions, and the other thing the conm ssion has

started doing is that when sonebody pretends to be doing

consuner protection, and starts waving that flag, the
Comm ssion has started saying, wait a mnute, we're in
t he consuner protection business, and this is not
protecting consuners. And so that's not a full
solution, but it's certainly an inportant contri bution
that the Comm ssion has started to nake.

MR, ELLIG Well, consuner protection nay be a
cl oak for producer protection sonetines, but not always,
and that gets into another issue of the benefits that
may flow to consuners from sone of these types of
restrictions, particularly on the regulatory and the
| egal side. We're covering a lot of industries in this
wor kshop, you've all seen the list of various things
that we're tal ki ng about, just --

MR. METZENBAUM | thought we were talking
about wi ne.

MR. ELLIG You'd think that if you | ooked at

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

56



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

t he number of comrents we got fromthe public. But
given all of the different industries we're talking
about, and on this list, in what areas do you think we
are likely to find that there are sone significant
consuner protection or health and safety benefits
associated with sonme of these | aws and regul ati ons that
we need to consider pretty carefully, and in what cases
do you think it's really nore a case of naked consuner
protection? You don't have to commt yourself for sure,
but just your general inpression in a few areas.

MR. CALKINS: You don't really mean naked
consuner protection?

MR. ELLIG  Oh, excuse ne, naked producer

protection, I'msorry, thank you for the clarification.
MR. ATKINSON: I'Ill junp in again. | guess
overall, I'"ll go out on a linb and I'Il say none.

That's not to say that in any of these cases there isn't
a legitimate role for protection. There are certain
i ndustries to nme |ike cars where there's none. | think
there are other cases |like contact | enses, prescription
drugs overall that you certainly don't want an
unr egul ated regi me where sonebody could go and get a
contact lens froma non-regul ated conpany wi thout a
prescription, that's why we have prescription laws in
this country.
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MR. METZENBAUM What about cars? \Why not
cars? You said cars.

MR. ATKINSON: | guess | would say that | think
nost of the consuner protection laws in cars would apply
automatically to the producer.

MR. METZENBAUM You know, what difference does
It make if somebody in Washington, D.C. buys a car from
sonmebody or a dealer in Mssouri or Arizona or whatever
the case may be if he or she is willing to sell it for a
| esser anmount of noney? | assunme that they could get
t he sanme kind of dealer protection and mai ntenance, but
actually new cars don't require that nmuch maintenance
and you could take that kind of ganmble and save yourself
a thousand doll ars?

MR. ATKINSON: | was actually saying cars was
one that | don't think there is nmuch rationale.

MR. METZENBAUM Thank you for clarifying that.

MR. ATKI NSON: Yeah, cars is one, and when |
hear car dealers say that they're out to protect the
consuner, | wonder, and | laugh frankly. But certainly
there are industries where there needs to be some sort
of regulatory oversight, or review O reginme in place.
But again, | haven't seen a single case where you
couldn't design one of those that let's e-comrerce go
f orward.
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| f sonebody can present me with one, | would
| ove to hear the argunent, but | haven't seen one yet.
| think the issues really divide into where there's no
I ssue at all and you could just go forward and then
there are issues |ike wine where we would argue that you
shoul dn't be able to buy wi ne over the Internet unless
you pay tax, in our view. You should have to pay tax,
and you should have to prove that you're over 18 or 21
years of age.

So, we wouldn't say just no regulation there,
but again, you could easily design those regines, and
certain states have done that, Clint knows which ones,
in a way that let's e-comrerce go forward.

MR. BOLICK: Yes, the point that was raised
bef ore by Rob and ot hers about the nortgage conpanies
t hat have to have an office in the state, | mean, this
IS pure protectionism

This came up in the wine case in New York, and
t he New York whol esal ers said, all Ms. Swedenburg has
to do is to open an office in New York and then she can
sell her wine. Well, if you call Ms. Swedenburg's
winery in Virginia, the person who answers the phone is
Ms. Swedenburg, the person who pours the wine is Ms.
Swedenbur g, the person who packs the crates is Ms.
Swedenburg, and she can't also be in New York operating

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

60
an office there.

And to erect that kind of requirenment is
basically to exclude her frombeing there. And the
state's legitimate interest in that context is
jurisdiction. It has to have jurisdiction over Ms.
Swedenburg or other wi ne producers or nortgage producers
In order to protect consuner interest, but that doesn't
require an office.

Congress passed the 21st Anmendnment Enforcenent
Act in the context of alcohol sales that gives states
jurisdiction over out-of-state wineries, and |ikew se
t hat exact sanme nodel could be followed el sewhere, but
Rob is exactly right, we have yet to see a situation
where a | ess burdensone regul atory alternative coul d not
be devel oped, and that is the test under the comerce
cl ause.

So, | think that as these regul ations are
chal | enged, they are going to fall.

MR, ELLIG Okay, well | have to admt, when we
were putting this workshop together, we were thinking
| argely of the donestic U S. market, but we have an
i nteresting question fromthe audi ence about the
i nternational inplications of the |logic of what we're
t al ki ng about here.

The question is, "There's been discussion of
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"arbitrary political boundaries' referring to state
borders being i nappropriate for separating different
enf orcenent regulatory regimes. How does this |ogic
apply to federal laws in an international marketpl ace?"

So, | read that to mean, how does the | ogic of
what we're tal king about here apply in an international
cont ext ?

MR. ATKINSON: |'ve got to junp into that one
because we just wote a report |last year called The
Third Way Franmework for International E-conmerce where
we t hought, it was one of the hardest reports we've ever
done, because it was really I think incredibly difficult
intellectual issue to think through what's the right
f ramewor k.

I think in some ways the frameworks are
different. They're different for the sinple reason that
you m ght want a national standard, an internationa
standard for let's say being able to sell a particular
itemonline, but who is going to enforce that? Whereas
at the United States, we can just say through the
courts, for exanple, that you have to be able to sel
wi ne on the Internet.

So, | think the issue in that sense is
different. | think the other issue, though, goes to
this point of country of origin or country of
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destination, same with state of origin, state of
destination. Clint nmade the point about New York w ne.
If you go with a country of destination framework, and
to say that Internet sellers have to conply with every
single law, that essentially they're going into the
State, or they're going into the country, in other words
they're targeting it, then you subject e-commerce to
basically every single lawin the world, or every single
law in the states. And | don't think that framework is
really viable.

So, we canme down on the side of unless there's
explicit targeting, you have to go with the country of
origin where the producer is. |If the producer obeys the
|l aws that they are in, they don't have to obey the | aws
of another state or another country unless they go out
and explicitly target there.

MR. ELLIG  Anybody else want to deal with the
I nternational concept?

MR. CALKINS: | do just to followup. | assune
that the U.S. could have various requirenments on
products, which would apply even if sonebody is shipping
it in. You can't have an Internet site from Mexico and
sell cars that conme in and don't conply with U S. safety
rules. Just because you' ve got an Internet doesn't nean
that a country can't have a variety of regul ations,
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whi ch appli es.

MR. ATKI NSON: Absolutely. And just to make it
clear, we weren't arguing that product |aws woul d
change, that countries certainly would have the right
now and woul d continue to have the right to regul ate
products that enter the country, but for exanple, take
t he case of consuner protection on the Internet, and
let's say there's a country in Europe that says, when
you sell on the Internet, you have one year in which to
return the product if you don't like it.

Well, does that nmean that if a website happens
to sell a product, let's say the product is a digitally
delivered product, do they have to obey that |law? W
woul d argue no, that they shouldn't have to obey that
| aw.

MR. CALKINS: All right.

MR. ELLIG  Okay. Qur next question is nore of
a political economy question, and I'mcurious to see if
anybody has any ideas on this one. |It's pretty long, so
|"mgoing to cut to the chase. This is in the context
of state |laws and regul ations. "Wat can an innovative
entrepreneur installer conpany with limted resources do
when the governnment fromthe Governor to the Department
of State to the Division of Licensing collaborates with
est abl i shed conpanies to the detrinment of consuner
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wel fare?" So, what can a small guy do when they're
faced with some of these barriers?

MR. BOLICK: Call the Institute for Justice.

MR, CALKINS: | would think call you. | would
think call Jerry would be the right answer it seens to
me, that's what you're here for, in part.

MR. ELLIG Well, there are certainly limts to
the FTC s jurisdiction, one of the reasons for jobs |ike
this is to sinply shine sonme |ight and get people
thinking a little bit.

MR. GERTNER: This is a very old politica
econony issue and question, that certainly is not very
different, because it shows up with the Internet, right?
It's the concentrated special interest against the broad
consuner interests, and as you know, |ots of
institutions exist. W see themrepresented here, that
are designed as best we can to deal with that particul ar
conflict, and that seens to be the appropriate
i nstitutions.

MR. BOLICK: Yeah, | would say the courts are
very favorable forunms to the kinds of argunents that
we' re maki ng here today, and obviously litigation can be
very, very expensive, but we see situations where
plaintiffs |ike Juanita Swedenburg can bring down very,
very powerful interests, because the tools are so
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powerful. All of the rules of the game are in favor of
i nnovation and conpetition at the constitutional |evel,
and that doesn't nmean that you won't be forced to give
up your pound of flesh so to speak, but at the end of
t he day, freedom of comrerce, | am confident, wll
prevail .

UNI DENTI FI ED SPEAKER: Excuse me, | will take
ownership for that question that was just answered, and
| actually have contacted the Institute for Justice, and
have gotten sonme good feedback, but | think that |I would
like to go on record here, that here this is a
gover nnment - sponsored neeting, and we're all famliar now
with the corruption of corporate fraud and audit fraud
by Arthur Andersen, and above that sits the governnment,
and what do you do when the governnent inproperly
| i censes dozens of conpanies for a certain license,
refuses to enforce conpliance for that |icense, and then
on the other hand, and tries to selectively enforce that
sane |law which it has now i nproperly |icensed conpanies
and doesn't enforce |icense conpanies, it then
sel ectively enforces it against an innovative conmpany
because of political pressure due to special interest
groups. The governnent needs to do something, and
there's a lot of talk here, but I wonder, when is the
governnment going to take action?
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MR. ELLIG  Anybody have any further thoughts?

MR. METZENBAUM Yes. | think the answer is
pretty sinple, and that is the governnment isn't just
sonet hi ng epheneral out there, the governnent is people.
And when the people who are running that governnent
don't do those things you're tal king about, there's only
one alternative, and that is to throw them out.

Now sone people in governnent do a good j ob.
Sone people in governnent do a terrible job. And so |
don't think you can generalize as to what you do, what
governnment does or doesn't do, | think governnent does
or doesn't do what the people who are in the | eadership
roles in those governnent positions decide that it shal
or shall not do. And | think that's the bottomline
That is the kind of people that we the Anmerican people
send to run our government.

MR. CALKINS: Jerry?

MR. ELLIG Yeah?

MR. CALKINS: The other answer, and | guess the
two answers are one, it's a genuinely hard problem
because al though there are tinmes when litigation wll
work, it won't always work. |It's expensive and
difficult, and there are tinmes when the Federal Trade
Commi ssi on doesn't have sufficient resources, when state
consumer protection or other things don't have
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sufficient resources or won't be interested, at which
point you're rem nded that one of the ways that the w ne
i ssue has become such a cause is because the press has
taken interest init. And so you m ght wander over here
to the reporters and see if you can find soneone to nake
you the next cause, because a free press is part of how
peopl e resi st agai nst abusive governnent and industry.
MR. ELLIG Okay, we have a question fromthe
audi ence, it's addressed to Senator Metzenbaum but if
anybody el se wants to take a cut at it, that's fine,
too. And the question is, "Does your call for open,
unbi ased access nean that m ddl enen have a right to

di stribute goods?”

MR. METZENBAUM Well, I think they don't have
aright, I don't think it's a God-given right, | don't
think it's a governnent-given right. | think it's part

of any free econom c system and if they can justify
their existence, they justify their reason for being,
contributing something to the economc free flow between
t he consuner and the manufacturer, or the producer,
what ever the case may be, then | think there's no
guestion about it, the m ddleman has a reason for his or
her existence. But if the mddleman is just a factor
whi ch causes the consuner some additional cost, then no,
| don't think the m ddl eman does add anything to the
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situation, and so | think it's the same way our econony
wor ks generally. Either you have to justify your reason
for being, your business operations, or you go out of
busi ness, and | think the same is true of the m ddl emen
generally.

MR. ELLIG Ckay, | want to ask a pair of
questions that are going to be kind of parallel. First
about private action, and then about |aws and
regulations. First off, on the private action side, and
| would like to ask each panelist to respond to this
one. What do you think is the single nost inportant
thing that the Federal Trade Conm ssion could do to
ensure that electronic comerce is not unnecessarily
burdened by anticonpetitive private actions? And |
guess to make it kind of fun and snappy, we could either
start down at this end of the panel with Steve or start
down at that end of the panel w th Rob.

MR. CALKINS: Down there with Rob.

MR. GERTNER: Down with Steve.

MR. CALKINS: | thought you had two questi ons.

MR. ELLIG That's the first one. | amgoing to
ask you the sanme question about the regulation side of
it, but first just anticonpetitive private actions.

MR. CALKINS: All righty, I'lIl start just
because |I'm a nice guy, Rob.
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MR. GERTNER: Thank you
MR. CALKINS: M kid is a freshman in Chicago,

will you be nice to hinf
MR. GERTNER: | wll.
MR. CALKINS: | think the nunber one thing that

t he Federal Trade Comm ssion could do would be to bring
a lawsuit. | am struck by how many tinmes people have
referred to that consent order against Chrysler dealers,
and al though | am supportive of coments and I am
supportive of Am cus briefs, |I'mespecially supportive
of Am cus briefs, and I am supportive of guidelines and
clear rules and all that's inportant, there is nothing
like a lawsuit, even if it ends in a consent order, to

| et people know that the Federal Government is serious
and that there can be consequences, and that it by
itself, it can generate so nmuch publicity and attention
and analysis that it can just nake a massive difference.

And so ny recommendati on would be bring a
| awsui t .

MR. ELLIG dint?

MR. BOLICK: | amso litigious, | would have to
agree with that. The FTC, obviously, has limted
jurisdictional power. For exanple, the constitutional
provi sions that | have tal ked about and that we litigate
very vigorously are not jurisdictional bases of
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authority for the FTC, but antitrust obviously is, and
the issues that Chairman Muris was tal king about before,
| think, are absolutely right. And the autonobile
I ssue, | think, is one where the industry's efforts to
enbrace governnent power to support its own efforts to
force conpliance with their rules would be a good pl ace
to | ook.

MR. ATKINSON: | agree with both coments. |
think it's going to be hard to find a sacrificial |anb
to go first fromthe industry side, because | think it's
sort of like trying to prosecute the nob. Nobody wants
to be the industry that threatens their deal ers, and
takes themto court, or asks you to take themto court.

| just think there's so nuch fear and inertia in
the system that you just can't -- | nean, | won't nane
names, but there are certain industries that aren't here
today, or the next few days, and the reason they're not
here is sinply because they don't want to alienate their
deal erships. They're not doing it for any sort of
econom c rationality, they' re doing it purely out of
retaliation, fears of retaliation.

So, | would maybe | ook -- hopefully maybe
someone will conme forward who isn't as entrenched in
that and is trying to nove into that area, but | just
think it's going to be hard. | wish you all the best in
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trying to do it, because | agree that a case woul d be
very good.

MR. METZENBAUM  And | wouldn't take issue with
anything that either of the three previous speakers had
sai d, but when push conmes to shove, the effective
enf orcement of our |aws has to do with whether or not
they're actually enforced, and that they're not just
tal k-tal k, but that the agency in charge with the
responsibility of enforcing those laws is willing to
belly-up to the bar and take action if action is
war ranted, and you don't have to take many actions
before the nessage is out there that the governnmental
agency means business and we better shape up or ship
out .

MR. GERTNER: | certainly don't have the
expertise to disagree with what ny col |l eagues on the
panel have said. | think that at some |evel, as part of
Steve's answer he tal ked about the notion of the
publicity associated with a lawsuit and | think at some
| evel that the goal in a lot of these things where the
costs are borne broadly by consuners is to make
consunmers broadly aware of it, and nake it an issue in
their mnds. And | think |awsuits are possibilities. |
think there are perhaps other ways that governnment
agenci es can highlight the costs associated with these
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restrictions in a way that it becones a broader issue
and one that consuners at sonme | evel demand that things
change.

MR. ELLIG Ckay, well Rob, I'll warn you since
you got Steve to go first on the |ast question, you get
to go first on the next question. What's the single
nost inportant thing that you think the Federal Trade
Comm ssion could do to ensure that electronic comrerce
I's not unnecessarily burdened by | aws or regul ations
that may inhibit conpetition?

MR. GERTNER: Well, | guess | think even here
the jurisdictional issues probably beconme even nore
severe, and | don't know that it's as clear that, again,
| don't know that the answer really is particularly
different. That it's the role doesn't seemto be nuch
stronger than really trying to highlight, point out the
cost and try to make it an issue that has w de resonance
with relevant constituencies.

MR. METZENBAUM | think where there's a
situation that electronic commerce, and | can't pick one
up, because | am not that expert in it, but I'msure you
can pick out one instance and for the FTC to take action
in that particular instance would send a |oud and cl ear
nmessage out to the entire industry of e-comerce that
t he FTC neans business, that they want conpetition to
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exist, and they insist that it exist, and where it
doesn't exist, they're going to follow through in a
| egal proceeding.

MR, ATKINSON: | think it would be very hel pful
to pick one issue or one industry and think through what
are the issues and wite a staff report on why these are
protectionist and if there is a need for some consuner
protection, what would that framework | ook like that's
nondi scrim natory, and then use that to go around to the
states where there are those restrictive | aws and use
that as a way to | everage change.

MR. BOLICK: Well, first, | want to commend the
FTC for what it already is doing, this hearing is
fantastic. It also denonstrates the ideol ogical breadth
of agreenent on the need to unshackle Internet comrerce.
" ve had about a year to get used to the idea of
agreeing with the Progressive Policy Institute, and just
a few mnutes to get to the idea of agreeing with
Senat or Met zenbaum but it's a habit that I would Iike
to get used to.

But the FTC also is supporting litigation in the
Am cus context, but one other thing, and | think that I
heard Chairman Muris say this before, the idea of
applying antitrust to state and | ocal governnent al
entities, | think, is absolutely vital. The narketpl ace
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can often overcone private efforts at bl ocking
conpetition, but when they' re backed by governnent, it
i s al nost inpossible. And the notion that antitrust
| aws shoul d be suspended when the context is
governnmental action, to ne, really nullifies the idea of
the antitrust | aws.

So, please, revisit that issue, and that would
be an enornous contribution.

MR. CALKINS: And ny answer is sinply, bring a
| awsuit. Although | suppose the variation here would be
to bring a Parker v. Brown Noerr Pennington |awsuit.
Bring a lawsuit that would go and chall enge sonme ki nd of
regul ation that should not be protected fromthe
antitrust |l aws because it's not |legitimte proper
governnment regul ation, but rather is a special interest
that is operating through the governnment in a way that
exceeds the bounds, and that would have all sorts of
beneficial effects.

MR, ELLIG Okay. Well, thanks, in closing, I
woul d like to thank our panelists. W have fol ks here
froma w de variety of perspectives, ideologically, sone
academ c, sone policy, various things, and a nunber of
areas where there's a great deal of agreenent. | should
probably enphasize that that agreenent was not exactly
by design. We did try very hard to find soneone who
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t hought el ectronic commerce is not a good idea, and it's
an interesting comment on the debate that there don't
seemto be too many peopl e against el ectronic comrerce
generally, and nost of the di sagreenment conmes up in the
context of specific industries. So, if you're | ooking
for sonme very significant disagreenents, wait, we're
going to have plenty on the specific industry angles.

We now have time for a break schedul ed and we'l|
reconvene at about 11:00 and hear from Dr. Randy
Kroszner fromthe President's Council of Econom c
Advi sers.

(A brief recess was taken.)

MR. ELLIG Okay, |I'mdelighted to introduce Dr.
Randal | Kroszner, who is a nenber of the President's
Counci | of Econom c Advisers. For those of you who
don't follow the term nol ogy, being a nmenber of the
President's Council of Econom c Advisers neans he's one
of the top three guys over there. And in that capacity,
he deals a great deal with conpetition and regul atory
I ssues.

So, he's a good person to talk about this issue
for that reason, but there's another reason | want to
mention, and that is that |I first think | met Randy, |
don't know, 12 years ago or so, and if you look at his
vitae, he's done a | ot of research on nonetary econom cs
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and the evolution of noney, including speculation about
what we m ght be using for noney somewhere down the road
when nmaybe we're not using paper greenbacks. And at the
time when | saw this research, | thought, gee, that's
maybe of interesting historical value and |I'm glad he
got sonme good publications out of it.

Now, however, | find nyself wal king around
carrying one of these things, it's a Metro Smart Trip
Card, if I want to get on the Metro or pay for ny
parking at a Metro station, this thing is money. W're
tal ki ng about electronic comerce where there are
various alternatives to traditional credit cards and
checks, various kinds of electronic paynents.

So, I think it's very appropriate that we have
sonebody speaki ng who has had the foresight to | ook at
some of those kind of issues that are now quite topical
years ago at a tinme when they weren't the big thing in
t he news, but yet now they're pretty significant and
i mportant issues to e-comerce.

Randy?

MR. KROSZNER: Thanks. Well, the tinme when |
was doi ng that work, people just thought | was
conpletely crazy, now maybe they' Il still think that |'m
conpletely crazy, but at |east there's soneone who
thinks that I was forward-I| ooking rather than just
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t al ki ng about things that could never actually occur.

And actually, to sonme extent, the Internet is
like that, if we think back 20 years, the idea that we
woul d be potentially sending novies over the tel ephone
|l i nes, communi cating through email, buying things
t hrough and auctioning things through this electronic
means was really just sonething that hadn't been thought
of along tinme ago. | think it's just part of the great
evolution of the U S. and it's entrepreneurial and
I nnovative econony that we have been able to nove
f orwar d.

And so what | want to do just in ny very, very
brief remarks, is talk a little bit about how the
I nternet has broad inpact on productivity growth, and
why focusing on inpedinents to the use of the Internet,
and to the use of e-comrerce in general have bigger
effects than just the specific industry effects, but
also try to set up a framework for thinking about those
i ndi vidual industry effects. And then |I don't know if
there will be time for questions or not, | guess it
depends on how we're novi ng al ong.

So, when we think about productivity growth, we
think about a | ot of different types of technol ogical
i nnovations that can help to pronpote innovation, pronote
growt h, and obviously things related to high-tech and
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e-comrerce and Internet are part of that. W had a |ong
period of relatively | ow productivity growth, about 1.4
percent fromthe m d-1970s until 1995. In '95 we
supposedly had the advent of the new econony, and
productivity growth in the U S. started to take off.

And it was about two and a half percent from'95 through
2000.

But what's been amazing in the |ast six
quarters, three of which have been recession and three
of which have been growth, we've actually had 2.9
percent productivity growth, and usually productivity
growh is a bit lower during recessionary periods. |It's
really been quite strange to have such high productivity
gr owt h.

In order to continue to nove forward and for the
econony to grow, we have to mmintain productivity
growh. Qur long-termestimtes are that we will have
3.1 percent economc growh. Part of that is just
driven by changes in the | abor force, about one percent,
but 2.1 percent of that com ng from productivity growth.
We have a fairly conservative view of how productivity
growh is going to affect the econony. | think many
econom sts think it will be much higher than 2.1,
especially over the last five years or seven years at
2.5 and then we've had 2.9 nore recently.
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But part of the ability to continue to grow
really has to do with things |ike e-commerce, and
i ntroduci ng new i deas and new technol ogi es and new neans
of undertaking transactions. Because on both the supply
and demand si de, e-commerce has hel ped to | ower overhead
costs and operating costs, and | ower research costs.
Sonme of ny coll eagues at Chicago and one of ny forner
col l eagues fromthe Council of Econom c Advisers, Jeff
Brown and Gool sby from Chi cago have | ooked into the
I nsurance mar kets and have found that by being able to
do price conparisons on the Internet, that termlife
prices are down in the order of 10 percent or so,

i ncreasi ng consuner surplus by nore than $100 mllion a
year.

So, there are real benefits in each of these
i ndi vi dual areas. And they accrue to consuners, and
they al so mani fest thenselves in increased productivity
gr owt h.

But part of the concerns that we have today are,
well, how do we nmamke sure that we can unl eash this
potential and take advantage of it and nake sure there
aren't inpedinents to that. Because there certainly can
be through either existing regulations being extended in
a way that was never really conceived of before, nuch
li ke Jerry was tal king about, thinking about noney in a

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

80
conpletely different way, that you would just be using
little magnetic strips to nmake paynents rather than
actual greenbacks. And that's something that's
I nportant to think about.

So, we have this basic shock that's occurring in
t hese industries. W're having a new channel opening
up. And so whenever you have sort of a nmmjor
t echnol ogi cal innovation, you're going to have sort of a
change in the balance of powers. And so there's usually
sone sort of regulatory equilibriumthat conmes about
t hrough a bal ancing of the different public and private
I nterests that cone together, but when you have a major
change like that this usually | eads to sone sort of
regul atory change.

In work that | had done in the old days nore
than a year ago when | was still at the University of
Chi cago as an academ c, | |ooked into the financial
services area in sort of a parallel to a nuch earlier,
but sort of a parallel of breaking down geographic
barriers, |ooking at why do we suddenly get this nove
towar ds deregul ation of interstate and intrastate
banki ng.

Well, there were shocks that cane al ong. And
actually one of the major shocks that cane al ong was
sort of the early version of the Internet. It was the
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advent of the 800 number. Now of course we take that
conpletely for granted, but that was sonmething that was
really quite innovative and dramatically decreased the
cost of search because now you could call a variety of
different providers, get information at very | ow cost.

Cbvi ously the Internet was cheaper, but this was
sort of a major innovation that the consumer could now
find these things, make these calls, and basically
reduce the geographi c connections between you and your
bank, because you could now easily correspond or talk to
your bank at very | ow cost.

Automatic teller machi nes were anot her exanple
of breaki ng down the geographic barriers, because now
your bank could be separated from where you were, but
you could still get access to your cash in a very easy
and sinple way.

And so those technol ogical innovations led to
changes in the strengths and also the interests of the
various groups, and led to a building up of a nove
towards a greater and greater breakdown of these
barriers to geographic restrictions on financial
servi ces.

We have sone parallels in e-commerce: W have
sone occupational |icensing issues, whether they be in
caskets or contact |enses, but we have simlar kinds of
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things. Should the existing regulations that are kind
of bound, focused geographic entities be appropriate for
and be applied to sonething like the Internet, which
ki nd of cuts across those entities.

That's exactly the kind of policy challenges and
opportunities that we've had. But | think the key thing
Is that now that there are these technol ogi cal changes
that make it nmore likely that we'll have sonme sort of
regul atory change. The challenge for the regulators is
to make sure to try to guide that change in a
wel f ar e- enhanci ng direction.

And t hi nki ng about the structure of sone of the
changes and chal l enges, | want to think about just very
briefly two various types of scenarios, one of extending
existing rules to various e-commerce suppliers, and so
|l et me go through that with some exanples fromthe w ne
I ndustry.

So, first, what you want to do is think about
what is the benefit of the rule? And obviously there
are a lot of local laws that are restricting w ne sal es
to different individuals, setting m ninmum age
requi rements, et cetera. And so you want to think about
what are the benefits of those, and then if you extend
this rule to e-comrerce suppliers, how do you mai ntain
the benefit?
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Thi nk about the benefit, because the rule itself
is not the inportant thing, it's what is the econom c or
soci al benefit that's conming fromthat. And so if we
think in wine sales, one of the issues is, well, if
we're very concerned about mnors getting access to
al cohol, then you can require IDs at the tinme of
delivery. |Is that a sufficient substitute for having
the I D when you actually go to the store? That's open
to debate, but that's something that you can do to try
to maintain the inportance or the effect of the rule,
which is to try and prevent a sale of alcohol to mnors,
but still allow for this new distribution channel to
occur.

And so nore broadly we have to think about the
opportunity costs of extending this rule in e-conmmerce.
And obvi ously we know, and again, in wine and |iquor
distribution, there are a lot of structures that are set
up, going through whol esal ers, going through different
entities and institutions, in order to nove the al cohol
towards the consuner.

And so we want to think about, well, do we
really need these institutions in order to provide
potential benefits, which obviously have to do with
state tax revenue, sonme argue that it supports
t enperance by having these institutions there, and
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obvi ously by preventing sales to m nors.

But the trade-off that we have is how nmuch wll
ext endi ng these regul ati ons deter entry and deter our
ability to get the benefits fromthis new distribution
channel, and get also access to greater variety, versus
preserving the bases for the rules and regulations in
the first place?

So, we have to sort of weigh the benefits
agai nst the costs, but | think the key thing is to not
focus just on the legal rules thenselves, but think
about the econom c and social inpact of them and is
there a way to preserve themwhile also allow ng for
I ncreased conpetition through e-conmmerce?

And the second scenario is concerns that there
wi |l be sone sort of attenpt to prevent trading partners
from doi ng business through the Internet. And obviously
a nunmber of the issues that are going to be discussed in
the particular industry panels will be touching on these
ki nds of i ssues.

This has come up a lot in auto sales; the FTC
has been active in this area. But | think we can think
about it very nmuch in a traditional way in standard
vertical restraints types of issues. So, the tools for
dealing with something like this are relatively wel
known, that in principle vertical restraints can
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facilitate foreclosure, but also, we know that their
standard use is sonething that hel ps to overcone
i ncentives for a free riding problem

So, again, we have our standard trade-offs that
we have to think about. And so, what we have to do is
apply our ideas, our good econom c ideas to the economc
| npacts here. It is a new channel, but we can see that
t he new channel does not necessarily nmean that we need
new types of regul ation, because we can use traditional
concepts to address sonme of those issues.

And so, as | said, the real challenge is to try
to put the pieces together in such a way that we can
continue to get the benefits of the productivity growth
that we've been seeing fromthe Internet revolution from
e-commerce revolution. W see benefits in terns of
hi gher productivity growth: 1It's now easier for people
to make purchases, to use a new distribution channel if
they so find it convenient. Obviously people can still
go to brick and nortar outlets and people still do that,
as people know who go to shopping malls, but now there's
an alternative for people to use.

And this is very inportant for broader econom c
growh in the econony. The real challenge, though, as |
said, is now that we' ve got this technol ogica
i nnovation, you're going to get a changing of the
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bal ance of interest as to what different groups want,
al so what the benefits to consuners are of different
types of regulations, and so that's the real chall enge
t hat policy nmakers have to face now, is thinking about
precisely this.

Now that we're likely to get regul atory change
or regulatory innovation, because we have this
t echnol ogi cal innovation that's changing the old
regul atory equilibrium how can we nmake sure we're
guiding this in the direction that's wel fare enhanci ng
rat her than harm ng the consumer interest, because
ultimately that's what we're nore interested in.

Just an aside on that, a | ot of people had
t hought that the great Internet revolution was going to
|l ead to extrenely high profits and so we had a very high
val uation for a lot of Internet firms, but sonething
peopl e seenmed to forget is the role of conpetition,
which is exactly what we're about here today. If you
have a very conpetitive market, it's not at all clear
that the benefits of the innovation are going to accrue
to capital, that is to the investors in the Internet
firms.

Now, if there's potential, because of so nuch
i nnovation, that there could be higher returns, but as
we' ve seen, over the |ast decade, there's been an
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enor nous amount of investnment inflowinto the U S. So,
this fairly elastic supply, that is a very conpetitive
supply of capital into these nmarkets, suggests that a
| ot of these benefits are not going to be accruing to
capital. There may be sone there, but they are nore
going to be accruing to the scarce factor of |abor, if
there are special factors that aren't easily
reproduci bl e and so people can't enter on a conpletely
free basis into the | abor market, although I think
| argely we do have that. But the consunmer is going to
be the major beneficiary, because the conpetition is
going to lead to nore innovation, new products, nore
convenience. And | think that's largely what we've been
seei ng.

And so, and that's sort of where the
productivity has been going, not for the higher profit
to Internet firns. A little bit in increase in wage
growth, but primarily we've been seeing it to innovative
products to consuner surplus. And that's why it's so
i mportant not only for broader econom c growth, but in
particular for consumer -- for the consunmer to get these
policies right.

Thank you very nuch

(Appl ause.)

MR, ELLIG Okay, how are we doing on time? |
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think we need to keep nmoving along. So, you get spared
t he ordeal of questions and |I'Il turn things back to Ted
Cruz to noderate the next panel.

MR. CRUZ: Thank you, Randy, | appreciate you
com ng and addressing the workshop.

MR. KROSZNER: Thank you.

MR. CRUZ: Now | would like to introduce our
next speaker, who is going to be Jeff Jordan. Jeff
Jordan is Senior Vice President and General Mnager of
eBay U. S. In that capacity, he reports to the CEOQ, Meg
VWi t man, and he oversees all U S. operations in
mar keting at eBay. eBay in particular has been a
conpany in the technology comunity that has been
particul arly outspoken on these various sorts of
possi ble restraints that we are exam ning here today in
this workshop, and has been a |l eader in seeking to
address the inpact of these restraints upon consumers.

Prior to joining eBay, Jeff was President of
reel.com an online video and DVD retailer, and before
t hat he was Chief Financial O ficer of Hollywod
Entertai nment and al so Disney Store Wirl dwi de. He has
an MBA from Stanford and a BA in political science and
psychol ogy from Amher st.

In addition, I will note that eBay's corporate
website lists Jeff's nost treasured collection as an
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aut ographed M chael Jordan gane jersey, and given that
Hi s Airness has graced the city of Washington with his
presence, it's particularly appropriate that Jeff is
with us, and also, I will say froma personal point of
view, as a basketball fan since | could walk, that no
one in the history of this sport has had such an ability
to face any defense and overconme any barrier, and so
it's particularly appropriate that Jeff would be here
t oday addressi ng possible barriers in an altogether
di fferent context.

Thank you, Jeff Jordan

(Appl ause.)

MR. JORDAN:. That's tall billing living up to
M chael, I will undoubtedly not follow through.

| am Jeff Jordan, |'m Senior Vice President and
General Manager of eBay's U.S. operations. Thank you
for inviting eBay to participate in this workshop on the
potential negative effects state regulation can have on
| nternet and e-comerce.

We are concerned that states are adopting
regul ations that benefit |ocal merchants and
di scrim nate agai nst e-conmmerce conpani es. Such
regul ati ons do not protect consuners, but penalize them
They hobbl e el ectronic commerce instead of unleashing
its potential to deliver speed and efficiency and
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conveni ence to buyers and sellers in the 21st Century.

Accordingly, we applaud the Federal Trade
Comm ssion that they are holding this workshop to shine
a spotlight on this serious problem This is a very
positive step toward eventually ending unfair and
discrimnatory state | aws and regul ati ons that deny
consunmers the full benefit of e-conmmerce.

eBay is the world's first and | argest online
tradi ng community. Founded in Septenber 1995 by Pierre
Om dyar, eBay brings together people and conpanies from
around the world in an online venue where they can buy
and sell just about anything. Pure vision in creating

eBay was to define the ultimate efficient marketplace.

Today with over 50 mllion registered users worl dw de,
and over ten mllion itenms for sale daily, the eBay
community is filling that vision. Wether selling

t hrough a biddi ng process, or fixed price formt,

sell ers on eBay nust charge prices that are conpetitive,
not just with other eBay sellers, but also with those of
other offline retailers.

Simlarly, retailers in the traditional brick
and nortar world can no | onger base their prices nerely
on | ocal market conditions. They nmust now consi der the
price consuners will pay on eBay and ot her e-commerce
sites. Such price conpetition is great for consuners
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but trouble for entrenched offline merchants who have
been able to set prices for years w thout repercussion.
E-commerce forces themto face an unpl easant prospect,
conpetition.

In order to nmanage this conpetition, these
retailers have successfully encouraged their allies in
| ocal governnent to erect two serious obstacles to
e-comerce. The first is applying |laws crafted for
brick and nortar conpani es before the rise of the
Internet in an inappropriate and detrimental way to
I nt ernet businesses, and the second, drafting | aws and
regul ations that benefit hone state brick and nortar
merchants from di scrim nating agai nst |nternet
conpani es.

Proponents justify these new, inappropriate and
often discrimnatory barriers with spurious clains that
e-commerce may harm consuners. Far too often, though
t hese obstacles to e-commerce penalize those they claim
to protect and instead help honme state nerchants to
protect their turf. These nerchants fear that the
Internet will place them at a di sadvantage so they seek
totilt the playing field in their favor.

One maj or obstacle to e-comerce laws that is
crafted before the Internet for brick and nortar
busi nesses are being applied to the Internet businesses
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in an i nappropriate way that makes no sense. A clear
exanple of this is state attenpts to regul ate eBay as an
auctioneer or auction house. While eBay itself is
nei ther, sonme of the listings on our site are referred
to as auctions because we provide an online venue for
consuners to bid on products and services.

As a result, sone state regulators want to
I nterpret state auction |laws as including eBay and ot her
online market pl aces that include bidding. Their efforts
are conpletely m sguided. Qur business has little in
common with offline auctioneer or auction houses. eBay
doesn't take possession of any listed item provide
apprai sals of the merchandi se, collection comm ssions
from buyers or do many of the other things that are
conmon practice in traditional auctions.

Regul ati ng eBay under traditional state auction
laws is like trying to put a dog collar on a fish. It
does not fit and is not going to work.

We are also very concerned about the potenti al
negative inpact of this trend on the mllions of eBay
sellers. Some of our sellers are casual participants in
e-comrerce who use eBay to sell the treasures of their
garage or attic, but a growi ng nunmber are smaller, hard
wor ki ng entrepreneurs for whomthe nost efficient and
cost effective way to sell products or services is
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t hrough an online market |ike eBay. Forcing these
mllions of sellers to be |icensed as auctioneers or
auction houses perhaps in a nunber of different states
woul d acconplish nothing than to exclude themtotally
fromthis dynam c el ectronic market pl ace.

While putting eBay sellers out of business by
treating them as auctioneers m ght benefit entrenched
offline conpetitors, it would hurt consuners, e-comerce
and i ndeed the econony overall.

In addition, to try to make eBay and its
participants fit inappropriately into traditional
auction |aws, brick and nortar nerchants continue to
push for new | aws and regul ations at the state and | ocal
| evel to hobble their new Internet conpetition and
protect their position as the sole distributor of a
product or service. This kind of owner's discrimnation
is prevalent in any nunmber of markets in which the
Internet offers a new and | ess costly alternative to
traditional distribution.

Last year, for exanple, sonme state |egislators
in Mnnesota pronoted a bill that would have stopped
everyone but state |icensed auto dealers fromselling
autonobil es on the Internet. |In Oklahoma, the state has
limted caskets online unless you happen to be a
| i censed funeral hone.
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Today, inconsistent and anbi guous state
regul ations nmake it very difficult or totally inpossible
to sell many categories of goods and services on eBay,
or on the Internet generally. Event tickets, travel
packages, packaged seeds and antique sl ot machines are
just a few exanpl es.

I n each case, proliferating state regul ations
demand ti me-consum ng and cunbersone efforts by eBay and
ot her e-comerce busi nesses to achi eve conpliance, none
of which benefits consuners. |In fact, these state | aws
and regul ati ons have the effect of penalizing consuners
by limting their access to goods and services and
t hereby increasing the prices they nust pay. All for
the sake of protecting |less efficient business nodels.

The scope of goods and services on eBay for sale
alone is alnost limtless. Sellers fromaround the
world currently offer alnmost ten mllion items for sale
on the site in over 18,000 different categories. The
range i s staggering, from BWs to bulldozers, from
antique furniture to high-tech conputers, fromthe
ol dest 78s to the nost recent DVDs.

Every single one of these sales could
potentially be subject to regulation by one or nore of
the 50 states or even by a county or nunicipality. |If
| eft unchecked, this growing thicket of state and | ocal
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regul ation could strangle the efficient online
mar ket pl ace that eBay's community has created. W at
eBay are still commtted to doing our best to deternine
which state laws apply to listings on our site because
we know that it is critical to create a safe and | ega
mar ket pl ace for our users.

VWhile this is a constant struggle for eBay, it
I's conpletely beyond the resources of small e-comerce
busi nesses |i ke eBay's nerchants and casual sellers.
They cannot possibly analyze and devel op conpli ance
strategies for laws in the hundreds of jurisdictions
where the potential customers reside. Conpliance with a
nyriad of often inconsistent state and | ocal |aws becone
an i nsurnountable barrier for entry for woul d-be
participants in the electronic marketplace of the new
m |1 ennium

For these reasons, you can see why eBay is
concerned about the prospect of states treating Internet
conpani es different than offline conpetitors or
regul ating theminappropriately. The fact is, unfair
and often discrimnatory |aws and regulations will only
end up negating the benefits of e-commerce and forcing
consunmers to bear the brunt of higher prices and sl ower
services in the offline world. This nust not be all owed
t o happen.
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Working with the Federal Trade Comm ssion, the
states and the federal governnent, we can reach a
sol ution and achieve our founder's vision, a conpetitive
nati on-w de mar ket pl ace that puts the well-being of
consuners first. W applaud the Comm ssion's decision
to hold this workshop and | ook forward to working with
you in the future on this very inportant issue.

Thank you.

(Appl ause.)

MR. CRUZ: Al right, we will now nove directly
i nto our next panel, which is the Industry Overview
Panel that hopefully will give sone broad general
perspectives about how various players in the industry
and in the tech comunity are dealing with and facing
t hese various possible restrictions. And again we w ||
go in al phabetical order, starting with Tod on ny right,
and | would ask each panelist to begin their statenent
with a brief introduction of who they are and what their
affiliation is.

Again, as with the previous panel, if menbers of
t he audi ence have particul ar questions, sinply raise
your hand and an FTC staff nmenmber will pass you a note
card on which you can write a question and we will be
happy to ask the questions from up here.

Tod?
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MR. COHEN: G eat. M nanme is Tod Cohen and I
am t he Associ ate General Counsel for d obal Policy for
eBay. Thank you, again, to the Federal Trade Comm ssion
for inviting us to participate.

And | wanted to talk just a little bit nmore from
what Jeff tal ked about, about sone specific exanples
t hat we have been encountering where we think that the
state regulation is a real barrier to e-comerce.

First, while eBay does not permt the sale of
I 11 egal goods on our site, bright |lines between | awful
and unlawful itens are often absent. And in many
I nstances, different jurisdictions may regul ate the
sane itens differently. eBay still does allow the sale
of regulated itens, as long as these sales conply with
applicable state regulations. |[In order to assist our
sellers, we have created a user-friendly |ist of
prohi bited, questionable, and infringing itenms. It
i ncl udes 69 categories of goods and services that either
one, may not be listed at all, the prohibited itens
category, including things like new credit cards,
prescription drugs, tobacco and postage neters. Two,
gquestionable itens, those are itens that nay be |isted
under certain conditions, such as event tickets, slot
machi nes and itens bearing police insignia. O three,
the infringing items, which may be |listed unless they
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are in violation of certain intellectual property
rights, both copyrights, trademarks, database rights and
ot her rights.

Furthernmore, our site provides hundreds and
hundr eds of pages of explanations of why each category
I's included, and under what circunstances, if any,
certain itens can be sold.

One area where state and |local |aws are
extrenely varied, confusing to consuners, al nost
| npossible to nmonitor, and in ny estimtion just plain
silly, are the resale of tickets to entertai nment
events.

To assi st users and pronote |lawful ticket sales,
eBay has attenpted to identify just the states that
regul ate the resale of event tickets and to provide its
users with that information. W have identified 17 such
states. State and local ticket regulations range from
prohi bitions against the sale of tickets at any price
above face value, to prohibitions against the sales that
prices from$1l to $5 or 25 percent, whichever is
greater.

So, for exanple, the State of South Carolina
prohibits the resale of event tickets for $1 over the
face value, as does Florida. Mssachusetts, it's $2;
Connecticut is $3; Mssouri, just for sporting events is
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$3; New Jersey is $3 or 20 percent above the face val ue,
whi chever is higher; Rhode Island is $3 or 10 percent
above the face value. W have not been able to identify
a state that has a $4 |imt, but New York has a $5 limt
or 20 percent, and Pennsylvania has a $5 limt or 25
percent .

As a further conplication, sonme states apply
these restrictions to all event tickets, sone only to a
subset of event, such as those taking place on state
property. M ssissippi has prohibitions on the resal e of
tickets for entertai nnent events on state-owned property
and coll ege sports on state coll ege canmpuses, whereas
New Mexico only has the restriction on college canpuses,
not entertai nment events.

When a seller in one of these regul ated states
attenmpts to sell an event ticket, an automatic
disclaimer is added to that seller's listing explaining
the applicable state regulations to its providers. This
process is difficult, inefficient, and doesn't work for
both eBay and our users. We have to try to identify the
| ocati on of buyers and sellers, the |location of the
state in which the event is occurring, and then you have
to go to a two-page chart, which is all mapped out
beautifully where you have to identify what the rule is
for the location of the seller, the location of the
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bi dder, the eBay policy, and then each of the different
states that |'ve described below. And what nekes this
nost ridiculous and silliest of all is every sale on
eBay is transparent. You can see what the price was
t hat sonmebody purchased the event ticket for and
determne if that was a worthwhile price to pay for that
ticket or not.

Now | could also talk a | ot about w ne sales,
but there is an entire panel |ater today that's devoted
to wine sales, but I did want to just conclude in saying
t hat beyond just event tickets, and w ne sales, and
travel packages, and package seeds, and antique sl ot
machi nes, and police insignia, there are, like |I said,
69 different ones. All of these sectors have provided
an area in which the Internet has made the ability for
people to buy and sell everywhere nuch nore efficient,
and especially in rural areas and in places where
there's not a |arge concentration of retail places to
find this.

We do |l ook forward to continuing to work with
the FTC in the years ahead to ensure that consuners
continue to have access to less costly alternatives to
traditional offline comrerce. Thank you.

MR. CRUZ: Thank you, Tod.

Decl an?
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MR. McCULLAGH: Thanks. Good norning and thanks
for the opportunity to speak here today.

Let me preface nmy remarks by saying that |I'm not
speaki ng on behalf of the CNET News.com rather |'m
going to nmake sonme brief points based on ny persona
experience as sonmeone who wites about technol ogy policy
and the people in this industry.

Before starting at news.comin June | spent four
years at Wred News and worked as a reporter. Before
that at Tinme Inc. and Hot W red.

| want to start by recognizing that in sone
cases, state governnents have legitimate authority to
regul ate shipnents of products into their states, as we
wi Il no doubt hear very soon, the 21st Anmendnent
contains a rare specific grant of power under the
constitution of state governnents to regulate specific
products. Representatives of other industries, such as
car dealers, claimto financially benefit, or I'msorry,
financially benefit fromexisting regulatory structures,
and state that they offer valuable services to consuners
that Internet sales cannot replicate. Optonetrists and
opticians raise safety concerns.

Now t here may be sonme truth to these argunents,
but I would urge the Comm ssion to weigh the costs that
state regul ati ons i npose on consumers agai nst the
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benefits that would accrue if the regulations were to be
removed. | believe that the costs of the regulations
out wei gh the benefits.

Now, this is not a new debate. Advances in
technol ogy often disrupt existing nethods of doing
busi ness. Until the md-15th century, at first scribal
nonks sanctioned by the church, and then their secul ar
counterparts at scriptoria or witing shops, that was
t he mechani sm Europe used to nmass produce docunents.
Then a goldsm th naned Gutenberg, as we know, created a
printing press, he changed the way bul k docunents were
printed and provided a better, cheaper alternative to
scriptori a.

A few centuries later, around the md-19th
Century, a French econom st, Frederic Bastiat, wote a
satiric essay called The Petition that's worth
remenbering today. It came fromthe French Associ ation
of Candl e Makers and Lighting Manufacturers and it
conpl ai ns about unfair conpetition fromthe sun, saying
we ask you to be so good as to pass a law requiring the
closing of all wi ndows, dornmers, skylights, outside
shutters, et cetera, in short all openings, holes chinks
and fissures through which the |ight of the sun may
enter houses to the detrinment of the fair industries
with which we are proud to say have endowed the country,
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a country that cannot wi thout the trained ingratitude

abandon us today to so unequal a conbat with the sun.
About 100 years | ater, another econoni st, Joseph

Schunpeter, hel ped popul arize the term"creative

destruction,” borrowing a termfrom biology, he also
called it "industrial nutation.”" He said that the
openi ng of new markets incessantly revol utionizes the
econom ¢ structure fromw thin, incessantly destroying
the old one and incessantly creating a new one.

Now, this is even nore true today. The policy
arguments that we're here to tal k about are not new,
mai | order businesses created sonme of the sanme concerns,
but the ability of the Internet to |ink buyers and
sellers with scant regard for political boundaries nmakes
the resolution of these topics nmore pressing and far
nore i s at stake.

The opening of new markets is creating a new
econom c structure offering consunmers | ower prices and
nore choices, or at least would if state regulations did
not stand in the way.

Of f -shore busi nesses are anot her potenti al
mar ket destructor and creator. In the |long run, they
may render state regulations far | ess desirable.

Perhaps itens that are heavy and bul ky, |ike funeral
caskets, aren't going to be ordered in a hurry from
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websites that are without the reach of U S. |aw, but
ot her products |like contact | enses are nore |ikely
candi dat es.

If legitimate U. S. conpanies can't sell their
products nationally because of state barriers to
e-comerce, the resulting higher prices nmeans that an
overseas market that is unregul ated and not taxed by any
U.S. jurisdiction my beconme nore attractive to
CONnsumers.

Everyone |i kes conpetition, 1'll wager in the
abstract, but nobody |ikes conpetitors. Today's
m ddl enmen who argue that the scale of the cost benefit
anal ysis nmust be weighted differently are no exception.
Perhaps Internet firnms also will echo those French
candl e makers eventually and we will be back here in 20
or 30 years arguing that the big entrenched Internet
conpani es of tomorrow are trying to stifle conpetition
provi ded by the next upstart of disruptive technol ogy,
but today, of course, that's not the case.

The costs of mmintaining these existing state
regul atory structures outwei ghs the benefits and hi nders
t he process of creative destruction.

Thank you.

MR. CRUZ: Thank you, Declan, and | appreciate
you illustrating the breadth of industries we're
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addressing, all the way fromthe ones on the agendas al
the way to scribal nmonks and 19th Century French candl e
makers.

Now | would like to turn to Paul M sener.

MR. M SENER: Thanks, Ted, |'m probably the
only one on the panel old enough to renenber those
nmonks.

In my view, the state of conpetition on the
I nternet is best evaluated by separately considering on
one hand the online activities that are substitutes for
and nationally conpetitive with offline activities, and
on the other hand, online activities that are truly
unique to the Internet. The former category includes
the sal e of physical goods, for exanple, caskets and
wine, while the latter includes the provision of
consuner | nternet access service.

In my estimation, the principal threats to
conpetition in these two categories are respectively
from government and industry. Governnent policy,
particularly that adopted at state and | ocal governnment
| evel s, can restrict conpetition anong online activities
that are substitutes for offline activities.

Conpetition between Internet businesses and
conpani es using other nodes of comerce already is or at
| east could be vibrant, and of course overal
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conpetition is greater than what preexisted the
Internet. Yet sonme policy nmakers support "online only
| aws"” and regul ations that could intentionally or
I nadvertently restrict this conpetition by unfairly
regul ating online activities that, for all practical
pur poses, are identical to |less regulated or unregul ated
offline activities.

Why woul d policy makers restrict conpetition
this way? Well, this workshop undoubtedly will reveal
several specific efforts to intentionally and unfairly
protect offline businesses fromconpetition. But there
may be a nore benign and generally applicable
explanation: Unfamliarity with the Internet.

| ndeed, even though the web and email have
becone essential tools of comrerce, informtion
gat hering and comruni cati on for nost persons, the
Internet in its applications remain for many peopl e,

i ncl udi ng policy makers, mysterious at best and

downri ght scary at worst. Anong federal policy nmakers,

t he gap between perception and reality has narrowed

dramatically over the past few years, but many state and

| ocal governnent officials continue to m sapprehend the

t echnol ogy and through ill-conceived | egislative

proposals, threaten its character and useful ness for al

Ameri cans, not just those in the smaller jurisdictions.
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The inmplications of these continuing
m sapprehensions are vitally inmportant for consuners,

i ndustry, academ a and policy makers to recogni ze and
address. For exanple, it is no |longer sufficient for
federal policy nmakers to nerely do no harm they nust
al so be vigilant against the potential anticonpetitive
harms caused by non- Federal Governnent officials.

To give a concrete exanple, many state
| egi sl atures have consi dered wel |l - meani ng but
I11-conceived | aws addressi ng consuner information
privacy that despite the pervasive nature of the issue
address only "online activities." To date there have
been dozens of online privacy bills introduced in spite
of the fact that consunmer information is at |east as
much at risk offline, only a small|l percentage of
consunmer transactions are conducted online, and inposing
restrictions only on Internet-based commerce woul d have
the effect of aiding existing brick and nortar
busi nesses at the expense of online conpetition.

Mor eover, taken together, such privacy | aws
could easily create a crazy quilt of rules with which it
woul d be difficult, if not inpossible, for web-based
enterprises to conply. It would inpose regulatory
requi rements outside the borders of the acting state.

Al t hough it is likely that many of these rules would
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fail a legal challenge based on former comerce | aws of
jurisprudence, such constitutional fights can take years
to resolve, by which time irreparable damage coul d be
done to Internet comerce and information gathering and
conmuni cation

The only sure-fire resolution, it appears, is
for the Federal Governnment to preenpt state action
either as a matter of education or policy or as a | ast
resort, as a matter of law. Fortunately, the FTC
al ready has begun to preenpt the states through
education of policy. Wth its consuner education
canpaigns and its policy of renewed focus on the
enforcement of existing consunmer protection |aw, the
Conmm ssi on has given non-federal governments |ess reason
to be considered inactive.

It may cone to a point, however, where education
and policy preenption are not sufficient and Congress
may need to |legislate to preenpt state actions to
restrict conpetition anong online activities that are
substitutes for offline activities.

As for the activities that are truly unique to
the Internet, however, commercial interests present nore
significant anticonpetitive threats than governnents.
Thus federal officials also nust be vigilant against
anticonpetitive industry activities that, in the worst
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case, could altar the character and useful ness of the
I nternet as Anerican consuners and citizens have come to
know it.

For exanpl e, although conpetition is fairly
robust and the current Internet access environnment
wher eby individuals |link up through broadband corporate
or scholastic or from narrow band phone connections from
their homes, the broadband consunmer hone Internet access
envi ronnment may not be nearly so conpetitive.
I nter-nodal residential broadband conpetition, that is
conpetition anong platform service providers using, for
exanpl e, cable, DSL, satellite and wreless technol ogies
has not materialized and may not be technically feasible
in many parts of the country, and intra-nodal
conpetition will obtain only if multiple ISPs are
avai l able within each technical platform

It seenms to ne that federal regul ators nmust
primarily be concerned with the ultimte consumer and
citizen objective in connecting with the Internet, that
is unfettered access to the information services and
products offered by websites. |f bottleneck broadband
I nternet platformor service providers in any way
degrade or interfere with access to websites, the
character and useful ness of the web will be seriously
damaged.
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An appropriate approach here is federal
regul ation, which would prevent the rapid
di senfranchi senent of consumers and provide uncertainty
to this very young business sector. The Federal
Communi cati ons Conm ssion could adopt rules to prescribe
this type of anticonpetitive behavior or ensure
conpetition anong broadband I nternet service providers,
and the FTC could formally indicate that such behavi or
woul d be consi dered anticonpetitive.

Ei t her way, conpetition authorities should
remain vigilant to ensure the continued conpetitiveness
of consuner Internet access and, indeed, of all online
activities that are truly unique to the Internet and
wher e i nadequate conpetition, because there is no
of fline substitute, could harm consuners and citizens.

In sum consumers, industry, academ a and policy
makers shoul d nonitor and address threats to conpetition
on the Internet in two principal areas, the online
activities that are substitutes for offline activities
and the online activities that are truly unique to the
Internet. Because the principal threats in each area
cone fromvery different sources, governnent and
i ndustry, respectively, different approaches are needed
for each. For the fornmer, some formof federa
preenption of non-federal actions, either through
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education, policy or |laws are necessary, and through the
| atter some form of federal regulation and conpetition
enf orcenent i s appropriate.

Thank you.

MR. CRUZ: Thank you, Paul.

And now let's turn to Jonat han Zuck.

MR. ZUCK: Good norning. M nanme is Jonathan
Zuck and I'mthe President of the Association for
Conpetitive Technol ogy. W are a high-tech trade
associ ation, and represent conpani es throughout the
hi gh-tech sector, which includes software, hardware,
consulting and e-commerce conpanies, in total represent
about 3,000 conpanies in the high-tech sector.

You know, | give nmy little introduction with
head hel d hi gh, because |last night | was at an ANC
nmeeting, a |ocal neighborhood comm ssion neeting, and in
whi ch they were debating about tree overlays, and well
this is really about the trees, but the underlying
current is we really don't want people buil ding houses
because now that we've built our own house in the
nei ghbor hood, we want the forest next door to renmmin
intact, and so we want this tree overlay thing. Oh, but
wait, | still need to put in a pool, but then I'lIl need
to take out a tree in order to do that.

So, | sat there thinking to nyself, wow, thank
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God, | get to deal with |oftier issues than this. You
know, these guys, their heads nust explode dealing with
this kind of pettiness, and then the nore | think about
this issue, this issue can be summed up in four words.
Not in nmy backyard, right? 1It's the exact sane issue
that we deal with at a nei ghborhood | evel, when we talk
about politics being local, that's exactly what
transpires in this particular issue.

These sanme guys that don't want autonobile
manuf acturers to be able to sell cars direct certainly
would like to be able to buy their contact | enses online
i f they could, and so you have this |evel of
i nconsistency in this issue in which it becones this
very parcelled issue, and so, well, e-commerce is great,
I"'mreally a big fan of e-commerce, except when it cones
to automobiles, or I"'mreally a big fan of e-commerce,
because | just got a nortgage online, but | certainly
don't want any of my patients to get their contacts
online, because that would affect my bottom i ne.

So it's really a not-ny-backyard probl em which
we see over and over again. \Wiich is why, you know, it
is worth noting that there wasn't anybody up here on
this original panel that said | oppose e-conmmerce, but
i nstead you just have everyone individually opposing it
i n individual markets.
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And | think that's why this workshop is so
i nportant, because it shines this kleg light on the
i ssue as a whole, so that when people see | obbyists, and
| guess we can all be thankful that the nonks didn't
have | obbyists at the time, but when they see the
| obbyi st cone to their office, they say, hey, | know
what you're up to. Instead of it being like, oh, yeah,
| hate the airlines, so therefore | hate Orbitz, and
hate these guys, and | hate Detroit, so I'll side with
you on this. They start to see this as part of a bigger
probl em

That if, in fact, we do block e-commerce in
every single market, we will have in turn bl ocked
e-comerce. And this thing that we all purport to
support. And e-commerce continues to play a significant
role in the econony, despite the .com bonb that we were
all kind of looking forward to. Those of us in the
hi gh-tech industry knew that the new econony didn't have
anything to do with delivering fantasia and chocol ate
chip cookies to you at 2:00 in the norning, in fact in
many respects that seens very old econony, and that
conpany was not destined to survive in any econony, but
i nstead you still see e-commerce growing ten tinmes as
fast as the econony generally, and the real strong
pl ayers that are adding real service in the narketpl ace,

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

conpani es |li ke eBay and Amazon are, in fact, even
profitable, something that didn't even seemtenable in
t he context of the new econony.

So, the e-comerce continues to play an
I nportant role in helping to make nore efficient
consuners' access to goods and services. So, there's a
| ot of barriers to the gromth and fatality of e-commerce
now nmore than ever, because, in fact, in the slow ng
econony, the desire to protect what you've got, the
desire to make sure that nobody is able to conme into ny
mar ket pl ace, even goes up. So, | nean, a lot of these
| ssues again were sort of hidden when everybody was
doing well, but now when there's this slow down and the
consuners need |lower prices and nore efficient services,
nore tinme, better convenience, these challenges are even
greater than they would be ot herw se.

There's a patchwork of state |laws and |icensing
regul ations and we've talked a little bit about that.
Tradi tional industry associations are trying to set up
rul es and apply kind of nonopoly tactics to prevent
e-comerce. And that's why we were part and supportive
of formng a coalition called Net Choice, that has a | ot
of the mmjor high-tech trade associations, as well as
trade associations |ike the Electronic Conmerce
Associ ation, the Electronic Retailers Association, and
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many conpani es |like eBay and Orbitz and others that have
been victins of this kind of e-commerce-based targeting.
And Net Choice yesterday released a report that | ooked
at only four sectors of the econony, air travel,
autonotive, residential real estate and contact | enses,
that's just four sectors, to see what the potential cost
to consumers woul d be of the kind of barriers that are

I n place today.

Not even dealing with potential barriers that
eBay sellers, for exanple, are facing or that Amazon
buyers are facing, et cetera. And those nunbers are
staggering. $32 billion last year with as nmuch as $200
billion in costs to consuners over the last five years.
These are really big nunbers because of the efficiencies
that e-commerce brings into place and that, of course,
traditional retailers and |localities are | ooking to
bl ock.

So, as far as calls to action, again, | think if
wor kshops |ike this are very inportant to shine a kind
of kleg light or realismon the issue as a whole so that
peopl e are suspici ous when the car deal ers come and
start tal king about consuner interests, right, that's
when we know the apocal ypse is near.

Congress should really | ook seriously at the
constitutional inplications of this and | ook at this as
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potentially an opportunity to preenpt state | aws that
woul d affect interstate commerce. And then finally, |
think it's up to us and people |ike us, and we heard
this question before, to make sure that we let |aw
makers know that e-commerce generally is nore inportant
t han sonme specific special interest in our state, and
that we have to take that responsibility and make sure
t hat through organizations |ike Net Choice and other
trade associations that were vocal, and hel ped to tear
down these barriers and prevent new ones from being

t hrown up.

MR. CRUZ: Okay. Thank you, Jonathan, thank you
to everyone on the panel. Again, if there are questions
in the audience, feel free to indicate and you can wite
them on a note card.

| would like to begin with a few individua
questions to individual panelists, and then we'll nove
to some general topics that hopefully everyone can junp
in on, but I would like to follow up on a couple of the
I ssues that were brought up and start, Tod, w th what
you di scussed, and in particular, what I"'minterested in
is in what states is eBay facing the npst significant
possibilities of being regul ated as an aucti oneer, and
what woul d be the consequences of that regulation if it
were inmposed? And if you could include within that
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response both direct regulation of eBay as an
auctioneer, and also the threat of regulation of

i ndi vidual sellers of goods over eBay as auctioneers,
and your best estimate of what the costs and/or benefits
that would entail.

MR. COHEN: Well, the nost significant risk that
we have experienced and we were able to conme to what we
think is a good conclusion, it was the state of Illinois
this year. 1In 1999, in Septenber '99, the state of
[11inois passed an anmendnent to their Auction Licensing
Act where they added the words of the scope of the act,

t hey added three words, "and the Internet,"” to determ ne
who woul d be subject to the act.

They went through a regul atory process that had
pretty nmuch concluded in January of 2002 in which they
were going to issue notices to every online "auction
conpany” to obtain licenses in the state of Illinois or
not be allowed to do business in the state of Illinois.

We contacted them we had been talking to them
for a couple of years, and then we were confronted with
the sinple question, do you sue them under the Dormant
Comrerce Cl ause, and inpinging upon our rights, and the
rights of users everywhere. O do you try to resolve
t hat through potentially a |egislative vehicle?

And it was our determ nation that the better
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solution was a | egislative vehicle, but had we gone down
the court fight, we were very concerned that we would
have | ost for three sinple reasons. One, their

regul ati on woul d have inposed the regul ati on upon every
eBay seller based in Illinois, every piece of real
property or personal property sold fromthe state of
I[1linois, or every potential bidder who was |l ocated in
the state of Illinois. W thought that we could win the
third one, that that would have been clearly an

I nfringenent on the dormant conmerce cl ause, because of
the outside interference, but the first two, sellers in
Il1linois and property located in Illinois, we would have
had a very difficult claimthat that inpinged upon the
Dor mant Conmer ce Cl ause.

Qur estimtes were that if it had gone through,
we woul d have confronted two situations, the direct eBay
situation was that the auction lawin Illinois
required -- it wasn't obtaining the license that was the
problem we could get a |license, even one of our
subsidiaries, two of our subsidiaries had licenses in
the state of Illinois. It wouldn't apply that to all of
our businesses, but then it would have required every
itemthat was sold on eBay to be guaranteed by eBay.

And if you | ook at how our business works, the sellers
list the itens, and eBay does not guarantee the itemns.
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In a traditional auction house that occurs, and the
price for the buyer is about 10 percent of the final
value, and the price for the seller is about 10 percent,
and within that 25 percent, the auction house takes a
cut, because they stand behind that item

Well, the average eBay sale, we take |ess than
four percent. So, we would have had to have increased
the costs of all of our users by approximtely, what is
that, four times the price, and we didn't necessarily
bel i eve that woul d have added any additional benefit
fromthat.

So, then we were confronted with the rea
possibility of just shutting down Illinois, or inposing
a restriction just on Illinois buyers and sellers of
I ncreasing the cost just for them

The other thing that we had found, so that would

have been a direct cost to eBay if we had cl osed

II'linois of approximately $650 nillion in sales |ast
year through the state of Illinois. If we did $10
billion worldw de, and our estimtes were around $650
mllion in sales were done in Illinois. Then if we had

required all of our sellers to obtain |icenses, there

are a mllion five registered users in Illinois, there

are probably 150,000 of themthat are sellers. So, then

t hey woul d have been inposed a cost to get licensed in
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Il1linois, it's about $1,000, plus there was a
requi rement that they do six nonths of training before
t hey could becone a |icensed auctioneer, and we have no
doubt that of the 150,000 sellers in Illinois, probably
| ess than 500 woul d have gone through the process of
doi ng that.

And all fromwhat we could tell, sinply because
t hey added the three words. Now that's about the best
we could figure it out, and I'lIl talk a | ot nore about
it on Thursday.

MR. CRUZ: Ckay. Jonathan, | would be very
I nterested in hearing nore about the study you
mentioned, and in particular the nethodol ogy whereby you
arrived upon the $32 billion figure, what that
enconpasses, and if there was any effort to neasure any
benefits flowing fromthese restrictions.

MR. ZUCK: That's a good question. That cane up
in the previous panel, this notion of benefits flow ng
fromrestrictions, and | think that is what nmakes it
easy to convolute this debate. Right now there's a | ot
of | egislation being discussed about emmil, spam
prevention |egislation and things |ike that. How nmany
people in this roomdon't use email ?

Okay, well what if the answer to the probl ens
that we had with email were to sinply ban it and say
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t hat you could only use physical mail. Because that's
t he equivalent, right, that the online version of mail
is email, but we've decided that the solution is simly
to elimnate email, and of course you use the post
office, because then you won't get viruses. Well,
except for anthrax, but other than that, you woul dn't
get any viruses if you just used physical mail.

So, again, |ooking towards the benefits, |
think, again, is ared herring. That's a context in
which you're able to define the context in which the
rules that need to be applied and how t hey shoul d be
applied, but the point is not to apply them
discrimnantly, and | think that's what it boils down
to.

We need to protect consunmers' interest in al
ki nds of commerce, and the |aws that are in place
generally apply to the online world as well as the
of fline.

As far as the study that Net Choice put out,
"1l talk about it briefly without getting too mred in
the details, because |I'm happy to follow up with anybody
and our study is available, et cetera, but basically
we're | ooking at three sectors in which barriers
currently exist. | mean, we kind of divided the
e-comrerce world into two different halves, if you wll,
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of those that are pretty open -- open and avail abl e

ri ght now, which is sort of the environnent that a
conpany |i ke Amazon or eBay gets to play in today, but
t hey face chall enges down the road, and then those

mar kets in which there are actually barriers that exist
t oday.

So there's sort of the threatened barriers, and
t hen these markets in which there's already sone
barriers, which included air travel, autonotive, real
estate, and contact lenses. And so generally speaking,
what we were doing was | ooking at a volune of retailing,
the e-commerce sort of uptake, in other words, how
peopl e were going into e-comerce and being able to use
t he web.

So, in the cases of autonobiles, if you | ook at
all the people that are going on the web to find out
about what car to buy, but yet aren't able to buy it,
you get an idea of the kind of situations you' re facing,
that there is, in fact, this inpetus to make use of the
Internet, that's ultinmately blocked in the end by the
inability to close that transacti on.

So, we | ook at that Internet uptake in the
context of retail generally, and then in each case
there's different nodels for where those cost savings
cone from the average price difference in books that
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are sold on eBay versus froma brick and nortar store.
The difference potentially in car prices in the places
where you are able to sell cars directly, and then it
becones a nmultiplication issue.

After that, to | ook at those savings, to | ook at
t he uptake issues in the context of retail generally,
and the growt h of e-commerce, and again | ooking
anecdotal |y about the fact that people are attenpting to
use the Internet to do all but make those purchases,
provi des an indication that there are real savings to be
had, and they're not detracted from by the fact that not
everyone is on the Internet.

So, that was sort of the basic nmethodology to
come at those figures, and so the $32 billion nunber,
again fromthose four sectors fromthis past year, and
then the five-year nunber, was just |ooking at the
growt h and e-comerce uptake, and again doing the
multiplication, just to denonstrate the magnitude of the
i ssue, given the slowness with which reformoften takes
pl ace.

MR. CRUZ: Thank you, Jonat han.

Paul, | wanted to follow up on a bit of Amazon's
experience, and in particular, your judgnent on what
sone of the nore significant barriers Amazon has faced
to growth, and barriers either fromthe governnent
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restriction side, or fromthe conduct of private
i ndi vidual s, such as private parties engaged in
hori zontal boycotts and the |ike.

MR. M SENER: Sure. Thanks, Ted.

We frankly haven't seen or felt anywhere the
degree of barriers that ny friends at eBay have felt.
There are a couple of reasons for that, sinply put,
Amazon's bi ggest portion of Amazon's business is
conducted in areas that aren't affected by the sane
sorts of |laws and regul ati ons both existing and
prospective that have conme to haunt eBay. That's not to
say that things couldn't happen.

In fact, | think our bigger concerns right now,
both in the area of where there are online substitutes
and the issues that are governnent involvenent, and then
in the areas where there's sort of the truly unique
| nt er net - based activities where the concern is nostly
having to do with private parties. Qur concerns are
nostly prospective, and we're starting to see things
appear on the horizon, both in terns of |egislative
proposals and in sonme industry activities. | nentioned
two exanples, sort of the online privacy |aws being
considered in states, as well as the -- sort of the
bottl eneck service providers sort of platformand a true
service perspective for broadband Internet access.
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So, again, Ted, | appreciate the question, but
we're not in the casket business, nor in the contact
| ens business. Those sorts of extant barriers certainly
do i npose econom cs cost on us sinply as a matter of
reduci ng the nunber of choices that we would have. All
t hings considered, it's nore expensive for us to get the
casket retailing business than it otherw se would be.

s that determ native of our decision whether or not to
engage in that business? Probably not. But still, the
extant costs are a concern, but nost of the concerns are
prospecti ve.

MR. CRUZ: Thank you.

Declan, | wanted to get your perspective on
really the views within the tech community, and really
two things. One, how significant of an issue are these
sets of issues we're discussing here today, within the
tech community, and how w despread of an awareness is
there in the tech community about these sorts of
restrictions and in particular an awareness that extends
beyond i ndustry by industry, but a nmore global or
connected awareness of the potential inpact of these
restrictions.

MR. McCULLAGH: Okay. Let ne try to answer it
this way: Based on the interviews that | have done and
the witing that | have done over the | ast few years,
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|'"ve witten about the Institute for Justice's w ne

| awsuit agai nst New York, for instance. | think that
awareness in the tech community overall is actually
pretty limted. | think that, however, once people

I nside the tech community, maybe by reading ny articles
or other articles become aware of a court case, | ook
into this, they're actually shocked by the depth and
breadth of some of the restrictions.

| think awareness is also growing. | think this
event and the recent hearing in the House are going to
do a lot. | think that if | had to predict, this is one
of the energing issues for the tech community, and over
the next year or so we'll see radically changed
awar eness, but right nowit's still pretty limted.

MR. ZUCK: Ted, | would |like to address that
actual ly.

MR. CRUZ: Sure.

MR. ZUCK: Coming fromthe tech industry, | know
that nost of the people in the tech industry still view
Washi ngton as part of the Smthsonian. | nean it's day
four of the tour to go see and get a pass to see the
debate of the great issues of our tinmes. And so part of
it is that there's still a disconnect | think between
the tech industry and the policy makers and they don't
realize.
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But also sone of it is two things: One is that
t he pure technology industry is a facilitating force in
this as opposed to being in an area that feels directly
bl ocked. So, our industry are the ones that are putting
t hese e-commerce systens in place, is developing the
technology to facilitate electronic commerce, et cetera.
So it's only indirectly that we see sonme of these
regul atory barriers.

And | think the other part of this is
definitional. What is the high-tech industry? | nean,
we deal with this right now, is Barnes & Noble a
hi gh-tech conpany now that they have Barnes&Nobl e.com or
sonet hing, and |like everything else there's a kind of
convergence where our industry is having to wake up to
these regul atory barriers because they understand that
they affect the business that they're able to do,
whether it's directly or indirectly, and | think that
Net Choice is a good exanple of a kind of awakening or
sonething |like that associated with this.

Anot her part of this issue has to do with noney,
too. During the .comcraze there was all this venture
capi tal noney that was going into all these start-ups
and things and since we thought of these as high-tech
conpani es, et cetera. And now where the noney is com ng
fromreally noved the ball in electronic conerce is
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actually going to be suppliers. The only people that
are really in a position to conpete effectively agai nst
exi sting entrenched distribution channels are going to
be the suppliers thensel ves.

So, | think we're going to see nore and nore
supplier-led e-comerce. Things like Obitz that are,
again, going to put people's hackles up because it's the
airlines and we need to set that aside and renenber that
consuners are getting better prices and better products
as a result, and keep our eye on the ball, even though
it's going to be suppliers, and not just wild and crazy
entrepreneurs with a business plan on a napkin that are
hel ping to drive the nodel forward.

MR. CRUZ: Okay, well let's use that, actually,
as a junping off point to raise sonme discussion issues
for the panel, and I think what my make sense to begin
with is, froman industry perspective, how significant
are these sorts of possible restrictions to day-to-day
busi ness deci sions, be they on the front end, on the VC
side, looking at which projects to fund, which business
nodel s are viable, or be it on the m ddl e and back end
in terns of the day-to-day operation of a business in
the industry. How significant are these restrictions
and how nuch do they influence decisions in the
i ndustry?

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

MR. COHEN: Fromthe day to day, | can tell you
that if you' ve ever tried to sell wine on eBay, it is
exceedi ngly, exceedingly difficult. And it is one in
whi ch you have to becone a |licensed w ne seller, and
there's a huge nunber of steps to even get into the
position to sell into those states that all ow direct
sales. So, there is a day-to-day cost, and one which
makes it very unappealing for us to continue to even do
t hat busi ness.

The other -- even though it would appear to be
| i ke the perfect e-commerce business, and you'll hear
that today, but it's also one in which there's enornous
econom es of scale, if you could do it.

On the venture capital side, we see it, a |lot of
it is silent regulation. A lot of it is people say, |
don't want to confront that issue. And it's part of the
problem that we know that the FTC confronts in which
people did not want to conme and tal k about it, because
existing distributors and existing nodels put such a
heavy price on even trying to challenge them W saw
this with the auto dealers and their success in 49
states. Renenber, a |ot of those autos are still sold
over the Internet, it's just that the benefit goes to a
deal er.

So, for exanple, for eBay, we see this, if you
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want to get a new Mni, the dealer sells the new Mni,
rather than it being BMWthat sells the Mni to you.
So, there's sonmebody getting the benefit fromit, it's
just that there is an extra added cost to you as a
buyer.

And then on the | arger huge barriers, | can give
you a perfect international exanple that is existing
that we're dealing with every day, which is that the
French auction | aws, which are just amazing, because in
the 17th century, the King gave the concessions, and to
this day, those concessions are still enforced, and now
we're fighting their definition of cultural goods,
because of the fear that they will |eave the country,
and the itemis of national patrinmony. Well, their
definition of cultural goods that they have cone out
with is everything older than 50 years, which would nean
that every book that's older than 50 years coul d not
| eave the country, or every piece of furniture that's
ol der than 50 years, that have nothi ng whatsoever to do
with protecting the national patrinmny of France, but
have everything to do with protecting the existing
mar ket pl ayers.

So, it inpacts us day to day out there, and also
limts an enornmous nunber of people fromentering
mar ket s.
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MR. McCULLAGH: Let me add sonething to what
Jonat han said just a nonment ago, that in terns of
differentiating between different types of tech
conpanies, let's |look back at 100 nmenbers. There's a
di fference between tel econmuni cati ons providers, the
equi pnment vendors, who are building the hardware for the
800 nunbers, versus the people actually running the 800
nunbers and having direct contact with consumers. Both
woul d respond differently to regulations, and in this
case, tech firms who are the IT suppliers, the Intels,
the Syscos, are going to have a different response to
regulation and is going to inpact themdifferently than
woul d state laws that generally would affect people who
have nore day-to-day contact with custoners.

MR. ZUCK: One answer to your question about
affecting day-to-day, | think, is partly an issue that
t hese are unrealized savings, too. Again, going back to
the email exanple, if we hadn't started using email yet
but were prevented fromusing it, we wouldn't feel the
effects, because it wouldn't change our day-to-day
busi ness. We woul d keep putting a stanp on an envel ope
and put it in the mail.

It's only now that we've realized those
advant ages that having them taken away woul d seem | i ke
such a bad alternative. |It's the sane thing. You're
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used to going down to the car deal ership every eight
years and reintroduci ng yourself to that narketplace and
rel earni ng about |enon | aw taxes and things |ike that.
And so you consider it a part of doing business. And
so, | think in many respects, it's an unrealized
advant age, and that's what hel ps the entrenched
Interests keep it frombeing a very visible issue
because it's a question of maintaining the status quo.

MR. CRUZ: And that actually raises a rel ated
I ssue, which is if it is having these significant
day-to-day inpacts, how would one go about neasuring the
magni tude of that inpact? And in particular, the costs
that are being inposed both on industry and the econony,
but al so on consuners, and from your perspectives, what
are the best ways to actually neasure and understand and
put in concrete, quantifiable ternms the inpact of these
possible restrictions?

MR, ZUCK: Well, certainly we made an attenpt to
do that by participating in this coalition and in this
study that attenmpted to quantify it. And in sone sense,
it's in a rhetorical sense, it only identifies four
sectors. | mean, we could spend an entire year trying
to quantify it across the entire econony, but with
numbers that big, they should definitely resonate.

| think that the other parts of this that are
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unfortunately difficult to measure are conveni ence and
time and things like that that it's tough to put a
nonetary val ue on, but your ability to buy online
I nstead of having to go and haggle with a car dealer,
your ability to buy airline tickets on Orbitz instead of
having to figure out that well, Travelocity is having a
special deal with Anmerican right now so they are show ng
American Airlines tickets at the top of the list, even
they're nore expensive than United Airline's tickets who
has really cut a deal with Expedia and things |ike that.
Havi ng access to everybody's fares is a convenience that
does lead to a kind of cost savings over tinme, but one
that's probably ultimately inpossible to nmeasure.

And that's why it's so inportant to frame this
debate in these global terns, because, you know, one by
one, | think that it's very easy. As we saw in the case
of the ludicrous exanple of the car deal ers, that
everyone nentions as the whackiest one, it's easy to
| ose this, even despite its absurdity, unless, again, we
continue to realize that it's them agai nst e-commerce,

t hem agai nst consumers.

MR. McCULLAGH: Let me just throw one idea out,
keeping in mnd that | don't have the industry
experience that nmy coll eagues do. There are both the
addi tional costs inposed by regul ation such as the eBay

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

134
| i censi ng process or the woul d-be |icensing process if
I1linois had its way, which raises costs to consuners,
and there's also the costs of not having a transaction
conpleted in the first place, because maybe these costs
are too high.

| would give an exanple, two days ago, on
Sunday, | was visiting wineries in Sonoma Vall ey,
California, which is one valley over to the west of
Napa, and | went to sign up for a wine club, which keeps
your credit card nunber on file and they send you three
or four bottles of w ne every few nonths, but because I
live in Washington, D.C., they said | couldn't join
because the state is actually West Virginia, so | would
have to find someone in West Virginia to receive this.
The guy hel pfully suggested that | could drive 70 mles
west .

In the end, not liking to drive 70 mles to West
Virginia in one direction only, I chose not to do that.
So, this is one cost or one transaction that did not
t ake place because of these regul ations.

MR. M SENER: Well, see nme, Declan, | have a
farmin West Virginia, I'Il take a cut. | think one
thing that you want to keep in mnd here, |I think as ny
col | eagues have pointed out already, it is difficult to
do, it's not to say that it's inpossible to undertake or
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that it's not worth trying to quantify, even given the
uncertainties. But it seenms to ne that there's a
speci al burden, | would think, on new rules, and new
| aws bei ng devel oped.

Tod nentioned one in particular in Illinois.
There's one where it would be very difficult for the
proponents of the bill to argue that the benefits
clearly exceed the costs. |It's going to be tougher to
go through in sort of a review process, state by state,
and knock out extant law, than it is to put |egal and
regul atory proposals through this kind of sieve which is
there to determ ne whether or not the benefits exceed
t he costs.

So, | would think an area where industry and
concerned governnment and academ a can all cone together
is to say that, |ook, every time a new | egislative or
regul atory proposal is put forward and it has these kind
of squi shy characteristics, could we actually try to
quantify and nake the proponents of the bill, of the
nmeasure, of the regulation, show us that the benefits
exceed the costs.

MR, ZUCK: Well, if we required that, there
woul d be hardly any bills, Paul, and it doesn't seem
fair at all.

MR. CRUZ: Well, let's actually talk for a
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noment about the benefits side of the equation. From
your perspectives, what are the nost significant
consumer protection issues that are raised by
e-comerce, and where is there the greatest need for
regul ations either at the state and | ocal |evel or at
the federal level?

MR. COHEN: Well, for us, at |east, the hardest
one has been prescription drugs. | nean, that is a very
difficult issue for us to confront, and one in which the
ability to purchase it on eBay has been very difficult
to deal with. And so that's why we just have banned the
category all together. So, there are a series of our
prohibited list, where it becones somewhat -- for
exanple we prohibited the sale of fireworks. Lots of
states allow the sale of fireworks. It's just that our
opi ni on has been based upon some of the consuner
protection laws and also just pure liability questions
that that's a difficult area in which to allow

And guns, even though they're perfectly legal to
sell, another area where it has been very difficult to
determ ne where the right line is drawn, and one nore
woul d be tobacco. But |let ne make sure what | nean by
this. | nmean snokeabl e tobacco or chewabl e tobacco
today. There is a very |large nmarket on eBay for what
t hey call tobacciana, which is the sale of goods that
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are tobacco related, so cigar bands and also old
cigarettes that are no | onger snokeable, |ike hundred
year old cigars, and also there's a nmarket for that.

That is a collectible. But there are certain state |aws
t hat say, no tobacco at all, so then you're confronted
w th what do you do in the tobacciana category.

MR. CRUZ: Let nme actually junmp in on that and
follow up with a question that was submtted fromthe
audi ence that's on exactly that topic and we'll get back
to the responses of the panel to this, which is directed
to you, Tod, and it said exactly what you were just
tal ki ng about, which is if eBay is allowed to auction
wi ne online, why not beer and liquor, tobacco products,
firearms. |s there a social benefit that outweighs the
econom ¢ benefit to regul ate the sales of the above
items?

MR. COHEN: Well, on guns at |east, the great
concern was the headline. Qur greatest concern was it
was allowed until | believe it was February '98 or
February '99, guns were allowed to be sold on the site.
And there was a huge uproar in the community that how
dare eBay inpose a restriction on the sale of guns, but
it was about social good. It was about not nmking the
determ nati on, but the enornous fear of the headline
which is kid purchases gun on eBay, shoots nei ghbor.
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That's what our greatest concern was.

Unfortunately there is no real easy standard to
apply in these. It's a matter of taste, and one of the
har der exanples that we dealt with is that there's a
category of goods called nurderabilia, where people buy
and sell serial killer itenms, and the way we determ ne
to regul ate that was based upon tine. The ol der the
itemwas, the less offensive it was to any victins and
victime' famlies, and that it is probably fine today to
buy John W Il kes Booth menorabilia, but it is not fine
today to buy Charles Manson or John Wayne Gacy, and it's
just a matter of tinme. And then of course in France it
woul d be illegal, because then it would be too ol d.

MR. CRUZ: Okay, and returning then to the panel
and the nost inportant consumer protection issues in
e-commerce generally.

MR. McCULLAGH: As a general question and |']
answer in general terns. (Guns seemto be an interesting
i ssue, because last | checked, they only can be shi pped
interstate if the recipient is a federal firearns
| i cense hol der or an FFL hol der, which is you have to go
t hrough a federal credentialing and |icensing process.

But in terns of general recommendations, what
policy makers are trying to do is regulate the seller or
the internediary, even though there's a strong denmand
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from buyers, and so, policy makers are finding
t hensel ves, and this is going to be nore and nore the
case as nore transactions happen online, they're trying
to interject thenselves between the buyer and seller,
whi ch becones increasingly difficult.

So, ny advice would be to focus your resources
on the npst egregi ous cases.

MR. M SENER: It seens to ne the consumer
protection is ultimtely about giving consuners the
ability to make the choices for thenselves. |If they're
not allowed to make the choices or if the actual choices
are hidden fromthem then no one benefits, the market
doesn't work freely, it doesn't operate well, and so it
seens to me that the sort of gl obal consideration here
IS ensuring that consumers have adequate access to not
only the information but the actual choices that they
can make as to whether they do business with a certain
entity or buy certain things or conduct other activities
online or off.

MR. ZUCK: | think there's always legitimte
consuner protection concerns, and the FTC s been
aggressive in protecting them Chairman Miuris has
entered into an educational canpai gn and others that I
t hink could be very val uabl e and hel p address the
consuner interests. | think where there's a |ot of
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m sdirection is that sonehow a specific business nodel
is in the consumer interest.

You see very often the argunment of the car
dealers, well, we provide service, and the manufacturers
don't, so therefore you should preserve our business.

I n other words, they don't make the argunent that
consuners are willing to buy there instead because of
t hat service, because sonething innately pro-consuner
about their business that requires its preservation.

You have travel agents saying, well, we provide
better service because we'll walk the tickets up to your
office and tal k you through your vacation plans,
therefore you should preserve our business. And | think
that that is where there's a huge fallacy that sonmehow
there's sonething innately consuner protective about a
particul ar busi ness nodel, and that's where we need to
be really vigilant.

But when there are legitimte consumer
i nterests, they probably don't have anything to do with
the Internet specifically, but sinply have to do with
the trade of goods and services, and nondiscrimnatory
enf orcenent of the |aws and regul ations that are in
place is really the answer, together with consumer
educati on.

MR. CRUZ: Let me actually follow up, Tod, with
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your answer a nonent ago. Wth some of the goods that
you said that eBay does not allow the sale of online, to
what extent are those driven by |egal prohibitions that
make it sinply too expensive or even inpossible to sell,
and to what extent are those decisions driven by
busi ness judgnents that you don't want to risk the
liability or risk the publicity or other judgnents that
you woul d make irrespective of what regul ati ons may
exi st for those goods?

MR. COHEN: | wish | could give a principled
answer to it, because it tends to be an amal gamati on of
them So, if wine sales were nuch |ess restrictive,
there were many nore direct sale states, it would
clearly be in our business interest to allow far nore
wine sales. | will tell you that in nost instances, the
prohibition is based upon sonething that is being sold
on the site, and then sonebody brings it to our
attention that it is prohibited.

For example, in the United Kingdom it is
illegal to sell soccer tickets, football tickets online.
It's not about scalping there, it's sinply about
hool i gans, and the restriction on resale is to prevent
hool i gans from buying that. But that's not sonething
that is necessarily when our guys cane into the UK, that
t hey woul d have had any idea about.
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Anot her example, and it's on the federal law, is

tortoise shell. Authentic real tortoise shell is
illegal to sell in the United States if it was harvested
pre-1964. Well, it's very difficult for us to | ook at
the tortoise shell in the listing and determne if it

was pre-1964. Tortoise shell glasses versus post-1964.

So, it's nmuch nore of a reaction in which the
Fi sh and Gane Service conmes to us and says, you can't
sell that. And then we set up another page, provide
i nformation about it, deal with the sellers in the area,
and go forward.

One | ast exanple of that is Cuban goods.
Pre-1959 Cuban goods are legal. Now, there have been
people that have tried to put out pre-1959 cigars on the
site, which are prohibited anyway, but pre-1959 cigars,
you better have a hell of a good hum dor that has been
protecting those, but it's another exanple of where if
you're selling a book from Cuba in 1950, that's legal to
sell. If you're selling a book from Cuba today that's
| egal , because that's one of the exceptions, but if
you're selling a guitar, it's illegal.

MR. CRUZ: Well, froma personal perspective,
since nmy dad came from Cuba in 1957, I'mglad to see
that at | east pre-1959 goods are avail abl e.

A coupl e of questions fromthe audi ence. Both
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focused principally on Paul M sener and related to
sonet hi ng, Paul, you said concerning broadband, and | et
me read them both to you and | et you address them The
first one, regarding your call for forced access to
br oadband cabl e, wouldn't that reduce incentives to
buil d out broadband to rural Anmericans? And the second
question, the present power of the |ocal cable conpanies
and to a | esser extent DSC providers have over the | ast
m | e broadband is trenendous. Could you be nore
specific on how this strangl ehold could be | essened,
e.g., will it naturally occur, or is intervention
needed?

MR. M SENER: Ckay, thanks, Ted, | wll try to
answer both questi ons.

The first question, actually, m sperceives what
| believe is the ultimate issue here for consuners. To
date, frankly, most of the discussion, if not all of it,
has been on forced access, neaning access of ISPs to
broadband facilities networks. As if that were a noble
goal in itself, | suppose to a certain extent it is, you
would like to think in some senses that if there were
multiple 1SPs on a providing service, anong which
consumers could choose, then the prices would be | ower
and the quality of service for broadband ISP service
woul d be hi gher.
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That to nme, though, is but a m nor goal conpared
to the ultimte goal of ensuring that consuners naintain
the unfettered access to the information, services and
goods available on the Internet. |If there's anyone in
bet ween the consuner and the ultimte websites, which
now nunber in the billions, then you would have serious
consunmer protection problens. Having the choice of one
or two | SPs a decision nost people make once a year,
maybe once every three years, is less inportant by
several orders of magnitude, it seens to us, than it is
to ensure the consuners have unfettered access.

Now, what do | mean by that? It's not only
consuners, by the way, it's also citizens in the sense
that there's a |lot of information out there that you
coul d see where internediaries m ght just want to cut
out for whatever perhaps noble reason, for exanple, a
Nazi website. What happens if the ISP or the service
provi der says, hey, that kind of stuff is nasty, we're
not going to let consuners have access to it, we're not
going to |l et you perpetrate or send out their hate,
we're just going to cut themoff, we're going to bl ock
access to those sites.

Well, in today's narrow band world, that won't
happen because consunmers will sinply go to another
narrow band | SP. Because there are hundreds if not
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t housands to choose from |In tonorrow s broadband,
there may only be one | SP or maybe two or three. At
that kind of a |level, you could see how you could run up
against, as | think the other question tal ked about, the
power that they have over this ultinmte connection
bet ween consuners and the information products and
servi ces.

In my world, the consuner retail world, it's
per haps | ess astonishing, but also as damaging to
consuners that the intermediaries could interfere with
t hat connection. |Imagine a world which would all ow an
I ntermediary to put a pop-up box for Amazon auctions
every tine you typed in ww. ebay.com Cone to Amazon
auctions, it's cheaper there, better service, don't go
to eBay. Well, we could today pay an --

MR. CRUZ: Tod wouldn't |ike that.

MR. M SENER: He wouldn't like it and he
shouldn't like it, because it relies on the information
about what the consuner wanted to see. If we paid an
| SP to put that pop-up box on every single site someone
visited, that's one thing. It's conpletely random it's
an annoyance and it certainly would drive away
consunmers. However, if we did it in such a way that the
| SP only put that Amazon auctions pop-up box when
soneone typed in ebay.com that becones a real problem
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And that is a serious issue, one that | think
regul at ors have not yet addressed, and hopefully, this
Comm ssi on could say that that was -- they could
informally say that this is deenmed anticonpetitive and
certainly the other Conm ssion, the Federal
Communi cati ons Conmm ssion could take one of two actions
It seens to ne, to prescribe the behavior or to require
multiple I SPs, which would ensure conpetition.

MR. COHEN. Ted, can | go forward with that,
because | have sone questions about this. Because, one,
there's a case out there, which is the Gator case,
that's gator.com | believe, is engaged in exactly that,
which is when you type in a website, it pops up with its
own ads, and there's been an injunction inposed agai nst
them and | think I saw sonewhere sonebody else filed a
new | awsuit agai nst them yesterday.

But our question, and it's to Paul, which is if
you envi sion that nodel then you're creating a
must-carry system a cable nust-carry system which is
that the ISP has to carry everybody's itens, and there's
| ots of websites that we bl ock right now and we want our
| SPs to bl ock, copyright infringing websites, child
por nography websites, there's lots of websites that we
al ready have our |1SPs bl ocking and it's considered
acceptable. And then you have to then wite a whole

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

147
list of which ones are okay for themto block and which
ones are not okay for themto bl ock.

But there's also the other side of that, which
Is that if you create a nust-carry world, | believe the
necessary conplinment is a conmpul sory |icense nodel
al so. And so our concern has been, and we're not
necessarily thinking that the broadband open access is
not necessarily in the content side potentially good,
but there is also the question of ESPN charges right now
for everybody on the cable systemto get it, and they
have mar ket power to say to the cable conpanies, go
ahead, take us off. And instead, they have the market
power to say, no, no, no, no, no, we're going to carry
ESPN, because that's what you woul d expect. And | would
believe that nost | SPs would probably run into an
enornmous problemw th their user base if they said
tomorrow we' re bl ocki ng Anmazon, because there's an
enor nous nunber of consuners that have broadband or
narrow band specifically to get to Amazon

And so our question is, is this really a
t heoretical problemor is it a real problemin which
you' ve had people cone and say, you're not going to be
allowed to go to Anmazon anynore, we're going to do that.
| think the trademark |aw and the dilution |aw protects
sonewhat in the Gator instance, but the nust-carry
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rules, | mean we're just not necessarily there yet.

MR. CRUZ: And let's Paul go ahead and respond
to that real quick and then we'll nopve on to another
questi on.

MR. M SENER: Ted, Tod and | can take a little
bit of this offline, but it does create a | ot of
| i ngering questions about this issue. This is not
must-carry in the sense of cabling conpanies having to
carry certainly programmng, it's a traditional FCC
regul ation requiring the cable conpanies to carry | ocal
broadcast signals. This is a fundanental difference
between the Internet and the cable casting world. Cable
casting is essentially push. You're pushing out 120
channel s worth of information.

Br oadband I nternet access, on the other hand, is
pull. The consumer is deciding what he or she will pull

fromthe Internet, not froma choice of 120 channel s,

but fromthe choice of two, three billion websites.
Now, you say, okay, well that's still potentially a
burden on cable conpanies. WelIl, in a mnor way, yes.

Okay, we're tal king about six negahertz, one channel out
of 120. So, do the math, it's |less than a percent of
their bandwidth, | think they can handle this. This is
not a huge burden on cable conpanies to sinply allow
their consumers the same broadband access that they
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woul d have to sone sites, get it to other websites as
wel | .

So, is it a real problen? Not yet. But we're
I n the business of perceiving things before they
actually occur. W have seen instances where cable
conpani es have indicated to broadband websites that they
may be interested in sonme formof paynment. |It's not
actually cone to the point where they have bl ocked them
or turned themoff, but it's the cable conpanies, the
facilities providers, the bottleneck hol ders, that have
al ready indicated an interest in applying a nust-carry
kind of regime, but in fact, this is not at all about
push, it's all about consunmer pull.

MR. CRUZ: Ckay, let nme nove on now to a couple
of related questions, and let ne read them both, and
then ask the entire panel to address them The first
one is, renoving protectionist state barriers to
e-comerce is a |audabl e goal; however, pure-play
e-comrer ce conpani es, such as Amazon, have benefited
from such patchwork quilts and the | ack of a physical
nexus to avoid the collection of |ocal sales taxes.
Shoul dn't this barrier that affects | ocal bricks and
nortar merchants al so be neutralized to provide a | evel
playing field? This can also apply to eBay. That's
guestion one.
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The second and rel ated one, the 21st Anendnent
Enforcement Act is a rare exception for al cohol sales.
In regard to products or services regulated by state
| aws, how do states exercise jurisdiction for consuner
protection over out-of-state sellers who did not
specifically target the destination forunf

MR. M SENER: Well, | think the first question
was addressed to ne, and maybe Tod as well. On sales
tax, we don't take the position that we shoul d never,
ever be forced to collect it. That's not at all our
position. In fact, we are working and we have people
dedi cated to the task of actually ensuring that state
sales tax regines are sinplified to the point where the
commerce clause no | onger precludes states from doing
it.

Thi s happens to be a constitutional protection.
It's one that's designed to protect out-of-state
entities. |It's been there since the -- well, for 200
years. So, we have a circunmstance where we're actually
trying to work with the states to sinplify their tax
codes. Right nowit just sinply isn't possible. There
are sonme 7,500, 7,600 jurisdictions in this country that
collect tax, and it's all the way fromthe state of
Texas to some nosquito abatenment district in Florida.

This is some difficult stuff to deal with., W
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want to see it sinplified. Once it's sinplified, we're
happy to have that restriction renoved such that states
could force us to collect the sales tax. Qur business
nodel is not at all predicated on the noncollection of
sal es tax.

MR. COHEN. Well, let ne agree with that, with
Paul on that. Also, a significant issue for us has been
that there's a couple of things. One, as an
I ntermedi ary, and Amazon's used book market and others,
al so, as internediaries, we're very concerned about any
of the state sales tax mpdels and sinplifications that
shift the burden to the internmediary rather than the
ultimte buyer or seller.

And renmenber, all this is really about states
don't want to inpose and collect their user taxes. They
don't want to -- the use tax is the hard part of this.
What we really believe is that if you want to go down
the internediary route, there are |lots of other
internediaries that will make this technol ogy neutral,
which is the nost efficient to collect froma shopping
mal | would be fromthe shopping nmall owner, since the
shopping mal |l probably bases its rents upon the anmount
of sales they do each nonth in the spaces they | ease.

So, if what we are concerned about is burdens
that get placed on the Internet that don't get placed in
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of fli ne businesses, internediaries direct sales, also.
Remenmber, al so, we have an enornous number of sellers
that currently collect state sales taxes, in our entire
aut onobi | e mar ket pl ace, | can assure you that nobody
drives that car in the United States until they go and
regi ster that car and pay the registration taxes.

So, there are a lot of taxes that are already
collected. There's also a |lot of business on eBay which
is offline that is not collected. | don't know how many
of you have been to a garage sale and been to Virginia
and live in the District, but you are not paying any
state sales tax in Virginia for buying that. So, there
is also an equity issue across the border.

MR. ZUCK: | think that's a significant issue,
is that everyone, again, once again, can agree to the
search for equality, but at the same tinme, the online
retailer isn't benefitting fromthe street cleaners and
the police protection of their store front w ndows and
things like that that the brick and nortar retailer is.
So just exact replication of sales tax to the online
world m ght actually create a different kind of
i nequality, and so it is a kind of conplicated issue, in
addition to the conplications of having 7,500 different
tax jurisdictions that are even different within them

In many states M| ky Ways charge differently
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t han a Snickers bar because the peanut content neans
that it's called food instead of candy and things |ike
that. So, there is a conplexity issue, but | think that
the equity issue is nore conplicated than sonetines is
presented that a true across-the-board sales tax could

I nvert the inequality that's currently perceived.

MR. McCULLAGH:  And | think we should be clear
that the Internet does have a conpetitive advantage
where online retailers do have this advantage because
they don't have to generally collect sales taxes, but
there's a reason that this advantage exists. |If
everything about sales taxes were sinple, then the
answer would be sinple. |If every state had a five
percent or six percent sales tax, then sure, let's do
it, but the tens of thousands of taxing jurisdictions on
whi ch tens of thousands regul ations make it a |lot nore
difficult an answer to give.

MR. CRUZ: Let's shift gears for a nmonent to the
private conduct that we've been discussing, and in
particul ar an exanple that came up in the prior panel
was the FTC s case that was brought a couple of years
ago concerning Fair Allocation System which was
ultimately settled with a consent decree, where the
conplaint alleged that a group of Chrysler dealers in
t he northwest had engaged in a collective boycott
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agai nst Chrysler or had threatened to engage in a
col l ective boycott in order to dissuade Chrysler from
selling cars to another dealer who was selling themat a
| ower cost over the Internet.

And the question | would ask the panel today is,
from your experience in the industry, how w despread are
private barriers to selling online? And those private
barriers could be comng fromany of a nunber of
directions. They could be comng fromas in the Fair
Al |l ocation System case, horizontal efforts by dealers to
pressure manufacturers to stay offline.

They could be com ng from uncoordi nat ed
uni l ateral conplaints to manufacturers, but nonethel ess
pressure that manufacturers are feeling to stay offline,
or they could be com ng fromunilateral decisions by
manuf acturers that the nost efficient way to support
their dealers is not to conpete by going online. And so
what | wanted to get was the perspectives of the panel
in terms of how wi despread these issues are, and what
conduct is and isn't occurring.

MR. COHEN: | can give you two exanples that I
know of that we deal with. Some of our golf club
sell ers have started to receive letters fromgolf club
manuf acturers through pro shops saying that they
violated their distribution agreements to resell the
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items on eBay because it conpetes with the golf shop
pros extra added service in the area. And because |
can't quite determ ne what the consuner protection issue
I's about a different golf ball, because the golf bal
manuf act urers have conpl ai ned, also. That we've
determ ned nore and nore suddenly a letter will go out
to a group of our sellers froma manufacturer, and it
wll, in many instances, be generated by an article in a
trade publication conplaining about sales on eBay. So,
that's one exanple we've seen it.

There's also a case right now in Massachusetts
where a person had his season tickets to the Patriots
stripped from hi m because he chose to sell two ganmes of
t he season on eBay, and so that's another restriction in
which the Patriots do not want anybody to sell the
tickets on eBay, even though they sell out every gane.
That's the type of restriction that we are starting to
see nore and nore of.

MR. McCULLAGH: The question, in the case of the
golf clubs, were they private individuals selling or
busi nesses selling?

MR. COHEN: They're golf pros that we know have
been receiving the letters, so the country club golf
pro, and in some instances, the golf pro may own the
golf shop at the country club, or it may be the country
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club itself, but in either case, they are in a position
where if they lose their supply, they're not able to
continue their business. And if you can't sell -- and |
don't want to use any nanes, because | don't have right
off the top of ny head which manufacturers did this, so
| don't want to di sparage them on the public record,
since | want to continue to play golf, too.

MR, ZUCK: | think this came up on a previous
panel as well, | think to sone extent in the recent
years we've had an overenphasis on antitrust enforcenent
In the case of unilateral activity, but when there's
real collusion in a nonopoly context, that probably is
an area in which there's an opportunity for sone
oversight either fromthe FTC or fromthe Departnent of
Justice, because you do see groups that have a | ot of
mar ket power to use that market power to then try to
prevent new entrants from changing the rules on them

We saw sone of that happen in the real estate
mar ket, for exanple, where what happened wasn't an
attempt to block online sales of hones, but instead,
realizing the efficiency of the online sale, if that
makes sense. So, the online retailer decided, well
because we're realizing these efficiencies, we're going
to kick back a percentage of the commi ssion. We're
going to charge a | ower comm ssion, because our cost
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structure is different.

And there was an attenpt to prevent that
di scount by the groups of realtors that were in a
position to withhold, for exanple, the nultiple listing
service, the MS, because they were the ones producing
it. So, you do have a situation in which you can have
private action, which happens in collusion, to prevent a
new entrant from even charging a | ower price, which
again takes the notion of conpetition and turns it on
its head, pretty squarely on its head.

MR. M SENER: Ted, we haven't experienced as
many, or at |east recently, conpanies or suppliers being
reluctant to deal with us. Frankly they see us as a
fairly strong and vi abl e channel for themto do
busi ness, and we no | onger are running up against the
we're afraid of the Internet kind of thing. Were we've
seen the actions or the concern about the actions of
private entities has been the access to our site, which
|"ve discussed in sone detail today already, and then
also in distribution of the physical goods.

After all, nost of our business, 99 and several
ni nes worth of our business is in the sale of physical
goods, not electronically delivered ones, and therefore
our distribution channels are very inportant to us, and
to our custonmers, and we want to keep those costs as | ow
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as possible. W've been concerned about the health of
t he Postal Service, for exanple, as a way of actually
getting these itens out to our custoners, and to the
extent that the Postal Service suffers, it offers |ess
and | ess conpetition to other distributors who are out
t here, and they nunber very few.

MR. CRUZ: Okay. And let nme nove on to the
final question, which is there's been w despread
agreenent that the set of issues we are | ooking at here
in this workshop, both the sets of state and | ocal
regul ati ons, and the private conduct, there's been
w despread agreenent that this set of issues is an
| mportant issue.

So | guess my question is, what can or should be
done about it? And |let ne suggest a nunmber of possible
actors to which I would encourage nenbers of the pane
to address any or all of them Wat can or shoul d be
done about them by industry, by consuners, by states and
| ocal governnents, by Congress, by the FTC, or by anyone
el se?

Let me start with Tod.

MR. COHEN: Well, we think that an enornous step
was taken by hol ding the workshop, and we're very
pl eased with the workshop, because for the first tinme,
sunshine really is a disinfectant and you start to see
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sone of the public coments that have already been
received by the FTC, it's much easier to argue these

i ssues if you force the proponents of the oligopolies
already in play to make their issues in public and make
their clainms in public. Either by not attending, or by
attendi ng and making pretty ridicul ous clains about
consunmer protection, ones that were given about auto
deal ers and others. That educational function. That
also allows us then to go to state legislators, who it's
much easier to say to a state |legislator, here's what
this is about, it's not really about your fabul ous

nei ghbor who puts up the yard sign for you, it's about
themtrying to make sure that consuners don't get it.

We've been working with Net Choice in trying to
build the grass roots conponent. | mean, consuners do
care about this. There's no question, North Carolina,
for exanple, did not go ahead and try to regulate all of
our sellers in North Carolina, because sellers in North
Carolina said, "You' re nuts, we're not going to go take
a hog calling class before we can sell on eBay." And I
w sh that was an exaggeration, but it's not.

So, and you nentioned Congress, there's a bil
in front of Congress, 2421, Chairnman Stearns' bill
that's another step in that. More than anything el se,
publicity is what the opponents don't want to have.
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MR. McCULLAGH: Well, too often around here,
folks will probably recognize the Federal Governnent
stretches the comrerce cl ause al nost beyond recognition
or at least takes a creative interpretation of what's in
this area inproper under it, but this seens to be one of
the fewreally, really obvious tinmes when Congress could
step in, and also, this workshop will educate ny
col l eagues in the technol ogy nedia and | et them be able
to refer back to the record, look at all the testinony
or docunents that were posted online, and so | think
this is going to serve a very useful purpose in ternms of
educating the nedia.

MR. M SENER: Well, Ted, thank you.

|'ve suggested two different categories of
activities that the policy makers need to be aware of,
especially at the federal level. One is those which are
substitutes online for offline activities, and it seens
to me that the principal area of concerns in there is
governnment regul ation, particularly on the state and
| ocal level. It seens to nme that also federal policy
makers at the Conm ssion or working in conjunction with
Congress can do a |lot to solve those problens through
preenption, either by education, or policy, the
hei ght ened enforcenent policies, or as a |last resort,
actual |egal preenption by Congress.
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On the other hand, the truly unique kinds of
| nt er net - based activity, such as connectivity, such as
the software used to get there, such as the hardware
that is the backbone of the Internet, it seenms to me is
just traditional antitrust conpetition oversights, and
vigilance, if necessary, and that can be acconplished
ei ther through oligopoly regulation or ex post
enf orcenent.

MR. CRUZ: Jonat han?

MR, ZUCK: It seens |like a good opportunity,
again, to comend the FTC for hol ding these workshops.
| can point to a particular exanple. Congress was
hol ding a series of hearings on supplier-led e-comerce
initiatives that began with a hearing on Orbitz that |
testified at, and at that | nentioned that you were
pl anning to hold these workshops, and strangely enough,
hearing on the dangers of e-comerce to the m ddl eman
cropped up in that very same commttee.

So, just the notion that the FTC is | ooking at
this | think helps to raise the attentions of it and
hopefully hel ps to head off at the pass these sort of
i ndustry bashing specific hearings that m ght have
happened on the other side of things.

Again, in addition, the Internet Task Force has
been active in doing am cus briefs and articles, et

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

162
cetera, kind of interventions, if you will, into sone of
t hese disputes, and | think it's had some effectiveness
there and can continue to have sone effectiveness.

Cbvi ously, state |legislatures need to hear nore
fromtheir consuners, so we at Net Choice are going to
be trying to work hard to make sure that that happens,

I f they dismantled these vertical restrictions and
re-exam ne the laws that affect the direct sale of

goods. Congress should | ook hard potentially at sone
preenptive | egislation, such as Congressman Stearns has
suggested. And then the industry continues to be nore
awakened and nore vocal about this issue, because it

will ultimtely affect all of us. And consuners need to
bl ow out their candles and |l et the sun shine in.

MR. CRUZ: Ckay, terrific, | want to thank al
of our panelists for what | think was an excell ent and
productive discussion, and remark that e-comerce nmay
really produce sone efficiencies, since this is actually
a governnent proceeding that's ending on tine.

We are going to adjourn for lunch and reconvene
at 2:00 to begin the first of the industry panels
| ooking at wi ne sales. | would encourage everyone for
| unch, there are restaurants up and down Pennsyl vani a
Avenue, and we al so have a cafeteria on the seventh
floor, where you're certainly welcome, and | | ook
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forward to seeing everyone at 2:00. Thank you.

t aken.)

(Wher eupon, at 1:03 p.m, a lunch recess was
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AFTERNOON SESSI ON
(2: 00 p.m)

COW SSI ONER SW NDLE: Since we're tal king about
Wi ne, | guess it's an appropriate story to tell. |I'm
Orson Swi ndl e, a Comm ssioner on the Federal Trade
Comm ssion. | was giving a |lecture series over in Geat
Britain many years ago, and | was speaking to mlitary
units, and |I was at the Irish Guard, the people that
guard Bucki ngham Pal ace, they wear the tall tunics and
have the tall bearskin hats.

We were having a dining in, and I had been the
speaker, but after the dining in -- a formal dinner,
with all the funny unifornms and everything, we had a
British brigadier who had been with Monty, and he was to
be the after-dinner speaker, and as a custom | |earned,
t hey have a series of bottles of port that they pass
around, and you stay there until all the port has been
consumed. G ven this is a wine discussion here and it's
in the afternoon when everybody m ght be a bit sleepy, |
ought to be passing port around to keep everybody awake,
but we could not find enough free booze nor gl asses, but
we do wel cone you to this session.

l|"d first like to think Asheesh Agarwal. He put
this panel together, and we've got a very distinguished
group of people here that are going to participate with
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us, and | would like to very briefly mention them [|'m
sorry we don't have biographies for everyone, but just
sone procedural things. Each panelist is going to be
given three to five mnutes to nake a short presentation
on their points of view Wth one mnute renaining
soneone is going to raise a flag, and then when you're
one m nute over, soneone el se conmes up and grabs you by
the throat and drags you off the panel.

We' [l have a discussion portion, and during that
period of tinme, people here in the audience will be
allowed to wite questions for the panelists on
three-by-five cards, and they will be passed up here to
us. For the panelists, if once we get through the
presentations and you want to interject a thought, just

do |i ke they do over in Europe, raise your little

placard. 1It's good to have you all here with us today,
and | think we will have a lively discussion.

Very quickly, I amgoing to run down by the I|ist
that | have here and just nention who's here.

Unfortunately, we didn't have biographies, but | think
on one of the websites there's a link to some of the
bi ogr aphi es.

Tracy Genesen, Legal Director for the Coalition
for Free Trade. Boyden Gray, outside counsel for Wne &
Spirits Whol esal ers of Anerica. Steven Gross, the
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Director of State Relations for the Wne Institute.
WIlliamHurd, State Solicitor of the Ofice of Attorney
General of Virginia. Dan MFadden, Professor of
Econom cs, Nobel |aureate in economcs fromthe
Uni versity of California at Berkeley, and it's really an
honor to have you here with us.

I rene Mead, Assistant Attorney General, head of
M chi gan's Liquor Control Division. Mirphy Painter,
Presi dent of the National Conference of State Liquor
Adm nistrators. And David Sl oane, President of the
American Vintners Association. |I'mreally interested in
wat chi ng David work, because he's been on both sides of
this argunent, and he's been vociferous on both sides.

| don't know how you reconcile that, David, in the

process of this discussion. | think I got everyone on
the list.

As | said, | hope this will be a lively
di scussion. It's certainly an issue that is acconpani ed

by nmuch controversy and contentiousness. W are going
totry to focus today, at least | would like to
encourage the panelists to focus today, nore on a
perspective from enhanci ng consuner wel fare rather than
t he constitutional perspective, which may be difficult
for some in the roomand the panel to avoid. But, let's
try to stick to the enhanci ng consuner wel fare aspects
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of the issue, nore on how restrictions on internet
direct sales of wine favorably or unfavorably affect
consumers, including the public health issues, and as
some woul d speak of it, tenperance.

I n readi ng over statenents and observing the
I ssue and reading various articles that appear, those
who woul d favor internet sales of wine certainly cite
conveni ence, price, choice, and | guess freedom woul d be
a mpjor part of that. Those against it would cite tax
and |icense revenues, underage drinking, tenperance and
control. | would expect we would have a few questions
on these issues fromthe audience, and I will throw out
a few questions here to get started. W have an hour
and 45 mnutes. |Is that right?

MR. AGARWAL: Right.

COWM SSI ONER SW NDLE: If everyone speaks three
to five mnutes, there are eight speakers, plus m ne,
that's nine, that's 45 m nutes, we should have an hour
of discussion, and the ability of us to do that is going
to depend on you stayi ng awake, and if you start to
waiver a little bit, we will go get the port and start
wor ki ng that around the room

Why should we treat wine sales differently from
ot her products, such as airline tickets, car rentals,
cars, guns or swords? Does a clainmed deficiency of the
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three-tier systemreally exist? |If so, does it outweigh
the efficiencies and conveni ences for the consumer?
What's the inpact of that system on price and choice?

Do bans on direct sales to consuners really have an

| npact on prices that consunmers pay? Wiy and why not?
Do bans on direct sales to consuners have an inpact on
consunmer choice?

Few retailers carry a wide variety of w nes.
Does banning internet sales dimnish consumer choice?
I's that di m ni shed consunmer choice, if we can assune
that's the case, offset by the greater good created by
the ban? Wy, as sone states do, is it possible to
protect tax revenues and |license revenues and deter
under age drinking and pronote tenperance by allow ng
internet sales within a state, but prohibit those sales
from out-of-state sources?

Cannot the sanme nonitoring provisions be
applied? What do enpirical studies tell us on this
debat e about price, choice, drinking habits and underage
dri nking?

l"m just curious, | would |ike for sonebody
who's really an expert to tell us how nany kids opt for
wi ne rather than beer. | know there's been a
generational change since | was that age, but | would
really be interested in how nuch consunption is
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attributed to underage drinkers. And pronoting
tenperance is often cited as one justification for the
ban on internet sales. | was at the Naval Acadeny's
football ganme with Georgia Tech a year ago, and Georgi a
Tech is where | went to school, we beat them 77 to 7 if
| remenber correctly. | was with the Class of '58 as a
guest. We went back over, the whole tailgating thing,
and they have Naval Acadeny flags flying that say,
"Remenber, it's not about football,” which I thought was
a rather feeble excuse, because |I know it is about
football, and they just know they' re going to |ose, so

they opted to go with "it's |leadership is what it's al

about." How nmuch of it is really about tenperance?
Maybe sonmeone coul d address that. |It's an inportant
| ssue.

Wth that, Tracy, you' re on.

M5. GENESEN: It's up to me. Thank you very
much. | thank the Conm ssion for this opportunity to
speak to you here today. |It's a pleasure to be here,
and unfortunately | am going to speak about
constitutional |aw here today --

COWMM SSI ONER SW NDLE: | knew we woul d have one
of these. Kick her out. (Laughter).

MS. GENESEN. However, | hope to denonstrate how
the enmerging constitutional lawin this area is really
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i ntended to benefit consumer choice.

| amthe Legal Director for the Coalition for
Free Trade, a non-profit foundation conposed of w ne
I ndustry representatives and | egal experts who are
dedicated to using litigation as a nmeans to elim nate
state statutory barriers to the free trade of w ne.

| am speaking here today not just as a | awer,
but also as a small vineyard owner in the Fiddletown
Appal achi an of Amador County, California.

The direct shipping debate, including the
I nternet sale of wi ne, focuses on the bal anci ng of
federal interests in free trade and a conpetitive
econony with state interests. First, I will address the
current and energing status of the |law applicable to
state bans on direct shipping. Second, |I wll exam ne
the legitimcy of the states' argunments that their core
concerns can only be achieved through the use of
discrimnatory statutes. Finally, I'll provide a brief
update on the progress of the six active lawsuits fil ed
in the federal courts.

The question of the constitutionality of state
bans on the interstate direct shipnment of w ne has
beconme increasingly controversial. The Supreme Court
has not specifically spoken on direct inportation of
wi ne, and the only federal appellate court to do so was
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the Seventh Circuit in the Bridenbaugh decision. Court
opinions in recent years have varied w dely.

The Court in Bridenbaugh adopted the view that
Section 2 of the 21st Anmendnent provides nearly plenary
power to the states to establish draconian regul atory
systens as long as they claimthey're doing so to
pronote tenperance, raise revenue and ensure orderly
mar ket conditions. These opinions, |ike Bridenbaugh,
view any inequitable results to small w neries or
consuners as incidental and inconsequenti al.

However, the second group of opinions
illustrated by the nost recent district court decisions
in Virginia, Texas and North Carolina apply nore recent
Suprenme Court devel opnments in dormant conmmerce cl ause
anal ysis. In these opinions, the courts give
preem nence to econom c discrimnation resulting from
the state's disparate application of its regulatory
scheme to protect |ocal producers fromout-of-state

conpetition.

This latter interpretation recognizes the nodern

day distribution inpedinments facing small w neries and

the resulting constriction of consumer choice. These

deci sions seek to harnonize the relationship between

Section 2 of the 21st Amendnent and the commerce cl ause

to serve the federal interests and free conpetition as
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well as the states' interests to protect the health and
wel fare of its citizens, raise revenue and maintain
orderly market conditions.

This nore conprehensive recent interpretation
hi ghlights the limtations on states' powers under the
21st Anmendnent inposed by the dormant commerce cl ause.
The analysis briefly goes |ike this:

If the Court finds that the effect of this state
| aw facially discrimnates against out-of-state
producers, then the state exam nes whether the state's
pur pose, either explicitly or often inplicitly, falls
within |legitimte nonprotectionist powers of Section 2
of the 21st Amendnment. |If the state can denonstrate
that there is no less restrictive means to achi eve these
core interests, then the statute is saved from being
i nval i dated by the dormant comrerce cl ause.

Now, |let's exam ne these core interests that
al ways come up when you talk about states' argunents
regardi ng preventing direct shipping. The position
advanced by the State of Florida provides a
representative exanple of the type of argunment asserting
that a state nust discrimnate agai nst out-of-state
sellers in order to achieve their core interests. The
State of Florida has generally defended its
discrimnatory |law as serving those three interests;
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rai sing revenue, protecting mnors and nmaintaining an
orderly nmarket.

Fl ori da does not have to ban direct shipnents in
order to raise revenue. Like many other states, it can
permt direct shipnents and require out-of-state
W neries to obtain a license or permt to directly ship
wine to adult consuners. The license or permt could
cover the cost of regulation and could be subject to
revocation if appropriate taxes were not paid.

Fl ori da then makes the specious argunent that
direct shipnment of wine into the state will lead to a
substantial rise in underage drinking. First, juveniles
who want to purchase al coholic beverages do not
generally order prem um w nes over the internet. They
find sonmebody who | ooks older to go into a retail store
and purchase the liquor for them

Second, Florida could require that out-of-state
Wi neries appropriately |abel their products so that
conmon carriers can require proof of age before
delivering wine to a consuner. And finally, sone
i nteresting statistics out of the 2002 Pacific Research
study, which states, "Where states that allow internet
sal es of wine, such as New Hanpshire and Nebraska, do
not show an increase in underage drinking." The study
goes on to say that, "New York State, which banned
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internet sales in 1997, attenpted a sting operation in
whi ch m nors would make illegal transactions over the

i nternet, but before the operation could even get off
the ground, the State Attorney General reported that he
could not cite a single instance of mnors acting on
their owm --"

COWM SSI ONER SW NDLE: Tracy, we are going to
have to wrap it up

MS. GENESEN:. Ckay, using the internet. States
with permanent reciprocity |laws report no significant
I ncidents of illegal internet sales to mnors. Lastly,
the State of Florida could adopt an efficient
adm ni strative systemto govern out-of-state direct
shi pment of wine. Those states that have reciprocity in
permt |aws have devised such a system

Now, |I'll get quickly to the update on the
litigation, then |I'm done.

COWM SSI ONER SW NDLE: Excuse ne, | think we're
well over the five mnutes, so we will have to stop, so
maybe we can come back to your point |ater

MS. GENESEN:. Ckay.

COW SSI ONER SW NDLE: Tracy remnds me, | grew
up as a Methodist in South Georgia. When you're sitting
in front of a Baptist preacher and he gets about 30
m nutes into his sernmon, and he says, "and finally,"
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don't believe it. She said finally and lastly -- no,
t hank you very nuch. W wll cone back and you can get
it in later.

MS. GENESEN:. Okay.

COWM SSI ONER SW NDLE: Boyden?

MR. GRAY: Conm ssioner Swi ndle, thank you very
much for the opportunity to participate in this
wor kshop. | don't want to get into the Constitution
arguments any nore than | think you want ne to except to
read the 21st Amendnent just to rem nd everybody here
about how strongly witten and how broadly witten it
I S.

It says, "The transportation or inportation into
any state, territory or possession of the United States
for delivery or use therein of intoxicating liquors in
violation of the laws thereof is hereby prohibited.™
This Amendnent reflects a long history of difficulty
with alcohol in this country, a history that | think is
probably well known to everybody.

At the bottom what people are worried about
with the three-tier systemand this Arendnent is direct
shipment to mnors in ways that can't be nonitored, and
of course, this doesn't have anything to do with the
internet. It long predates the internet. These |aws
and systens weren't devel oped to defeat the internet.
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They were there to defeat unaccountable direct sales and
shipments to mnors, and they affect all fornms of
conmerce, whether triggered by catal og, direct mail,
advertising, subscription or anything else.

At the core of this, as you recognized in your
openi ng statenent, is tenperance and, of course, tax
collection to help enforce tenperance. Teen-aged
drinking is a serious problemin every state, in every
hi gh school, in every college. | have a 17-year-old
daughter, so |I'm perhaps nore acutely aware than | m ght
have been a few years ago or perhaps maybe a few years
fromnow. Testinony here that there's no evidence,
wel |, there have been many stings that have been
conducted where direct shipnments from m nors have been
I mpl i cat ed.

M chi gan, recently there were 70 different
conpani es found to be shipping -- over 1000 bottles of
w ne, 318 bottles of beer and 20 bottles of spirits,
many are going to underage buyers. There are other
exanples like this which I think we will have or wll
provide to this workshop.

| think that, again, to repeat, there's nothing
peculiar to the internet about teen-age drinking. Now,
| woul d concede for the purposes of this argunment that
t hese teenagers or anybody who is seeking to abuse
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al cohol in ways that a state has a legitinmate interest
i n stopping probably aren't going after the $50 bouti que
bottl e of chardonnay or nmerlot froma very fine vineyard
in California or sone other state that m ght feel
slighted by ny not nentioning them

There's a feeling in this workshop or at | east
in the -- not so nuch in this workshop but in the fight
agai nst the 21st Amendnent or the |laws that are
permtted thereunder that wi nes, fine w ne, sonehowis
not al cohol, it's alnost like a work of art, and | wll
frankly concede that | have had bottles of w ne that I
woul d characterize as works of art, but the trouble is
there's no way to distinguish between those works of art
and ordinary jug wine, which a teenager would, I'm
afraid, be happy to get over the internet if it made it
easi er and bypassing the |ocal retailer who knows who
you are and how old you are.

Now, does this mean at the end of the day that
consuners are really hurt? |1 don't think so. W have
recently conducted a poll which showed quite clearly
consuners were happy, 86 percent of those who consune
al cohol are satisfied with the selection they have
avai l able locally; 85 of those who consune al cohol are
satisfied with the conveni ence of |ocal purchase. That
doesn't nean that everybody's happy, but that's a very,
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very high approval rating. There is no showi ng that |
know of that the current systemis inefficient and that
if you have a really good product with demand that it
won't be stocked in a |ocal store.

Again, | believe that this is in a sense off
limts because of the 21st Anmendnent, but we think that
there are very, very conpelling argunents which support
the laws that exist quite apart fromthe 21st Amendnent.
Thank you very nuch.

COW SSI ONER SW NDLE: Thank you very nuch,
Boyden. | was recollecting ny tine at Georgia Tech, and
we thought Falstaff was a work of art. Anybody in here
ol d enough to renenber Falstaff? Steven G oss does.

St even?

MR. GROSS: Yes, | do.

My nane's Steve Gross. |I'mthe state relations
manager at the Wne Institute. W represent over 600
California wineries and affiliated businesses that
produce 80 percent of the wines made in America and 93
percent of our exports, and on behalf of all our
menmbers, |I'mvery pleased to be here today.

Today's issue is one with which I'm very
fam liar. Concerns about the I aws and regul ati ons that
t hwart conpetition in internet wi ne sal es have been a
fundament al concern of our menbership for decades.
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These restrictions inpact consuner choice and hurt smal
fam | y-owned wi neries.

As early as 1985, the Wne Institute created a
subcomm ttee to look into the issue of
direct-to-consunmer sales, and | was designated the staff
contact on that commttee in 1986. That's the cross
|'ve borne ever since.

The ability of consuners to have reasonable
access to the wines of their choosing has been and w ||
continue to be the foundation of our public policy
efforts in this area. W believe that positive changes
can be achieved within a regul ated market pl ace. Rather
than sinply calling for the elimnation of |aws, we've
worked with state and federal governments to change bad
| aws and to enhance good | aws, both while acconmpdati ng
the requirements of state regulators and | egislators.

Per haps sone background here woul d be hel pful.
Most wi neries begin their business life primarily
t hrough the operation of a tasting room This direct
i nteraction with consuners is key to them beginning to
build their brands. A unique aspect of the w ne
i ndustry is that our tasting roons have al so becone
touri st destinations, and entire industries have
devel oped around visits to the wi ne country.
| nevitably, this means that consunmers from out of state
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will begin to seek out ways to purchase nore of the
wi nes they've tasted when visiting at the w nery.

The role of the wine nedia is al so inportant.

An entire niche industry of wine witers exists,
publ i shing in magazi nes, newspapers, on radio and
television, as well as in newsletters, catal ogs and now
on the internet. These individuals review thousands of
W nes every year, |eading consuners to seek out the

w nes about which they're reading and hearing. All too
often, they find that the wines they wish to sanple are
not readily available to them where they live.

In a 1998 survey of our nenbership, we found
that only 17 percent of our w nery menbers had
distribution in all 50 states. That nmkes for |ots of
frustrated consuners.

It's inmportant to understand what | nean by
"readily available.” Ohers argue that the three-tier
systemw ||l allow for sufficient consunmer choice. Qur
menmbers, however, are regularly contacted by consuners
seeking to buy products they can't find locally. Just
because a wine is listed by a wholesaler in a particular
state doesn't nean the wine is avail able statew de. For
exanpl e, a Florida whol esal er nay have purchased three
cases of a particular wine and sold one case each to
restaurants in the Mam area. That doesn't nean that
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that wine's available for a consumer seeking it in
Tal | ahassee.

Consuners, when they contact the wineries to try
and find those wines, get very frustrated when they are
told that, yes, we have the wine, it's available for
shi pping, but we can't ship it to you, because you live
in Florida. |If you lived in one of 24 other states, it
woul d be legal, but Florida is one of the states where
It's not.

We feel that a nunber of state |aws and
regul ations that have devel oped since the repeal of
prohibition are, in fact, protectionist, discrimnatory
and anti-conpetitive. The Wne Institute, though, has
wor ked carefully with our menmbership to craft solutions
to sone of the nore onerous |aws w thout underm ning the
role of state legislators, regulators, |ocal whol esalers
and retailers. |It's been our position that we need to
augnent the three-tier system not replace it.

Exanpl es of some of the provisions that we have
found problematic would include the fact that 22 states
have passed some form of nonopoly protection | aw that
further regulates the contractual relationship between a
wi ne supplier and a whol esaler in a manner nore
restrictive than other general business contracts.

These | aws consistently are designed to protect the
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interests of the in-state whol esal ers.

Just this year, the courts and |legislature, in
turn, struck down the new Illinois Wne and Spirits Fair
Dealing Law. These laws |limt the nunber of conpetitive
whol esalers in the marketplace, and in turn, hanper the
ability for a winery to find and maintain satisfactory
whol esal er representati on.

Sone states, Washington and M ssouri, for
exanpl e, have inmposed taxes on all w nes, including
out-of-state wines that are sold in the state, and these
funds are then used exclusively for the preferenti al
mar keti ng and pronotion of in-state wineries. O her
states have created preferential distribution channels
for in-state wines only. Arkansas allows only native
wines to be sold in grocery stores, while Virginia
allows only Virginia wines to be sold in state |iquor
stores. All of these elenents affect a consuner's
choi ce.

We do feel that solutions exist. Twenty-four
st ates have passed legislation that allow for limted
direct shipping. W' re not here as proponents for an
unr egul ated, unlicensed marketplace; rather, I'mhere to
say that reasonabl e accommodati ons have been made in
t hose states where | aws have already been changed. They
have been carefully crafted to satisfy |ocal concerns,
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some have been nore successful than others, however.

Wne Institute certainly does not condone the
i1l egal shipping under any circunstances. | feel it's
| nportant to point out the difference between ill egal
and | egal shipping actions. Boyden referred to the
M chi gan stings. These were conpani es who were already
breaking the | aw by sinply shipping into the State of
M chigan. To draw a conclusion fromtheir behavior that
It's inpossible to have a regul ated wi nery cooperation,
payment of taxes and orderly |icensing and registration
in a legal shipping state is unreasonabl e.

Further, M chigan's not an approved direct
shi pping state for any of the common carriers;
therefore, no effort has been nmade to train drivers on
t he special handling and proof-of-age requirenments used
in the | egal shipping states. Each major shipping
conpany, UPS, FedEx and DHL, maintains a distinct
contract in a set of approved states for those w neries
who participate in their |egal shipping programns.

It's hard in our discussion today to single out
a specific separate role for e-commerce, although a few
states have already done so. In Mnnesota, they
specifically excluded internet orders fromtheir
reci procal shipping law. While in contrast,
Pennsyl vania just this year passed a |law that allows for
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limted special order direct shipnents only when pl aced
over the internet. |In npbst cases, e-commerce sinmply is
grouped in with the other sal es nmechani sns, such as
catal og and phone orders that we've been dealing wth
over the years.

In conclusion, | believe Wne Institute wll
continue to work with the states and the Feder al
Governnment to craft |egislation that bal ances consuner
demand for choices and the regulatory requirenents that
create a safe and orderly marketplace. W believe this
Is the right path for the future. Seventeen years ago,
no state had passed direct shipping |legislation. W now
have al nost half the states on record with sone type of
curative legislation on the books. Sonme of the existing
| aws can be inproved, bad | aws shoul d be repeal ed, and
ultimately the consunmer's the winner. W appreciate any
role the FTC m ght play in helping us to achieve this

goal of providing custonmers with the choices that they

desire.

COW SSI ONER SW NDLE: Thank you, Steve, and
fromthe Comopnwealth of Virginia, Bill Hurd.

MR. HURD: Thank you, Comm ssioner.

Tracy indicated that she was here not just as a
| awyer but also as the owner of a small vineyard. | am
here not just as a |lawer but as a -- | won't say
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connoi sseur but at |east a drinker of wine. Sone of
it's fine, sone of it not so fine.

More inportantly, though, I'malso here as a
father of children who are entering their teenage years
and who, as tinme goes on, will be subjected to the
tenptation to engage in underage drinking. |'m not
going to attenpt to steal Irene Mead's thunder, but |
will point out that in her prepared remarks, she has
presented a persuasive case as to why underage drinking
woul d be exacerbated were direct shipnment to be
| egal i zed.

My friend here to ny right, who should have
brought some sanples with him fine or not so fine,
mentioned that in Virginia, we do have a limtation that
our state ABC stores only sell Virginia wine. |'m not
sure why he thinks that's a problem Every retailer has
to engage in choices about what niche in the marketpl ace
you will try to make for yourself and what products you
will stock. W have 256 ABC stores in Virginia. There
are several thousand stores that sell other sorts of
wine. |If we don't try to conpete with them and their
sale of California wine, | would think they would be
happy about that.

The Comm ssioner has said that one question here
is, why should we treat wine differently? The
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Commi ssi oner has al so asked us not to tal k about the
Constitution very nuch. Those are really contradictory
requests.

COW SSI ONER SW NDLE: Makes it chal |l engi ng,

t hough, doesn't it?

MR. HURD: It's a challenge to which I am not
up, and therefore, | wll talk about the Constitution
just a bit, because since the end of prohibition,
Virginia, like alnost all states, has placed speci al
controls on the inportation, transportation and
di stribution of alcohol, and we have done so pursuant to
the powers given to all the states by the 21st
Amendment, an Anmendnment which created an exception to
the normal operation of the commerce clause. Therefore,
any di scussi on about the interstate shi pment of w ne or
any hopes that Steve or others may have for action by
the FTC nmust begin by recognizing that the Federal
Gover nnent does not have the sanme jurisdiction with
respect to wine that it has with respect to other
products.

As the Suprenme Court noted in a very different
case but one that nevertheless is significant here, dual
sovereignty is a defining feature of our nation's
Constitutional blueprint. They went on to say in
anot her case that the Constitution protects us from our
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own best intentions. It divides power anpbng sovereigns
precisely to we nay resist the tenptation to concentrate
power in one |location as an expedi ent solution to the
crisis of the day.

Well, the crisis of today appears to be the
difficulty in ordering a bottle of wi ne over the
I nternet, and while sonme m ght be at the same tined to
sol ve that problem by use of federal power, that
solution is permssible only if the Constitution places
the power in federal hands, and it does not.

Sovereignty has been divided between the Federa
Governnent and the state governnents. An allocation of
t hat sovereignty has not always remai ned the sane. For
exanple, with the 14th Amendnent, sovereignty was
transferred fromthe states to the Federal Governnent,
and conversely, with the 21st Anmendnent, the people
returned to the states a portion of the power originally
surrendered to the Federal Government so that the states
could regulate the inportation, transportation and
di stribution of alcoholic beverages within their borders
even when those regul ati ons woul d i npose burdens on
conmerce unacceptable -- otherw se unacceptable, |
shoul d say, under the commerce cl ause.

I n short, Judge Easterbrook said in a very
i nci sive remark, that the 21st Anendnent "enpowers
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states to control alcohol in ways it cannot control
cheese."” Thus, the FTC, the Federal Government at
| arge, may exercise power on the interstate shipnment of
cheese or autonobiles or contact |enses in ways it
sinply may not exercise over w ne.

The bottomline is this, that we have a | ot of
vi neyards out there that produce good wi ne. Consuner
choice is a good thing, and under our present systemin
Virginia, as in nost states, consuners have a w de array
of choices, and our door is open for other wines to cone
in. Al they ask is two things -- we ask two things:
One, that they conply with our |aws, just as other
conpetitors have to conply with our |aws, and two, that
if those laws are to be changed, that the changes be

|l eft to the people of Virginia as the Constitution

al | ows.

Thank you.

COW SSI ONER SW NDLE: Thank you very nuch,
Bill. Professor MFadden?

MR. MCFADDEN: | am an econoni st appeari ng on
the panel as an individual. | own a small vineyard in
the Napa Valley. | sell grapes to large and small

wineries, and I'mfamliar with the positions taken by

many people in the industry; however, ny intention here

is to speak for consuners, not for the w ne business.
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My work as a professional econom st concentrates
primarily on consumer behavior with applications in
mar keti ng, health and the environnent. |'mnot a
specialist in the economcs of the wi ne industry.

In comon with nost econom sts, | believe that
consuners benefit fromfree nmarkets operated with
m ni rum gover nment regul ati on, the m ni num gover nnent
regul ation required for consuners' protection. The
hi story of governnent regulation to markets is littered
with exanples of restrictions ostensibly adopted on
behal f of consuners that instead protect concentrated
econom c interests in the end at the consuner's expense.
The restrictions on direct purchases of wines | believe
are an exanple of this abuse of the regulatory process.
They protect concentrated econom c interests. They go
far beyond the m nimum regul ati on needed to maintain the
integrity of state taxation and the protection of
m nors.

For exampl e, consider a Florida consuner who
visits one of the hundreds of small wi neries in
California and finds in a tasting rooma w ne he woul d
| i ke to purchase for his own consunption, but that w ne
is not sold to retailers in Florida. Florida is one of
the nore extrene of the states that prohibit interstate
wi ne shipnments. As a consequence, this buyer cannot

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

189



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

190
purchase this wine and have it shipped to hinself, even
though if it were sold inside Florida, it would be |egal
for himto conduct this transaction, and he would, in
any case, be willing to pay the Florida taxes.

The winery that he's visiting not only |oses the
I mmedi ate sales to this prospective custonmer but also
| oses the opportunity to develop a continuing
relationship with the custoner through its w ne club and
ot her devi ces.

For wi neries that produce a few thousand of
cases per wine per year with varietals produced in two
small lots for national distribution, direct sales to
i ndividuals are critical to their operations. The
shi pping restrictions of states |like Florida mke a
felony of a market transaction that would be conpletely
|l egal if it were carried out within the Florida state
boundari es, and Fl orida provides no reasonabl e nmechani sm
for the buyer or the seller to neet the control and tax
requi rements that Florida i nposes on intrastate
transactions. Thus, the Florida legislation is a direct
attack on interstate commerce.

As a general matter, the devel opnment of
e-comrerce has benefitted both producers and consumers,
openi ng markets that were previously not well served by
traditional distribution and retail networks. The
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experience of the |ast decade has been that in sone
areas, this has substantially changed industri al
structure. That's true for business-to-business
transactions, for parts and things |ike that.

However, the worst fears of traditional
distributors and retailers about internet conpetition
have not been realized. |In npbst cases, these
traditional market participants provide val ue added t hat
bot h producers and consuners value and are willing to
pay for, and they remain robust players in the
di stribution system

My understanding of the wine industry is that
where internet or wi nery purchases and shipnents of
prem um wi nes have been permtted, this has primarily
benefitted consunmers by expandi ng choi ces and has
suppl enment ed rather than replaced traditional
di stribution channels. For exanple, in California,
whi ch does permt intrastate wine shipments and internet
purchases, retailers and distributors seemto be very
healthy. That's also the case in Illinois.

My guess is that in many cases, the ability of
consunmers to visit w neries, sanple products and arrange
one-timer periodic shipnments sharpens consumer interest
in premumw nes. In the end, this increased interest
benefits rather than hurts traditional distributors and
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retailers.

Of course, there's the opposing view, which is
that distributors and retailers of alcoholic beverages
have, since the passage of the 21st Anendnent, acquired
a great deal of market power through their influence on
the state legislatures. In this view, internet sales
and shipnents are a serious threat to this market power.
If this is true, then clearly the interests of consuners
are not being served.

However, ny suspicion, based on ny experience as
an econom st over many years, is that there's
consi derably | ess noney at stake than either the
distributors and retailers or their critics think.

Rents accrued from market power have a tendency to

di ssi pate through entry pressure and through the cost of
mai ntai ning the market position. | believe the evidence
fromstates that allow direct sales indicates that
distributors and retailers would not be substantially

I npact ed.

As one winery owner | interviewed said to ne,
"My distributor makes nme feel powerless, but he does a
|l ot for me, and | value that. | would not do anything
to jeopardi ze the relationship.” Simlarly, | see the
value to consuners of direct w ne shipnments com ng
primarily from access to wines that are not available in

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

their comunities. \When consunmers have retail outlets
with the same products, they will usually seek the
conveni ence and val ue added provided by their | ocal

mer chant .

Premumwi ne is a product which is clearly not
prom sing for the entry of generic or |ow price brands
distributed by direct shipnment. |If direct interstate
w ne shipnments were nore wi dely available, | would
foresee sone conpetitive pressure on distributors and
retailers. | think that would conme primarily from
direct sales to large retailers, but | see no
substantial restructuring of the industry.

| find it particularly sad that the
anti-interstate shipping |egislation that has been
passed is so disproportionate in its negative inmpact on
consuners relative to what | believe is a very nodest
degree of protection that it provides to traditional
distributors and retailers.

COW SSI ONER SW NDLE: Dr. MFadden, can you
summari ze here?

MR. MCFADDEN: Okay, let nme just say one | ast
t hi ng.

If the only issues were that of controlling

access of al coholic beverages to m nors and handling

taxation, there are direct ways to handle that which are
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reasonabl e and proportionate. One way is through sales
arrangenents that states nake with wineries. Wthin a
reasonably regul ated nmarket, an alternative nm ght energe
t hat woul d be even nore attractive for w ne producers
and consuners.

Speci al i zed shi ppers m ght take on the
responsibility of licensing shipnment to the various
states and neeting state control and tax requirenents.
States that authorize such shippers mght find them
useful, in fact, for collecting taxes for other products
as well. Because al coholic beverage distributors are
al ready experienced with interstate wi ne shipnents, they
are well positioned to take the lead in providing such
shi ppi ng services. | believe that the shipping to w ne
di stributors instead of opposing free trade should get
with the program and do well by doi ng good.

| urge the FTC to | ook closely at the state
| egi sl ation that goes beyond the m ni mum regul ati on
needed to neet legitinmate state concerns on control and
taxation of alcoholic beverages. | urge themto conbat
the use of the 21st Amendnent as a cover for a tax on
i nterstate conmerce.

COW SSI ONER SW NDLE: Thank you, Dr. MFadden.

I rene?
MS. MEAD: (Good afternoon. | have remarks that
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are on the website, and | am not going to read them all
because it would take ne way too nuch time, but | do
want to tal k about M chigan's actual enforcenent
experience and to touch on sone things, because | think
| want to dispel a few nyths about direct shipping.

The first thing is that this is a new problem
It's not. Mchigan's laws that prohibit direct shipping
have been on the books since prohibition was reveal ed.
In nost states, that's the case as well.

Secondly, there is not a single state right now
that has unlimted shipping into their state. Even the
reci procal states at best permt two cases per nonth, so
that there are limts placed there. |It's not free
trade, as such

The third thing is, it's not really an
e-comerce issue. What we're really tal king about is a
formof smuggling. Prior to e-comerce, it was small --
| call it like | see them You talk catalog sales, you
tal k phone things. Wat got Mchigan really going was a
few years back, there was a 17-year-old at an al coho
rehab center, and he wote a letter to a distillery and
wanted a case of their whiskeys, and they sent it to
him and he got it at the distillery. So, he thought
this was great, so he wote another letter to the
distillery saying, oh, the bottles were cracked, and he
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got a replacenent case. And at that point, it was
i ntercepted by an adult.

The problemwith the nunbers that people or the
I ssue about m nors and counting mnors and finding
mnors is the sane issue that's conme up with bricks and
nortar. Mnors do not report thenselves so that they
can get a m sdenmeanor conviction. People who sel
illegally to mnors do not report thenmselves. Wen
you're talking bricks and nortar sales, you find out
about these kinds of things because you find a kid in a
ditch. They're dead, they've hit sonebody, this kind of
thing. O maybe you're |ucky enough to catch them
| eavi ng a bar.

The same thing is true with the internet.
You're not going to find themreporting thenmselves. You
don't find that. The only way you'll really get a
handl e on whether or not there are sales to m nors going
on is through the controll ed buy purchases. You use an
underage person. They nmay go in, they attenpt to nake a
buy. If they're successful, then you go forward agai nst
the licensed establishment if you're within the state.

The same kind of thing was what M chi gan deci ded
to do with respect to internet sellers, and what we did
was we set up a minor with a credit card, and about
one-third of the sites visited would sell. The other
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two-thirds, sone didn't ship to M chigan because they
knew M chigan did not permt that, and some didn't
because once they got the age in, and the m nor put the
actual age in, they didn't conplete the sale.

However, on the other sites, at best, you had to
click a button. "Click here if you're 21." Well, any
of you who have had any experience with underage people
trying to make a purchase know that a "click if you're
21" isn't going to get anywhere. Then we had UPS
deliver all of the purchases, and at best, when there
was a sticker saying, "adult signature required,"” they
woul d make sure that the person was 18. They did not
make sure that the person was 21, even where it was
identified as an al cohol product.

One of the sites was internetw nes.com out of
I[llinois. This is a person, when we went and charged
themw th a m sdeneanor sale to a m nor, got very angry,
said he only dealt with upscale wines and this kind of
thing and they woul d never ever do business in M chigan
again, which was really what we were | ooking for.

However, while we were still proceeding with
this m sdeneanor, they sent our mnor a follow up
sayi ng, were you satisfied with your purchase? Wuld
you |ike to purchase again? So, he said sure. So, he
agai n purchased fromthem So, we had two sales to
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t hem

On this website, which -- oh, by the way, the
bottles of fine wine that were purchased were bl ackberry
wi ne. The first one was $6.85, and the second one was |
think $6.66. | don't really probably classify that as a
fine wine in ny perspective, but maybe for the mnor it
was.

However, they al so have other things that
they're selling at the sane website. | would invite you
to go there. At the tinme that we made the purchases,
there was an entire webpage that was devoted to grain
al cohol, ranging from 192 proof to 194, and if you
bought enough, they woul d suspend all their shipping
charges. So you get the frat -- first, go and check out
where you can buy the grain alcohol. Then you go and
you do the general internet search under grain al cohol,
and you conme up with all of these wonderful recipes for
frat parties. They all begin, "you get a clean garbage

pail," and you put in your grain alcohol, about three or

four bottles, and then you cut it with cough medicine,

and then you add cottage cheese. These things are

really, really disgusting. The coments about themis

yeah you drink one drink and you're out until Tuesday.
That appeals to mnors. They think this is

really cool. So, there is this deal with m nors, and
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you will not find the sales to m nors w thout doing
stings, and stings on internet sites are very expensive
to do. We did about 3500 conplaints on in-state
retailers in Mchigan, about half of which were based on
underage sales. W have got a rate of underage sales
right now that's down to 20 percent. The 33 and a third
percent is what we have got on the internet sellers.
They don't have the sanme incentives. W can't take
their license. They don't have the sane incentives not
to sell.

COW SSI ONER SW NDLE: Irene, we are going to
have to stop and cone back

MS. MEAD: Ckay. Murphy Painter.

MR. PAINTER. My nane is Murphy Painter, and |I'm
t he Comm ssioner of Alcohol and Tobacco Control in the
Loui si ana Departnment of Revenue. | conme here today
representing the Joint Commttee of the States, which is
conposed of two organi zati ons and make up the two
di fferent ways al cohol is presently regulated in the
United States.

The 18 control states that both sell and
regul ate al coholic beverages are represented by the
Nati onal Al cohol Beverage Control Association and the
Nati onal Conference of State Liquor Adm nistrators
represents the 32 |licensed or open states.
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To start this dialogue, I want to call attention
to the one fact about wine that makes it different from
all other commodities that will be discussed in the next
t hree days, that difference being it is an alcoholic
beverage. In addition, none of the other commdities
and services being discussed here have been the subject
of a constitutional amendnent that acts to restrict the
free flow of interstate commerce into the commodity or
service.

The 21st Amendnent is explicit as to the
I ndi vidual state's right to regulate alcohol. Section 1
of the Anmendnment repeals the 18th Anmendnment, which
establi shes prohibition. Section 2 reads, "The
transportation or inportation into any state, territory
or possession of the United States for delivery or use
therein of intoxicating liquor is in violation of the
| aws thereof and is hereby prohibited.”

Section 3, which gave the Federal Governnent
concurrent power to regul ate, was del et ed.

Accessibility to markets and consunmers, the very thing
that out-of-state wi neries, wholesalers and retailers
are fighting over on this issue is at the heart of the
21st Amendnment and all of the acts and regul ati ons that
exi st today. Tenperance, a word not often heard since
t he death of Carry Nation, means noderation or
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abstinence. Where alcohol is permtted, the | aw denmands
noderation. \Where the people have voted to excl ude
al cohol, they want total abstinence.

We regul ators, as enforcers of the second tier
of a three-tiered federalist governmental system nust
mai ntain that taxes are being paid, that access, both
t enperances access and underage access, is enforced, and
that the duly needed fair trade | aws of each state be
enforced to maintain a level playing field, but also to
mai nt ai n tenperance.

We al so argue that this is being done not only
t hrough the authority of the 21st Amendnent, but al so
t hrough the core police powers that are given to the
states by the Constitution to maintain the health,
safety and wel fare of our citizens.

The ones here today to argue for e-commerce of
wi ne and direct shipping of such, because you can't have
one wi thout the other, would want the FTC to | ook at
wine in a different light than beer and spirits. Even
t hough it may be arguable that wine's value is different
t han beer and spirits, it is still an alcoholic
beverage, and unfortunately, when abused, an
i ntoxicating liquor, and as such, each state has the
ri ght under the authority of the 21st Anendnent to
regulate this product. This nmeans to its exclusion if
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voted by | ocal option.

|"mnot a |lawer and will not try to cite cases
t hat make this stance stronger, nor am| an econom st
and attenpt to explain all the fundanmental s about supply
and demand. Sources reflect that the nunber of w neries
in the United States has grown from approximately 900 in
the 1980s to over 2500 today; however, Wne Institute
data shows consunption in the United States being |ess
i n 2000 than in peak years in the 1980s.

As a regul ator representing every state
regul ator of alcohol in the United States today that has
to take a stance on what others, that being state courts
and | egi sl atures, have deenmed to be worthwhile and
correct for the state that each of us represent. W are
charged with holding the line until the dynam c forces
of economi cs and politics create organi zed and | awf ul
change by | egislative process.

Does the three-tier systemlimt online sales?
That answer is absolutely. |Is this justified? That
answer is absolutely, also. As long as wine is
classified as an intoxicating comodity, it will have to
stand along with beer and spirits. If wine is exenpt
fromindividual state regulation, then so is beer and
spirits.

Are there less restrictive means for achieving
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t he same goal s? The political and econom c forces have
combined in some states to allow sone sort of limted
access to wines. Louisiana is one state that passed a
direct shipping legislation in 1998. Fiscal year
2001- 2002, ending June, |ast June, showed only $1, 700 of
taxes paid by this process versus approximately $130
mllion paid through the tiered system Only 20
out -of-state wi neries out of the 2500-plus in the United
States and only four out-of-state retailers out of
hundr eds of thousands chose to utilize this process.
This should be a good indicator of the demand.

Statistically, the present systemis one of the
nost efficient tax collection systenms, if not the nost
efficient, in existence today. It certainly is the nost
efficient systemas far as tenperance. One only has to
| ook at the 15-year grand experience from 1919 to 1933
to prove that. W regulators, as duly appointed
gat ekeepers of our individual state statutes, pledge to
continue to effect the police power granted to the
states to protect the public health, safety and norals
of our individual citizens that has been the norm since
1933.

| thank you for the opportunity to speak today.

COW SSI ONER SW NDLE: Thank you very much,
Mur phy. David Sl oane.
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MR. SLOANE: | also very much appreciate the
opportunity to be here today and thank you for hol ding
this hearing. | think it's a very inportant opportunity
for people to get sone issues out on the table.

| am Davi d Sl oane, president of the Anerican
Vint ners Associ ation, a national trade association of
650 nostly small wineries in 48 states. 2600 of the
nore than 2700 wineries in the U S. today face a market
access crisis. This is the result of a requirenment in
nost states that out-of-state wineries sell only through
| i censed in-state whol esal ers.

However, whol esalers generally do not wish to
enter into relationships with small w neries because
they lack the production capacity and the demand of
| arger national wine brands. It's the ultimte catch-22
for small w neries.

As a consequence of this policy disconnect, the
vast majority of America's wineries are effectively shut
out of the commercial mainstream unl ess they have sone
alternative means for getting their products into the
stream of comrerce. That alternative market nmechani sm
is for states to allow wineries to ship limted
quantities of wine directly to consuners either in
intrastate or interstate commerce. A mpjority of
states, including Mchigan, allow intrastate shipping,
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and 24 permt out-of-state wineries to sell directly to
consuners within their borders. This is a rationa
solution to the market access conundrum facing smal

W neries. Taxes are paid, where required, and to the
best of our know edge, there have been no prosecutions
I nvolving the internet sale of wine to m nors.

However, whol esalers are strongly opposed to
direct shipnment and have used their considerable
political influence in many state |egislatures to
prevent the establishment of this critical alternative
mar ket mechanism  Thanks to their |obbying efforts,
interstate shipnment is a felony in seven states and a
m sdemeanor in another 18.

Anot her factor which contributes to the market
access crisis for small wineries has to do with the
three-tier systemitself. Wholesalers have not |limted

their | obbying efforts to preventing direct shipnent.

They have al so waged highly successful canpaigns in many

states to raise the bar on whol esaler entry, secure
franchi se protection and to obtain exclusive
territories, all of which nake the three-tier system an
i ncreasingly nmonopolistic, inefficient and risky place
for small wineries to do business, to say nothing of
what the inplications for consumers may be.

If you then factor in the inplications of
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206
whol esal er consolidation, nmany markets are now down to
only two whol esalers, and the |ack of alternative market
mechani sms, you begin to see how small wi neries face a
genui ne restraint of trade in certain markets.

As the federal agency tasked wi th safeguarding
conpetition and preventing unfair marketing practices,
we urge the Comm ssion to commence a mar ket - by- mar ket
I nvestigation of the liquor whol esale industry. This
situation deserves and demands your urgent and pronpt
scrutiny.

We can all agree that alcohol is responsible for
many social ills and that its control is a necessary
function of governnent; however, there is no evidence to
suggest that the direct shipnment of w ne has contributed
to any of these ills. |f underage access and tax
evasi on were such serious concerns, why do a majority of
states permt the intrastate shipment of w ne? Wy do
24 states permt the interstate shipnment of wine? It's
because underage access and tax evasion are |largely red
herri ngs manufactured by whol esalers to di scourage
direct shipnment. Make no m stake about it, this fight
i s about econom cs and econonic protectionismprimarily,
not about whether citizens can adequately -- whether
states can adequately protect their citizens against the
evils of alcohol.
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The threshold for state regul ation, especially
when it involves shutting down conmerce with other
states, needs to be higher than a sinple showing that it
I's possible for kids to obtain alcohol via the internet.
Know ng that such sales are possible is not the sane as
havi ng proof that they are actually occurring. In
readi ng Attorney General Mead's statenent, | found it
I nteresting that no attenpt was nmade to determne if any
of the 174 out-of-state al cohol shipnments recently
sei zed by M chigan authorities were ordered by m nors.
That | don't think would have been so difficult to
determ ne. General Mead's staff nmeticulously identified
what was in each of these statenments, where they cane
from and who sent them but apparently stopped short of
exam ni ng the nost relevant question of the day, were
any of these products ordered by m nors? Perhaps the
state did go that extra step, but the results were
om tted because they don't support what the General's
position is.

I f M chigan has reservations about all ow ng
interstate shipping, it already permts intrastate
shi pments. The state should take confort in know ng
that a federal |aw was added to the books two years ago
that will help ensure that unlicensed, out-of-state
suppliers conply with their alcohol control laws. The
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21st Anmendnment Enforcement Act, which the M chigan
Attorney General supported, | believe, gives states
access to federal injunctive relief to hold renote
sellers accountable for their indiscretions.

M chi gan should -- in closing, | should say --
shoul d al so take confort in know ng that the Federal
Gover nnent has very recently endorsed the concept of
direct shipnent in a law that's bound for the
President's desk to essentially reduce the burdens based
on the airline travel business of all of those carry-on
packages that people bring back with themfromtrips to
wi ne country. They will now be able to ship those back
to their hones, and the Federal Governnent seemed to
think that there were enough safeguards in place for
that to happen.

So, thank you.

COW SSI ONER SW NDLE: Thank you very nuch,
Davi d. Excellent points of conmbat | think everybody has
pretty well staked out. Can any of you be |listed as
uncommi tted at this point in time, or undecided |I guess?

Davi d Sl oane threw out several provocative
statements, and | think 1'd like to start with those in
the interest of continuing the dialogue, and I would
li ke to ask anyone to weigh in. | would like to spend a
mnimumtinme tal king, but three points that | picked up,
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he certainly questioned the M chigan capture of |arge
ampunt s of product and questioned whether any of that
was frommnors. | would |ike for Irene perhaps to have
a chance imediately here to respond to the particul ar
question, but David suggested that it's all about
econom cs and mar ket power and very little to do with --
and | shouldn't put words in your mouth -- but it's not
really about tenperance. The 21st Anmendnent, | think it
has pretty well been established here in the opinions of
sone, that it is there, | think -- | forget who said it,
but it was suggested that it had to do with helping to
manage the norals of our people and avoid underage

dri nki ng.

MR. AGARWAL: That was Murphy.

COW SSI ONER SW NDLE: Was that Murphy? [Is the
21st Amendnent really about that and is it really
relevant? There are some here who would say it's
extraordinarily relevant and sone say it's not so
rel evant. Anot her point that David brought up, if
intrastate comrerce via the internet is pernissible and
it's managed and it supports the tenperance novenent,
it's controllable, it's taxable, why couldn't the sanme
rules that apply to that be applied to interstate?

But first, on the M chigan question, any mnors
in that group of people?
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MS. MEAD: We aren't sure. What we would do is

when we got a shiprment in, we sent a letter out to the

shi pper and also to the mnor -- well, to the intended
recipient. Sonetines it was a gift going, and what we
asked -- in both cases, we advised that it was illegal

to ship into Mchigan interstate, and we asked themto
fill out a survey and respond.

VWhen people filled out a survey, they generally
responded that they were of age. We had about half the
people that did that respond and -- would not respond.
In the cases of those that did respond, about half of
themindicated that their age was never checked, either
as a recipient of a gift or if they were ordering for
t hemsel ves.

We al so ended up havi ng about 65 percent of the
comrerci al shipnments, which is not |ike, you know, a
cousin shipping to sister or to another cousin, that
kind of thing, 65 percent of the commercial shipnments
were actually from al cohol retailers. They weren't from
wi neries. The biggest problemis really from people who
are out there, the Samis Wnes & Liquors out of Chicago,
t hat kind of group who want to ship everything in, and
we did have tequilas and we had whi skeys and we had gins
and we had beers. We had sonme home brew beer that had
the caps froma major beer manufacturer put on their
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beers. We had wines that -- | tal ked about the

bl ackberry. W had el derberry, we had choke cherry. W
had sone very fine wi nes but some that |'m not sure
you'd want to touch. W have eye of newt w ne, that was
my favorite, but it cane fromeverywhere, and it didn't

I nclude just wines. As | say, we had a | ot of w ne, but
we had a ot of other stuff as well, and 65 percent are
retailers. They're not wineries. So, it's not limted
to that.

COWMM SSI ONER SW NDLE: Well, we haven't solved
the problem w th underage drinking custoners. | my
have m ssed the point initially, but did you have many
underage drinking custoners in that cache of
illegally --

M5. MEAD: We couldn't tell, because about 50
percent refused to respond to us. W took on the
i ntercept of these shipnents as an additional |evel of
work for our office, and we have eight attorneys, which
i's now going down to four after sonme budget cuts, that
do everything in state -- | mean, every Kkind of
conpl aint and charge and that sort of thing. So, we did
what we could with what we got.

COWM SSI ONER SW NDLE: Well, you nentioned some
retailers were ordering and a nunber of other products
showed up in the orders. For those who are supportive
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of wi ne being sold over the internet, | would pose a
gquestion, and again | encourage you to challenge each
ot her, should wi ne be treated differently fromspirits
or beer?

MR. GROSS: |If | could maybe dive in on that
one, in the 24 states where we've passed legislation to
all ow for direct shipping, each state |egislature has
chosen what products they were going to include in
the -- what they legally allowed. There's two states,
New Hanpshire and North Dakota have chosen to expand
nore broadly than just wine. The other 22 states that
have passed | egislation are wine only states, but that's
a decision that's up to the state |egislatures when they
deal with this issue to nake the choi ce of what products
they're going to include.

In Murphy's state, in Louisiana, they chose to
deal only with w nes, but one of the unique things they
chose to do was to allow only wines fromw neries that
aren't doing business in the State of Louisiana. So, in
t hat case, they've chosen to make an additi onal
di stinction that you can apply for and receive a permt,
but you have to choose whether or not you want to be a
Wi nery who's in the three-tier systemor a w nery that
is totally a direct shipping winery into the state.

They didn't allow for both.
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| think those kinds of distinctions make for
differences in the nunber of w neries that would be
participating in the state or not, but the |legislature
i n each state ultimately has the deci si on-maki ng power
to deci de which products are going to be included when
t hey do pass direct shipping |egislation.

MR. HURD: | would add one --

COVMM SSI ONER SW NDLE: Go ahead.

MR. HURD: -- just one brief point, that the
21st Amendnent does not contain any wine codicil to it.

MR. GRAY: | said it earlier, but I think that
you can't assune that mnors aren't interested in w ne,
especially the sort of wine cooler type drink that's
very, very popul ar today, the sherry w nes, the
raspberry wi nes or whatever. | amperfectly willing to
admt that a Petrus from France is not likely to get
ordered, it's too expensive, but I don't know how you
limt these kinds of sales to the wines that they're not
li kely to order.

On the other question, |I think there are other
stings other states have engaged in which show quite
clearly sales to mnors, and I"'mtold -- | don't know
this firsthand -- that Governor Jankl ow of South Dakota
vetoed a direct shipping bill after learning that a
mnor in his own office had ordered wine online using a
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credit card. | know it's anecdotal, but we don't have
statistics on people reporting that they're violating
the |l aw, self-reporting.

COWM SSI ONER SW NDLE: From t hose who advocate
the sale of wine on the internet, sone have suggested
that there are suitable systens -- | heard it repeated
just a mnute ago -- they do it in state and they manage
to hold onto the age criteria and restrictions. Do you
have any information as to how successful that is? 1Is
It working? Are they finding a |ot of mnors?

MR. SLOANE: You nean in terns of the intrastate
shi pment of wine? Certainly --

COW SSI ONER SW NDLE: Right. Are they managi ng
to circunvent the restrictions and checks?

MR. SLOANE: That | wouldn't be able to answer
but | can certainly suggest to you that it's an ongoing
busi ness in 20-sonme states, including M chigan and
including Virginia -- | think in Virginia as well.

COWMM SSI ONER SW NDLE: How is it --

MR. SLOANE: So --

MR. HURD: Sure, | can address that. We in
Virginia allow our farmw neries to have manufacturer's
| i censes, also wholesale and retail |icenses, so that
they are able to engage in direct shipnment to customers
within the state, but there's an inportant difference

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

214



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

between in-state |icensed farm wi neries engaging in that
ki nd of activity and out-of-state wi neries engaging in
that kind of activity.

To understand that, you've got to step back and
| ook at the basic structure of the three-tiered system
It is a closed | oop. Part of the whole purpose of the
ABC law is to make sure that al cohol is not diverted
outside of the closed |loop. The Virginia wineries are
part of that |oop. Direct shipnment by out-of-state
wineries to Virginia consuners would be outside of that
| oop.

Now, when a Virginia farmw nery ships in state,
it darn well better make sure that it's not shipping to
soneone who i s underage, and it darn well better make
sure that the taxes are paid, because the ABC agents in
Virginia can walk into that winery and see its records,
and if there is sone violation of the law, they stand to
be put out of business, and that creates a powerful
i ncentive for conpliance that sinply does not exist and
cannot be made to exist for out-of-state w neries.

There are thousands of them all over the
country. They are far away fromus. W can't go check
on their records. Qur laws don't reach themnearly as
easily as they do for in-state wineries. And so, if
they were permtted to ship directly into the state, it
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woul d be very, very difficult to ensure conpliance.

And | would ask this question in terns of our
econom st here, if you could figure out what it would
take to make out-of-state enforcenent as rigorous as
I n-state enforcenent is, and if you charged the
out-of-state wineries with the cost of that out-of-state
enforcement, what would be the effect, and wouldn't it
really price these out-of-state shipnents out of the
mar ket ?

MR. SLOANE: Could I respond? | know you asked
for the econom st, but 1'd just like to make one or two
poi nts there.

First of all, by allowing a renote sale at all,
you are not actually, in fact, keeping your little
cl osed | oop scenario that you talk about with the
three-tier system |It's no |longer a face-to-face
transaction. You are placing sone significant faith in
that supplier, that they will, in fact, abide by the
| aws, and the presence of a |icense can change -- you
can change that dynam c very easily.

Let me just read you sonething. Here is a --
what the Florida District -- Federal District Court
judge had to say about the | aw down there, and he rul ed
agai nst us in the decision on the 21st Anendnent and the
direct shipping statute there. He says, "Although the
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proffered justifications for the statutory schene are
clearly legitimte, these purposes can adequately be
served by reasonably nondi scrim natory alternatives.

For instance, Florida could license and regul ate
out-of-state wineries that wish to ship wine directly to
Fl ori da consuners through a licensing process simlar to
that enployed with in-state wineries." Wat a novel
concept .

MR. HURD: Well, the judge, with all due
respect, is sinply incorrect. |If you are in Virginia,
you cannot regulate California the way you regul ate
Cul peper County. It's inpossible.

COWM SSI ONER SW NDLE: Dr. MFadden?

MR. MCFADDEN: Yes, well, I'll respond to the
request for an econom st's opinion. What about the
i npact of allow ng direct shipping with full control,
that is, so that every state regulation intrastate woul d
al so be applied interstate? Wat would be the
consequences?

First of all, I think that could be done. It
was nentioned that it's hard to control thousands of
out-of-state wineries. It would be relatively easy to
control a relatively small market of a few dozen
i nterstate shippers that are authorized by the states to
ship into their states and instructed to neet al
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regul ati ons.

Would this conpletely kill the market? Would it
drive this business away? | believe that it is not a
huge market. What you have is a small nunber of
consuners who feel considerably disadvantaged and
exercised by these unreasonable restrictions. | do not
believe that overall it would have any great inpact on
t he broad market.

COWM SSI ONER SW NDLE: A question fromthe
audi ence here, and |I'll ask that --

M5. MEAD: Can | comment still on that one?

COW SSI ONER SW NDLE: Onh, |I'msorry, go ahead.

MS. MEAD: | have two points to make, and one
was goi ng back to the underage drinking, there are sone
statistics that I provide fromthe National Council on
Al cohol and Drug Abuse. Al cohol abuse is the |eading
cause of death for 15 to 20-year-olds, and 11 percent of
all alcohol is consumed by underage drink custoners.
Thirty-five percent of all wine coolers are purchased
and consunmed by m ddl e school ers, junior high and high
school ers, that this is accessible.

| also point out in there the websites that
peopl e, wi nebrats, sone of these. The w ne industry,
there was a di scussion here about the wi ne industry
bei ng somewhat static in terns of sales, but there is an
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over abundance right now of sonme types of grapes and
t hi ngs, such as chardonnay. W found that whenever
there's that kind of pressure on a market, people try
and expand the market, and the place to go is to get new
drink custoners, and so there are a |lot of efforts, and
they are in the remarks, about getting underage people
I nterested in w ne.

Secondly, with respect, again, to being able to
go out and enforce, right now there are estinmates
bet ween 2500 and 2800 wineries in the United States. |
read a statistic in USA Today that every 20 days there's
a new winery in Washington State. You add to that the
many, many retailers out there, which are thousands and
t housands and t housands nore, which you would al so have
to regulate in the sane way, and then you go outside of
the United States, because we've had shipnents in from
Australia and South Africa, too. It's sinply -- you
sinply can't do it within any state's budget.

Thank you.

COWM SSI ONER SW NDLE: Just a comment on this,
and | do want to shift to another one, but you're
t al ki ng about the high percentage of underage drinkers
and the problens that al cohol has created. W have |ots
of laws that say you can't do that, and yet it continues
to go on. |I'mnot sure that a | aw prohibiting the sale
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of this wine on the internet does not somewhat fall in
t hat category, that even though we have laws, it still
goes on, but |let me pose a question to Tracy and Dr.
McFadden.

Since you're in the business of w ne nmaking, and
| think this nmay be not appropriate here, but -- because
Dr. MFadden said you grow grapes which you sell to
W neries as opposed to making wi ne yourself, is that
correct --

MS. GENESEN: And the same with ne.

COW SSI ONER SW NDLE: So the question was, how
many whol esal ers have you approached to market your
wi nes? How many have refused? | don't think that
gquestion is appropriate, but I did want to raise it --
unl ess you choose to answer that question just as a
hypot heti cal .

MS. GENESEN: Not applicable right now

MR. MCFADDEN: Let nme try to answer, because |
i ntervi ewed a nunber of wi nery owners, small w nery
owners, in preparation for this, and the pattern, what
t hey descri bed, was that they typically can get a
distributor for their main w nes, but they al so produce
little specialized wines that they sell at the w nery.
The bi ggest problemthat the small w neries have is the
30 percent of their production that's in small |ots,

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

that is not picked up by their regular distributor.

COW SSI ONER SW NDLE: This sort of leads into
t he next question, it's for David Sl oane and Steve
Gr oss.

I f market access is really the issue, why have
w neries not utilized the offers by whol esal ers and
retailers to get their products to consuners via speci al
order procedures? Did | make that question clear?

MR. GROSS: Well, | think what that's referring
to is there were conpani es and are conpani es that have
put together a program whereby they sell products via
I nternet sal es or catal ogs, whatever, that in states
that don't allow for direct shipping but that allow for
intrastate shipping. The requirenment there is that the
products have to be avail able through the three-tier
systemin that state.

In order for nost of those systens to work, you
have to have a wholesaler in the state into which the
product is being shipped before the product can be
| isted as one of the products avail able, and the same
i ssues we outlined before about the difficulties for
sone of the smaller producers finding whol esal e
representati on would apply there.

There are conpanies that are now starting to
cone up with new regul ati ons or new procedures that

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

221



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

allow for you to apply for a special |abel that you
woul d then go to ATF, get a special |abel approval for

a -- kind of like a duplicate |abel, but it would just
say this is an offering of Steve's Wne Club in addition
to your normal | abel |anguage that would then be offered
for sale in that state through a special handling

provi sion, but those are cunmbersone. They haven't yet
proven to be effective.

There was a | ot of focus on sone of these
three-tier-conpliant e-commerce nodels. The conpanies
that started them started, failed, were purchased,
started, failed, some of them haven't come to fruition
yet. So while there is perhaps potential there, they
certainly haven't proven thenselves to be an answer to
all segnents of the industry. They serve a small
percentage of it, but it doesn't handl e everything.

COWM SSI ONER SW NDLE: David, and then | want to
cone back to Tracy, because | think I forgot to |let you
make your conment.

MR. SLOANE: The only thing | would say is |
woul d be | ess than candid if | said that w neries would
not like to capture the retailer and the whol esal er
mar gi n, where possible, which is one of the reasons why
they don't like to go through their systens, they
actually want to try to nake a little bit of npbney on it
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while they can. [It's very expensive to work through the
three-tier system adds about 33 percent to the cost of
doi ng business, if not nore.

COWMM SSI ONER SW NDLE: Tracy?

MS. GENESEN: | just wanted to address the
feasibility of one state enforcing regulations on an
out - of -state producer selling wine into that origina
state, and | think the nost instructive thing is to | ook
at the reciprocity states, and have they had a | ot of
problems in collecting taxes and underage sales to
mnors? And if you take California as an exanple, the
ABC comm ssi oner there has been on record in front of
the state | egislature as saying that there have been no
significant problenms with the reciprocity statute in
that state. So, you | ook at the experience of those who
are trying to regulate out of their territory and see
how it's working, and none of those reciprocity statutes
have been repeal ed.

You can imgine if there was a huge surge in
underage drinking, the groups that would be storm ng the
state legislature to get these statutes repeal ed, and
t hat has not happened.

COW SSI ONER SW NDLE: Related to that, and I
wi |l address this to Bill Hurd for a coment, you
contend that it would be virtually inpossible to control
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the interstate comrerce and the things that you would
need to do in terns of tenperance, public health, taxes
and so forth.

How do you feel -- and this is an argunent
that's sonmewhat related but yet apart fromthis -- there
has been a huge debate over the | ast several years about
taxing el ectronic commerce. There has been a great hue
and cry from Main Street, USA saying we're being
di sadvant aged because people on the internet do not have
to pay sales tax. How would you comment regarding the
Commonweal th's ability to tax T-shirts from LL Bean?

And I"'mreally pleased to know that LL Bean is one of

the smugglers. | always did suspect them but anyway,
there's a | ot of e-commerce going on. Do we object to
e-commer ce because we can't tax it? Should we tax it?

MR. HURD: Well, that's the -- |I'msure
arguments for and agai nst taxing e-comerce, | know

there was a noratoriumon that kind of taxation that nmay

or may not have expired or |I'm not sure.
COW SSI ONER SWNDLE: | think it's been renewed
if I remenber correctly.

MR. HURD: In any event, the notivation behind
that noratoriumwas to increase the free flow of
commerce anmong the states by naking it easier to engage
in e-comrerce. Whatever argunents may be marshalled in
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favor of that kind of position is really trunmped by the
concerns that underlie the 21st Amendnment and by the
power that the states have under the 21st Anmendnent that
make al cohol very different than everything el se and
certainly very different than T-shirts from LL Bean.

MR. SLOANE: Can | make a comment ?

MR. GRAY: Just a quick comment, that question,

t he assunption that this is a honbgenous United States
in terms of cultural reaction and history about the role
t hat al cohol plays or has played. It just differs from
State to state and region to region. | grew up in the
south when if you gave a cocktail party, as ny parents
woul d occasionally do, so you had to have two sittings,
there would be the Baptist sitting and then there woul d
be everybody else, and that's changed now sonmewhat, but
there's a long history here which you just can't ignore,
and it's different. This is not a national rule.

MR. SLOANE: Can | just nention one thing? W
actually have an extraordi nary opportunity here that my
be sonewhat out of the normal play book. You do have
t he Comm ssioner of New Hanpshire here today, who may or
may not care to talk about it, who has created a system
in their state for allow ng direct shipnent and for
trying to license out-of-state enterprises. | don't
know whet her he would care to edify us on whether or not
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t hat seens possi bl e.

COW SSI ONER SW NDLE: Sure, | have no objection
to anyone having an opinion. Please stand up.

MR. BYRNE: For the record, ny nane is John
Byrne. |'m chairman of New Hanpshire's Liquor
Comm ssion, and thanks to Steve G oss. W did pass a
| aw four or five years ago allow ng direct shipping of
al coholic products into the State of New Hanpshire, and
| think what | would say is that it was inportant that
we pass the law. It was inportant that New Hanpshire's
Legi sl ature deci ded how we were going to handl e
al coholic beverages, and that's why we support Murphy
Pai nter and why we support the 21st Anmendnent.

If Virginia wishes not to do it, then that's
Virginia' s decision. Now, our experience in New
Hampshire has been that it is not a |lot of comrerce --

COVM SSI ONER SW NDLE: It is not what? |I'm

sorry.
MR. BYRNE: It is not a |lot of comerce. Last
year, we did about $350 million in sales of alcoholic
beverages, $155 million of that was in wine. |n our
direct shipping, we did about $2 mllion in w ne direct

shi pped into the state.
When | | ook at the product that's shipped into
the state, it is not hard-to-get wine. It is generic
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wine. It is wine that is table wine that you could go
down to the local grocery store and buy. Wat we have
are consuners who just like to buy over the internet.
They pay a huge increase in the cost for the product for
t he convenience to be able to buy, but we as the State
of New Hanpshire has allowed that for our consuners. |If
other states wish to do that, they should. [|f other
states wish not to do that by the 21st Anmendnent, then
t hey should have the right not to do that.

COVM SSI ONER SW NDLE: Al right, just
mentioning the price, if I my. Qut of curiosity, |
went on a couple of internet sites, and | found the
wi nes that | saw on those particular sites to be w nes,
nost of which I'd never heard of, but they were not
I nexpensive, | mght add. It seened |like a different
quality wne, at least by price, a different quality,
but have others experienced the sanme thing, that the
wi nes are generally speaking nore expensive?

MR. BYRNE: Not in New Hanpshire. One of the
bi ggest wi nes we had direct shipped in was Mondavi
Coast al .

COWM SSI ONER SW NDLE: And that cost the
pur chaser nore?

MR. BYRNE: That goes for about $9.

COWMM SSI ONER SW NDLE: What did it cost on the
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i nternet?

MR. BYRNE: They paid $9 plus 8 percent tax to
the State of New Hanpshire plus federal shipping
charges, which was $46 a case.

COW SSI ONER SW NDLE: Okay, thank you very
much.

MR. MCFADDEN: | just wanted to make one comment

relative to New Hanmpshire. One of the vineyard owners

that | talked to said -- | asked himwhat he did. He
said, well, | spent the $200 and got a license to ship
to New Hampshire. | sold two cases of wine in a year
So, I"'mno | onger shipping to New Hanmpshire. | think
that it illustrates one point, and that is that even

t hough | don't think $200 is an unreasonabl e anount of
noney, it is certainly cutting out probably hundreds of
smal | wi neries who would not be able to ship --
COW SSI ONER SW NDLE: This could be reinforcing
Orson Wells saying, "No wine before its time," quickly.
MR. BYRNE: Unfortunately, Professor MFadden,
that is old law. W' ve changed that | aw about a year
and a half ago. There is no |onger a fee.
MR. MCFADDEN: Okay, thank you.
MR. BYRNE: The process is very expedited, and
we have sent out over a thousand applications to
wi neries, and only 142 wineries have permts to direct
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ship, but there is no longer a $200 fee.

MR. MCFADDEN: 1'Ill pass that information al ong
to this wi nery.

COW SSI ONER SW NDLE: Steve Gross and then
I rene.

MR. GROSS: You asked another part of the
question, and David picked on John Byrne before I was
going to, so you are going to get doubl e-dipped, but I
did want to touch on the point of the taxation, because
you had asked about that and about whether you could tax
t hese transacti ons.

The wi ne industry, unlike nost of the other
retailers that have been arguing against the taxation,
has, in fact, said we will enbrace any kind of schene
that would require the paynent of taxation if we can
sinply get access to the markets. Qur nodel |egislation
that we've introduced in nultiple states has included a
col l ection of tax.

COWM SSI ONER SW NDLE: So, if they're willing to
be taxed --

MR. GROSS: They are willing.

COW SSI ONER SW NDLE: -- then they should al so
be willing to have age verified by the same systemt hat
seens to work intrastate that is not seem ngly
applicable to interstate. |s that correct?
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MR. GROSS: Well, we think that the systemis
there. If you have a state with | egal and above-board
direct shipping in the state, what you are going to have
Is it's going to be recogni zed by the common carriers as
one of their legal interstate shipping states. Wen
that is the case, they require at the time of pickup
t hat the packages com ng out of the winery has to
contain a sticker that says, "Contains alcohol, adult
signature over 21 required," and there's another step
which is in those | egal states, the drivers are trained
on the special handling that's required for those
packages. You can't |eave the package w thout a
signature. You can't do certain procedures, and that's
the reason that some shipping conpani es have chosen not
to do business in certain states but that, at Wne
I nstitute, we have an ongoi ng contract w th Federal
Express for our nenbers, and they're required to sign a
contract saying I will only do business in these
approved states, and if they were to ship a shipnment to
an illegal state and are caught by FedEx doing that,
they're renoved fromthe shipping program and the cost
to them for doing that is they |ose the discount that
t hey get, which is over 40 percent.

COWM SSI ONER SW NDLE: Well, what |'m hearing, |
think, is that there's a possibility of setting up a
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scheme in which -- probably not a good word to use --
but a schene in which we can assure taxation.

MR. GROSS: We'Il accept a schene.

COW SSI ONER SW NDLE: -- we can assure delivery
and we can assure age verification

Yes, Irene.

MS. MEAD: | was going to comment, first off,

M chigan is rated as one of the top ten for doing

busi ness in e-commerce, and we do have a | ot of people
that do business. Mst of Mchigan, the wine sold in
M chigan, is from other states.

Al so, there have been several real successful
ones. Wne.comactually was taking orders, and then
they would work through a retailer, so they could work
within the three-tiered system E-vineyards brought
themout. They had a different kind of a plan. \What
they do is they actually set up and conmply with each
state's | aws and then make things avail abl e.

M chi gan has no charge for registration. The
cost of tax on a bottle of wine, the excise tax is 10
cents for a 750 mlliliter bottle. It's not that it's
prohi bitive. M chigan has very liberal out-of-state
seller of wine |licenses that can hold a bunch of
bouti que wi neries, but we have had a | ot of experience
or a |lot of wholesalers that cone to us and tell us that
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even though we have a product | ocator, even though there
are efforts nmade to obtain wines, bring themin, that a
| ot of the small wi neries, for business reasons and for
mar keting, will not agree to work with a whol esal er
because they want their wine to have a certain cache,
that it's only available fromthe wnery. So, | see
that as a marketing decision and not a prohibition
agai nst wine comng into the state.

We al so have had, in ternms of identifying,
t hough, and getting the shi pments checked, we have had a
wi nery out of California that we have had real problens
with. They package their bottles up in -- go to a
freight forwarder and tell them they're shipping
conputer parts, and we have had a nunber of rea
deceptive kinds of things like that. Whenever we've had
sonebody who just really didn't know, we cooperate with
t hem and we have had a nunber of people who then joined
the system So, it's not prohibited. OQut-of-state
Wi nes can conme in. W just want themto do it within
t he system M chi gan set up.

COWM SSI ONER SW NDLE: This question is to --
oh, I'msorry, go ahead, David. The question is going
to be to you anyway, but go ahead.

MR. SLOANE: ©Oh, good. | just wanted to nention
one thing that | didn't nention here today but that's
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included in our witten statement. | do think the
Federal Trade Conm ssion has an opportunity to work with
Congress and develop a statute that will help to provide
gui dance to the courts and to the states for determ ning
t he acceptability of opportunities when states choose to
interfere with interstate commerce, and | threw out the
Central Hudson Gas & Electric v. Public Service
Conmm ssi on case, a Suprene Court case, it was actually a
First Amendnent case action but offered three tests that
| thought would be very, very suitable to trying to
judge and to get to this whole question of when
sonething is really an acceptable barrier or not, and if
| could just take two seconds.

The test basically requires, one, the
denonstration of a substantial state interest; two, a
showi ng that the regulation or law in question directly
advances that governmental interest; and three, that
such neasure is not nore extensive than necessary to
serve the state interest. | think that kind of
|l egislation -- it's generic, it doesn't use the heavy
hand of preenption, it would provide a | ot of inportant
gui dance, particularly now that the internet has taken
off. 1 think it would be a useful thing, and I think it
woul d be a service that you folks could performin
hel pi ng the Congress pass sonething |like that.
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COW SSI ONER SWNDLE: It would be -- in keeping
with the nature of the question -- |I'Il get to you
Boyden.

The question is, how does a bill introduced

w t hout debate into a conference report becone a
deci sion by the Federal Governnment that direct shipping
IS appropriate?

MR. SLOANE: It happens. This is Congress.

COWM SSI ONER SW NDLE: Li ke pork barre
spendi ng.

Boyden?

MR. GRAY: | just wanted to get back to a couple
poi nts that have been made, when wi neshopper.com was
operating, the vast majority of orders -- this is for
sales through a legitimate chain -- were for lowto
medi um priced wi nes that were brand name, that were
avai l able retail everywhere anyway. What | don't know
and what I'd like to knowis why -- is the sense that
for the really special kind of wine, and |I've heard
about them you can only get them when you're in
California, they don't nake them avail abl e, many of them
don't want to nmake them available retail. They coul d.
There are sonme wi nes that are so good you woul d snap
themup immediately if you get your hands on them so
they are rationed, but for something really -- by the
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producers in California or in sone of the other states,
Washi ngton State. Where there's a will, there's a way.

There's sonmething | know, that friends of m ne, that

say, oh, I really want to get this wine, they go to one
of their -- MArthur Liquor or whatever in the city, and
they can get the wine for you. Is it going to be nore
expensive? Well, probably not any nore expensive than

It would be if everything were totally changed, because
the comerce that would be represented from everything
that |I'm hearing and from what | know about

wi neshopper.comis that the anount involved is going to

be very, very, very small, and why can't that be
accommodated in the current systen? | just don't
understand it. It is now

COW SSI ONER SW NDLE: Boyden, you nentioned in
your comments earlier, | believe, that surveys or sone
type of analysis indicated that people, by a very large
percent age, were quite satisfied with the way things are
today. | |ove books, and I'm sure nost in here | ove
books, and |I like to buy books, and | | ove book stores,
but I'"mfinding a delight in being able to order those
books over the internet. Wy should the fact that
people are satisfied with the way things are in any way
deter them from being nore satisfied by a change? |
| ook at the internet as being a tool for doing things
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easi er and better and nore convenient. |s that
sufficient reason not to advocate the sale of w ne over
the internet?

MR. GRAY: Well, | certainly want to encourage
my daughter to read as nuch as she can possibly read,
but | certainly don't want to encourage her to drink as
much as she can drink.

COWM SSI ONER SW NDLE: Okay. For Dr.

McFadden - -

MS. MEAD: | like that.

COW SSI ONER SW NDLE: Don't send her down to
Georgi a Tech.

Dr. McFadden, are you aware of any studies that
exam ne the inpact, if any, that direct sale bans on the
i nternet have on the price consuners pay for w ne?

MR. MCFADDEN: No, | don't know of any specific
studies. One can look at the retail prices in states
t hat have direct shipnments versus the ones that don't.
As far as |I'maware, but this is casual, there is no
di scerni ble difference.

And as far as | know, nost w neries that ship
direct ship at the retail price. They have
distributors. They don't want to cross their
di stributors by undercutting the prices through the
traditional network.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

236



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

237

COW SSI ONER SW NDLE: That's market power,
ri ght?

Yes, Murphy.

MR. PAINTER: |'m hesitant to mention this new
area, but | think sonmething that needs to be said, that
all of us states, nobst of us, have a m ni nrum mar kup on
product to start with, and that's part of tenperance.
The price is supposed to be for taxation reasons and to
keep consunmer's choice, because if you don't limt the
price sonme kind of way, and this is froma historical
perspective, then you | eave those people out conpletely,
and you are going to limt the choices that you are
going to have if some mnimum price is not maintained.

COW SSI ONER SW NDLE: The m ni mum or -- sone
m ni mum maxi mnum price. |In other words, you're trying to
use price as a deterrence to drinking?

MR. PAINTER: That's the theory.

COW SSI ONER SW NDLE: | think we tried that in
cigarettes and it didn't work very well

MR. PAINTER: Well, it's -- | mean --

COWM SSI ONER SW NDLE: Anything that's
addi ctive, you know, | think I"mcorrect in this --

MR. PAINTER: The tenperance of the three-tier
systemis the control of the manufacture of the retail
and the whol esale tier for basically the same reason. |
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woul d think probably it would take an hour or two to
tal k about that, and that's why | was hesitant to bring
it up, but it is part of the tenperance of the fair
trade laws that exist in each state and a reason for the
three-tiered system

COW SSI ONER SW NDLE: From an econom st's
st andpoi nt, does cost deter use of a substance such as
w ne, and | guess we could go over and say gasoline when
peopl e feel they have to drive to go to work, et cetera?

MR. MCFADDEN: Well, it does, yes, and | don't
think there's any question that consunption is reduced
If it's taxed and the prices are higher.
Unfortunately -- well, fortunately or unfortunately,
prem um wi nes are probably the | east sensitive to that,
because they are being paid for by high incone people
who are | ooking for the particular quality of the
product .

COW SSI ONER SW NDLE: Here's a question.
States routinely regul ate out-of-state conpanies in all
i ndustries, that is, licenses, registered agents, et
cetera. | do not see why state regul ati on of
out -of -state wi ne conpanies is inpossible in this
context. The states still could require |icenses and
t he production records in state.

From the state standpoint, how difficult is
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t hat ?

MR. HURD: Well, | think we're tal king about two
different things. |It's one thing to say that if Ford
Mot or Conpany is going to do business in Virginia, that
t hey have to have a registered agent and that sort of
thing, but we don't send our inspectors to Ford Motor
Conpany plants in Detroit to see what they're doing up
t here, and yet what we would be forced to do here, if
we're to inpose upon out-of-state wi neries the sane kind
of oversight we have for in-state wineries is to send
I nspectors out to California to go through their records
and see what exactly they did sell to Virginia and
whet her or not they have truly paid the tax on
everything and see what precautions they took about not
selling to underage people.

That really is terribly, terribly burdensone,
and if you were to think about what it would cost the
state to do that and you were to distribute that cost
over what our econom st has said is really a very snmall
demand pool, the price would go through the roof. So,
the real solution here seens to ne to lie in taking
advantage of the internet and trying to integrate it
with the three-tiered system W neshopper.com may be
not the only way to go, but rather than trying to beat
down the door of the 21st Amendnent, perhaps nore
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conversations between the whol esal ers and the wi nery
associ ati ons ought to be held.

COW SSI ONER SW NDLE: The wi ne and | i quor
distributorships in Virginia are highly regulated. The
distributors, retailers, whol esalers and | guess
producers all have to report to the state of Virginia, |
woul d presune, about their activities. Wy not
reci procity? Because | would assune they do the sane
thing in every other state. Wy can't regul ati ons send
an inspector to Gallo Wnes? Why not reciprocity with
the State of California to exchange information?

MR. HURD: Well, reciprocity is an idea that
sone have suggested would be a solution to sone of these
problems and is one that the General Assenbly of
Virginia my well look at in the com ng year. The
fundanental point that | want to make today is that that
is a decision that Virginia nust nake, and one of the
great things about our country and our federal systemis
that we are a | aboratory of states, and it may well be
t hat something out there tried somewhere in sonme other
state has worked well enough to persuade Virginia that
we ought to adopt it, but that's not to say that we nust
and not to say that there aren't certain inportant
trade-offs that Virginia m ght have to make in adopting
t hat kind of system
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COW SSI ONER SW NDLE: When we say a deci sion,
we just shifted away fromthe sol ution, which could be
reciprocity, and if we're arguing about how do we do
this, that's one thing, and then the other thing is
deci sion, and that gets back to the culture and the
difference in different states. | certainly respect
that point of view, as | think the gentleman from New
Hanpshire was speaking of, that it's Virginia s choice
not to do this. But then, we come back to the consuners
and whet her or not these rules, regul ations, |aws,
prohibitions are a positive inpact on consunmers or a
negative i npact on consuners.

MR. HURD: Well, | think that no one is sinply a
wi ne drinker. W are all also taxpayers. W' re al
menbers of a denpcracy that believes in self-government.
We all have people, nenmbers of our famly or others in
our community that we're concerned about, the effect of
underage drinking. So, | think it's inpossible to
segregate it out, people, and say, well, how does it
affect you as a drinker of w ne?

The nore inportant question, the |arger question
is, how does it affect all of the interests that each of
us have and that are reflected through the |aws that our
general assenblies and state | egislatures pass?

COWMM SSI ONER SW NDLE: Steve?
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MR. GRCOSS: | just want to add one thing. You
were talking at the outset where M. Hurd was sayi ng
that the ability to track the industry is inpossible and
woul d be entirely too expensive. | would disagree with
that, and the fact that all states right now, within
their three-tier system require that every supplier
shipping into the state provide sonme form of accounting
of everything that you've shipped into the whol esal er
that you use in that state. Sone states require copies
of the invoices. Sonme states sinply require a report.
In theory, they have a three-point check that nost
states coordinate. They |look at the report filed by the
whol esal er, the report filed by the manufacturer, and
al so the report filed by the transporting conpany, the
bill of lading or whatever that noved it into the state.

Simlar structures to that are what are being
used in states |li ke New Hanpshire or others that are
requiring the people that are doing direct shipnents,
t hat have applied for and received permts, to file a
nonthly report or an annual report, it varies by state,
that lists these are the people to whom | sold, these
are the quantities which |I shipped, and this is the
amount of tax which | owe you.

I n nost states, they've also got the double
check of being able to check the report that's filed
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with them by the comon carrier, such as FedEx, that
says, these are the shipnents that came fromthe w nery
into the state. Not every state has chosen to do that,
but a nunber of states require that as part of their
statute. The common carriers file a report with the
state saying these are the wine shipnments that were
shi pped into private individuals. |[If a state | ooks down
and says, gee, there's 50 things comng in fromthis
W nery but they're not registered and | don't see them
there's the ability there for people to go after them

So there are means that are available to
regulators in order to track this which are not that
different than what they're already requiring for the
traditional three-tier system sales that are going
t hr ough.

COW SSI ONER SW NDLE: Here's a doubl e question
fromthe same person, because | recogni ze the
handwiting, but it's for Dr. MFadden.

You concede the market is small. Therefore, if
the FTC is concerned with the average consuner, who is
satisfied with the selection, as was nenti oned by
Boyden, why should the FTC get invol ved?

MR. MCFADDEN: Well, it's a small cut, perhaps,
to the consunmer to have these wi ne shipnments banned.
It's, after all, an elite that drink prem um w nes, but

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

244
it's one of a thousand cuts, and |I think there's a
si npl e general econom c principle that should be applied
here, which is that if there's not a good reason to
restrict a consuner's choice, why should governnent do
it? If there is a way to provide the control the
governnent needs to place on a market w thout
restricting consuner choice, why not do it?

COWM SSI ONER SW NDLE: We've got about five
m nutes left on this panel, and who -- sonebody --

MR. AGARWAL: Tracy.

COW SSI ONER SW NDLE: Tracy? Okay, you're the
first one to go. You've got 40 seconds.

MS. GENESEN: Oh, ny gosh.

| just wanted to make one brief point, though,
on consuner choice. | think it's inportant to note that
the primary inpetus for these lawsuits being filed in
federal court were disgruntled consuners in those states
where there were conplete restrictions on the
out-of-state inportation of wine, and it was those
consunmers who pushed into federal court because they
were not able to nove through the massive whol esal er
| obbying efforts in those states. So --

COW SSI ONER SW NDLE: So, you're in effect
sayi ng the masses nmay be satisfied, but sone consumers,
and we are a country of individuals, are not happy, and
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they would like to see it change, and therefore, they
consider this restriction a slap in their face?

MS. GENESEN. Exactly.

COWM SSI ONER SW NDLE: Boyden?

MR. GRAY: | think consuners are by and | arge
very pleased. There may be a handful of people who are
frustrated in trying to get the really, really good
wines. | think if they work hard enough, they can get
them To make it easier by throw ng over everything I
think would just open up too nuch abuse, too nuch
opportunity for abuse by underage drinkers, and states
have a legitimte right, especially under the 21st
Amendment, to take steps to protect against that. The
risks aren't so high.

COWM SSI ONER SW NDLE: Steve?

MR. GROSS: Well, | think our position is that
there are neans available to us to cone up with creative
solutions that allow for consunmers to the choice that
t hey want to have that allow for an orderly and
regul at ed mar ket pl ace to exist. And that by making
t hese changes, we don't have to underm ne the existing
three-tier system W can sinply augnent it, and in
that way, | think everyone is better served, including
t hose consumers who choose to seek out product that's
currently not available to them
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COW SSI ONER SW NDLE: Bill?

MR. HURD: One of the ideas put forth today was
t hat Congress pass a |aw that would inpose upon w ne
sales, a rule much |like Central Hudson has in free
speech cases, was inposed by the Supreme Court. Well,
the U S. Constitution draws a distinction between the
freedomto speak and the freedomto drink, and |I don't
think that Congress has the power to say otherw se.

COW SSI ONER SW NDLE: Dr. MFadden?

MR. MCFADDEN: W thin the legitimate interests
of states regulating a flow of commodities, there is a
broad interest of consuners in the use of e-comerce and
internet and interstate shipnent of goods as a way of
maki ng the econom c distribution system nore efficient,
provi ding consunmers with nore choices. | do not think
that wi ne should be an exception to the target of making

t he whol e system work better.

M5. MEAD: | think that in nost states that have
restrictions on direct shipping, it still is possible
for a responsi bl e producer of wine to be able to sell in

that state within the system
However, if you permt unfettered direct
shi ppi ng, you have no control, because you have no point
where the al cohol is comng to rest where the state can
exercise that. So, all the irresponsi ble people, al
For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

247

t he people who are making the various bizarre things,
will ship anyway, and you will have all of that com ng
in, and you are also going to have the spirits and
everything el se, because once you open it and al cohol is
permtted to be shipped interstate, you can't
di stinguish it for practical purposes. Thanks.

MR. PAINTER: | want to echo ny coll eague from
New Hanpshire and say that our position as state
regul ators is that each state has its own choice of
choosing, and it's a legislative and political process
that we go through on the state |evel to make that
happen. What M. Goss is alleging, too, has happened
in our state, and | expl ained what the demand was there
and that it is pretty inconsequential at this particul ar
point, but it's still there and avail abl e.

The only other remark I'd like to make is that
it's not fair, also, to our state retailers or
whol esal ers to pay fees and |icenses for the
infrastructure, the Governnent of Louisiana and for sonme
out - of -state person not to cone under sone form of that
sane regul ati on.

MR. SLOANE: | appreciate the opportunity to
have been here. The Central Hudson |egislation | was
t al ki ng about would not be unique to wine, it would be
for everything. | think the generic nature of it is
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what nekes it a useful thing. | understand your point.

The one thought I'd like to | eave you with is
that in a survey of Chicago, a very robust narket
recently, today, there are sone 25,000 wi ne |abels in
donmestic comerce, donestic wine |abels. 500 were
avail able in Chicago during a recent survey, which
basically says about 2 percent of what's actually being
produced was avail able to consuners there.

Consuners need options and choices. Whneries
need ways to make that kind of commerce work. |If the
three-tier systemis not going to do it, it just seens
i ke a reasonable thing, lots of states have done it
successfully, so...

COW SSI ONER SW NDLE:  Well, | thank you all for
a very interesting discussion. Obviously, the 21st
Amendnment did not |eave the table. 1 am al ways
concerned with our tendency sonetinmes to have | aws that
affect the outliers when the bul k of us are getting
al ong just fine, but we come up with laws that affect us
all while trying to get to the outliers. [|'ve |earned
sonet hing here at the Federal Trade Comm ssion in
antitrust. Never are the benefits proclainmd or the
harms benpaned equal to the volune of what those who
would cry in either direction would say. So, |'m not
sure that all the bad things are as bad as they are or
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all the good things are as good as prom sed. Obviously,
t he debate will continue. Back to the question to
Davi d, how does | egislation get passed? Obviously, the
| obbying will continue, the debate will go on, and
probably the | east heard group of people in the whole
debate is probably the consuners.

Thank you very nuch for being with us.

(A brief recess was taken.)

MR. ELLIG Ckay, we'll go ahead and get
started. We'Il go ahead and get started.

One of the reasons we hold these kind of
wor kshops is to educate ourselves about sonme issues and
find out what's going on out there, and | think it's
particul arly appropriate to say that on a panel I|ike
this, not just because the subject is education, and so
we educate ourselves, but al so because this is a topic
where the FTC traditionally has not been as involved as
some of the other topics that we're dealing with in this
wor kshop, and yet, as we were putting the workshop
together, we realized that we were hitting a lot of the
maj or areas that are either inportant to the household
budget or inportant to the future econom c success of a
househol d, autonmobiles, health care, nortgages, housing,
and it just seemed appropriate to deal with education as
wel |, because it's just so darn inportant to nost
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famlies and nost consuners. So, that was kind of our
rationale for trying to take a | ook at some of the
e-commerce issues related to educati on.

As with the other panels, we'll start -- we have
everybody seated al phabetically again?

MR. AGARWAL: Yes.

MR. ELLIG | see the backs of everybody's nane
cards but not the front. W'IIl start and run through
al phabetically, give everybody a chance for about three
to five mnutes to make sone opening statenents, and
then actually Asheesh and | wll both be asking sone
questions, and as previously, folks in the audi ence are
wel cone to wite questions on cards and send them on up
and |'d ask each panelist to introduce yourself as we
start.

MR. BAILEY: Thank you. M nane is John Bail ey.
|"mthe director of educational technology for the U S.
Departnent of Education, and it's ny pleasure to be with
you today to share a little bit about what the
Secretary, Secretary Paige, and the adm nistration
believe in ternms of cyber charter schools and virtual
school i ng.

| applaud the FTC for making the effort to
expl ore the issues involving possible anti-conpetitive
efforts to restrict conpetition on the internet, in this
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case cyber charter schools. This is also a topic of
great interest and concern for Secretary Paige, who
believes that e-learning is just one of many educati onal
options that should be avail able for students. This
belief was born out of his ten years as Superintendent
of the Houston | ndependent School District, where he
created the nation's first virtual m ddle school but has
haul ed him here to Washi ngton, D.C., where he has
commtted to providing nore alternatives and options for
students.

The President's "No Child Left Behind"
| egi sl ation cones at a tinme when the American education
systemis undergoing a fundanmental transformtion
Traditionally, educational resources, expertise and
courses have been |imted to the geographic area in
whi ch a student resides. Today, nodern technol ogies are
expandi ng those opportunities to provide, as the notto
of the Florida Virtual School describes, "an education
that is anytime, anyplace, any path, any pace.”

These new e-learning technol ogi es expand the
options available to students by allowi ng the best
instruction to be brought to them regardless of their
| ocati on or economc status. In order for our nation to
accomplish the anmbitious goals set forth by No Child
Left Behind, we nust enbrace a strong e-|earning agenda,
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whi ch shoul d include cyber charter schools.

Much of the recent national discourse has
focused only on cyber charter schools and online
I nstruction over the internet; however, it is inportant
to realize that this is only part of the e-learning
| andscape. Many traditional public, private and virtual
school s are supplenmenting instruction utilizing
e-learning courses. In fact, the Florida Virtual School
serves public, private and hone school students all at
the same tine.

The technol ogi es enabling this form of
I nstruction can range fromthe internet to
conput er-based instruction to video conferencing.
Regardl ess of the institutional structure or
i nstructional delivery system the common benefits
of fered by this approach include expanded access of
courses for students in rural and urban areas who m ght
not otherw se have access to teachers in a given
subj ect; expanded course offerings, including advanced
pl acenent and advanced math and sci ence cl asses;
flexibility for students to access course nmaterials when
it is nost convenient for them and not the provider;
i ndividualized instruction that is tailored to a
student's uni que strengths and weaknesses; and
effectiveness with diverse personalities, such as
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students who are shy, students who are disruptive in the
regul ar classroom high achievers and al so sl ow
| ear ners.

This growi ng novenent i s experiencing obstacles
as it encounters |laws, regulations and policies that
assunme an education would only be provided in a
geographic area in a dedicated building. Policies that
may have served well for managing traditional schools
are now becom ng obstacles and barriers for e-I|earning
progranms. One of the reasons why e-learning is nmerging
within the charter school community can be attributed to
the flexibility charter schools have wi th designing
their instructional nodels, free frommny of the
regul ations that plague traditional schools.

As the Bipartisan Web-Based Educati on Conm ssion
noted, the regulations that govern nmuch of education
today, from pre-kindergarten to higher education, are
focused on supporting the welfare of the educati onal
institution, not the individual |earner. They were
witten for an earlier nodel, the factory nodel of
education in which the teacher is the center of all
instruction, and all |earners nust advance at the sane
rate, despite their varying needs or abilities.

Many state policymakers are reacting to the
i mmedi ate i ssues raised by cyber charter schools w thout
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consi deri ng how sone of these same issues are found
within virtual public schools and other e-Ilearning
prograns. Policies are being constructed such as
limting enrollment or the area in which a virtual
school can serve that restricts options that are
avail able to students. Rather than devel oping policies
that i1inpose 19th Century regulations on 21st Century
I nnovati on, states should consider policies that enbrace
the new found flexibility e-learning offers. States
shoul d hol d e-learning courses to the highest standards,
but once those standards have been net, there should be
few restrictions for students who wi sh to benefit from
t hose courses. The guiding principle nust always be
what is best for the student, not the institution.

E-learning is not an increnental form of change
for education as nmuch as it is a fundanmental catalyst
for systemic reform Mst interesting, the National
Associ ation of State Boards of Educati on encouraged
policy makers to, and | quote, "consider the extent to
whi ch the public education system should offer and
provi de choices to famlies anong different ways of
organi zing and delivering |earning services. Modern
t echnol ogi es make it possible to enpower famlies to
choose anong numerous | earning options. Sonme envision a
future systemin which fanmlies would be provided with a
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range of educational choices within traditional schools
and wi thout. Customtailored instruction would be
delivered by a nunber of providers who guarantee
results. Parents would direct with whom and how
education dollars are spent. Governnents would fund
| earners, not schools.

This is the hope of cyber charter schools and
the virtual school community, and | |ook forward to
working with the Comm ssion and the rest of the nenbers

on this panel as we move forward in tackling this

subj ect .

Thank you.

MR. ELLIG  Thank you, John. Sue?

MS. COLLINS: Good afternoon, everybody. M
name is Sue Collins. | amthe chief education officer
at Apex Learning. | very nuch appreciate the

opportunity to be here today. Thank you.
For the past five years, Apex Learning has

provi ded online courses and other resources to high

school s across the country. Based on ny Apex experience

and ny experience as a teacher, district adm nistrator
and state technology director, and as a nenber of the
Congr essi onal Commi ssion on Web-based Educati on,
under stand both sides of this issue.
For just a nonment, imagine a student sitting
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down in front of a conmputer in the school library. Now,
i magi ne him stepping through the computer to join
classmates and teachers from around the country. The
class is AP calculus B, a subject that isn't offered at
his high school. Hi's online instructor has 13 years of
cl assroom experience, and she teaches the sane nunber of
students that she would at school. Her students spend a
simlar amount of time on their course. They learn from
st andar ds- based content, and their high school wll give
themcredit for their online work.

By the year 2006, the mpjority of Anmerican high
school students will have participated in such an online
course before graduating. Mst will take online courses
t hrough their school, where teacher shortage and
scheduling conflicts prevent them from taking regul ar
classes. Other students will step away fromthe brick
and nortar schooling entirely and take all of their
courses fromone of 30 or so cyber charter schools
nati onw de.

Both the high school and the cyber school
students will face significant state and | ocal barriers
to their online educational goals. Local policies once
desi gned to ensure the best possible education now often
prevent students fromtaking the courses they want.

Hi storically, education has been provided and regul ated
For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025

256



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

257
at the local level. Fifty states, 15,000 school
districts have enacted as many different policies for
teacher certification, curriculum standards, textbook
adoption and funding, to ensure that their students
receive consistently high quality instruction.

| happen to believe very strongly that the best
educati onal decisions are normally nmade by those cl osest
to the child. At the sanme tine, |ocal policies should
not interfere with educational benefits provided by
t echnol ogy i nnovati ons.

Sonme states don't allow students to use
accredited online courses to neet graduation
requi rements, because they don't map to specific state
curriculum gui delines or adopted textbooks, or because
the online instructor isn't certified to teach in that
state. Such requirenents disregard alternative
hi gh-qual ity national standards for both curricul um and
teacher certification.

| believe that these barriers to e-learning were
enacted to guard per pupil funding and protect | ocal
teaching jobs. Just when technology allows us to think
about anytime, anywhere education, individual states are
creating artificial barriers.

The nost current exanple of |egislation that
limts the growmth of e-learning is in California. On
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Sept enber 22nd, Governor Gray Davis signed Assenbly Bil
885 limting the nunber of school sites that nmay offer
online courses and nmandati ng that those courses be
devel oped by | ocal school districts and be taught by
| ocal teachers in order to be ADA-conpli ant.

Onl i ne courses taken through post-secondary
Institutions are allowed but do not qualify for ADA
credit. All other online courses nust be granted
wai vers fromthe State Board of Education, hardly a
conduci ve environment for online education.

Public schools who utilize online |earning face
many of the same funding and accountability conflicts
that cyber charter schools do. Cyber charters are
typically hosted by a district, yet they accept students
from across the state and the nation, as well as hone
school ers who may be unaccounted for within the regular
public school system

By enrolling students across district |ines,
t hese schools conmpete for per pupil funding -- I'm
t aki ng those words out of this. In June 2002,
Pennsyl vani a becane the first state to define, fund and
regul ate cyber charter education prograns. |'m |l ooking
forward to comments fromthe two gentl emen down the
t abl e.

Again, just last week in California, not to pick
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on California, Governor Davis signed Assenbly Bill 1994
requiring charter schools and their students to stay

i nsi de the boundaries and the oversight of their host
county or school district. In an online environnent,
why confine enrollnment to a small geographic area?

There are other exanples in Chio, and finally in
M nnesota, the state requires online students, hone
school ers who are attending a virtual acadeny, to work
I nside a public school building at |east five hours a
week in order to get credit.

I n conclusion, Federal Governnent |eaders need
to establish a national perspective, evaluating the ways
t hat technol ogy inproves teaching and | earni ng and
creating a policy and funding environment that
facilitates the use of educational technology. State
governnment | eaders and departnents of public instruction
must eval uate their regul ations and change those that
i npede student access to virtual education. Conprom ses
t hat support quality and provide flexibility are
possi ble in curriculum standards, state teacher
certification and nore.

VWile it nmay be inportant for students to know
where state |ines are when they take geography cl asses,
when it cones to educational opportunities, those |ines
must be transparent. Together, we need to work to
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update regulations, to ensure that all U S. students
have access to a first class education wi thout barriers.

Thank you very nuch for the opportunity to be
here.

MR. ELLIG Ckay, thank you, Sue. Checker?

MR. FINN: Yeah, | submtted a statenent, so |
think I"'mjust going to talk for a few m nutes, inspired
by nmy col | eagues here nore than by nmy own word
processor.

" m Chester Finn, |'m president of the Thomas B.
Fordham Foundation. |'mon the board of K12, which Ron
Packard is the CEO of, fornmer Assistant Secretary of
Educati on and co-author of a book on charter schools, et
cetera. The "et cetera"” is a long list you don't want
to hear. I'msorry | wasn't here for wine, but I'm
t hi nki ng of com ng back for caskets. This is a really
i nteresting programthat you all are putting on.

| think there are three revolutions taking pl ace
i n Arerican education right now that are gernane, and
then there is one sonewhat narrower issue that | think
is especially relevant to the FTC, as | understand your
brief, your bailiw ck.

The first revolution, of course, is the school
choice revolution, the notion that there can be multiple
school s that you get to pick anong and that you are not
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the creature of a single governnent bureaucracy that
tells you what school to attend. |In connection with the
school choice revolution, we have, for exanple, about
2700 charter schools operating in America today,
enrolling 600 or 700,000 kids, and we have about 40
states that have enacted charter school laws. This is
w t hout even getting into the other flavors of school
choi ce, public school choice, magnet schools, honme
school i ng, vouchers, et cetera.

The second revolution is the technol ogy
revol ution that others have been tal king about, the
notion that you don't actually have to be sitting
physically in a building called a school in order to be
educated, that technology is making it possible to be
educated anytine, anyplace, and this will in tinme, |
have absol utely no doubt, conpletely transform our
noti on of what we nean by education and what we nean by
school. A school will no |longer be a place; it will be
a process. It may be an outcone, but it's not going to
be a brick and nortar place, not forever, certainly not
for everybody.

And the third revolution is the outsourcing idea
being applied to public education, the notion that you
don't have to be run by a government agency directly in
order to be a public school. You can be run by a
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non-profit or, and here's where we cone to your
jurisdiction, a for-profit entity and still neet the
essential tests of public education, which | believe are
three in nunber.

First, that the school be open to all coners
w t hout adm ssions prerequisites. Secondly, that it be
paid for by tax dollars, and you don't charge tuition.
And thirdly, that it be accountable to public
authorities for its performance, its success and its
continuation. |If you neet those three tests, | believe
you're a public school, but you don't have to be run by
a governnent agency and staffed with gover nment
enpl oyees in order to neet those tests. You can be
out-sourced to private operators, and many schools now
are being in the United States, hundreds actually, nost
of them brick and nortar schools, but where these things
cone together is in the idea of cyber charter schools, a
nunmber of which, though not all of which, are being
out -sourced to private operators, including for-profit
oper at or s.

This is a very positive devel opnent for
educati on because of the speed, the entrepreneurship,
the resources that these private organi zations can bring
to the devel opnent of this educational breakthrough, and
" m convinced that that's absolutely what it is going to
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turn out to be, but because of the controversial nature
of the profit notive in public education, this has been
an area fraught with push-back and political and

regul atory stress com ng froma nonopoly that doesn't

W sh to be conpeted with and certainly doesn't wish to
be conpeted with by for-profit private operators of
virtual charter schools.

Al most everything the nmonopoly hates is sunmed
up in the phrase, "For-profit private operators of
virtual charter schools.”™ That contains at |east five
scary thoughts fromthe standpoint of what has |ong been
a public sector near nonopoly, and that's why it's
controversial, and that's why the states are enacting
these restrictive laws, saying in sone cases that if
you're for-profit you can't operate any kind of charter
school; in other cases, that if you're a virtual charter
school, you can't operate beyond 50 feet from sonmebody's
front door; in other cases, that if you're a
profit-seeking firm you can't operate a virtual charter
school, et cetera, et cetera, et cetera.

Where | egislative and regul atory restrictions
aren't able to be | everaged by this unhappy nonopoly
t hrough working nostly through states, sonetimes through
| ocal districts and |ocal comunities, then the
judiciary is invoked with lawsuits in several states
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attenmpting to prove that this form of public education
I s unconstitutional under state constitutions. One of
those lawsuits is hot and heavy in Ohio right now, for
exanpl e.

But the resistance is spreading. The |ast two
states to enact charter |egislation, I|Indiana and
Tennessee, both forbid the outsourcing of charter
schools to private operators, and this is not a good
sign if you believe in encouraging the devel opnent of
the three revolutions that |'ve been describing in

primary and secondary education. These kinds of

restrictions and constraints can only serve to constrain

t hat devel opnent, to constrain its evolution, to retard
t he educati on sector behind every other sector in the
Ameri can econony that is allow ng entrepreneurship and
i nnovation to flourish.

Thank you.

MR. ELLIG  Tonf

MR. GENTZEL: Good afternoon, |I'm Tom Gentzel,

t he Executive Director of the Pennsylvania School Boards

Associ ation, | suppose the happy defender of the

nonopol y that Checker was just tal king about, but let nme

try to debunk a few nyths, if | can.
John actually said sonething that touches on a
key point | wanted to nake, which tal ks about the
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policies that are in place currently often get in the
way of online instruction, and I would agree with that.
Let me just talk a little bit about the Pennsylvani a
experience. | understand that you don't want to be
bored with the details, and I won't do that, but | think
it's instructive, because what we've gone through in
Pennsylvania | think is pretty typical of the debate
around the country, and until a few nonths ago, we
really did not have a state law in effect which defined
what a cyber school is, established any m ni num
requi rements for those prograns, provided any effective
means of oversight or nonitoring of their performance,
or provided any kind of reliable and fair system of
funding for those schools.

Now, | said until recently. W did get a |aw
passed a few nonths ago which now finally provides 30
percent reinbursenent to school districts for the costs
of cyber and charter schools, which is sonething we had
been asking for for a long tinme, but do the nmath.
There's still 70 percent that school districts are
payi ng. Now, the next issue becones noney. |It's about
school districts trying to hold onto their doll ars.
Well, it's an interesting debate, because as students
transfer to these other progranms, our costs don't go
down.
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In fact, $6,000 | eaves the school district or
what ever the dollar anpunt is. Qur costs don't go down.
We still have to educate the renmmining students. So,
noney is a problem and it goes to the heart of the
matter, which is that if any |l evel of governnent
bel i eves these prograns are inportant, and we think they
are, we think they're an inportant aspect of the
educational | andscape in the future, we need to have
| aws and policies in place which define and regul ate and
provide a basis for neasuring performance of these
programns.

In our state and, again, in other places, we' ve
seen cyber schools organi zed as charter schools, which
creates a very interesting process where one school
district in the state, again until recently, was able to
i ssue a charter and, in effect, establish a programthat
enrolls students from across the states. Those other
districts have to provide funding. |If they didn't,
Secretary Zogby's departnent was very efficient in
taking their subsidy noney fromthem and sending it onto
t he cyber school. No opportunity to ask questions, no
advanced notice, no access to records of those schools
to ensure, as we would with any other programthat's
bei ng publicly funded, that students, in fact, were
bei ng served.
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So, these were real problenms. They were
practical issues that nobody really wanted to address.
We can talk all we want about innovation and creativity
and free market forces, but the fact of the matter is if
we think that's inportant -- and |I think Checker Finn
just said it -- we're trying to establish these things
using the current framework of public policy in this
country.

Now, | think what we need to talk about is
establishing |aws that provide the answers to the
questions that |'ve just raised, and who is going to
establish the definitions? Wat are the enforcenent
mechani snms? U tinmtely, sonebody has to be held
account abl e.

Now, if the argunment is, well, parents have the
choice, and if these prograns fail, that's the
accountability mechanism then | suppose we're just
going to have to agree to disagree, because | don't
think that's adequate accountability. These prograns
are not funded by the parents who send their kids to
t hose schools al one, and in fact, nost of the nobney is
com ng from people who don't have kids in schools, who
are expecting sonebody to be paying attention to how
t hese prograns are operated and how the funds are spent.

Finally, let me just say, this is not a black or
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white issue. This is not either you're for or you're
agai nst cyber schools. W' re going through an
i nteresting process with our nmenmbership right now where
we're asking themto define and descri be the school
system of the future, the ideal systemthey'd |like to
see, and I'm not surprised by the response that we're
getting from hundreds and hundreds of school board
menbers and superintendents around the state who are
sayi ng cyber education is exactly one of the things they
think that is nmost inportant in public schools in the
future.

VWhat we don't have is a policy framework, and it
makes no sense to ne to say we're going to try to force
and encourage these things to happen w thout adequate
policies and oversight in place. So, that's our
position, and |I'I|l be happy to participate in the
di scussi on.

MR. ELLIG  Thank you. Ron?

MR. PACKARD: Yes, |I'm Ron Packard, a CEO and
founder of K12, which is |I think one of the |arger
virtual school operator conpanies around the country.

We currently operate in six states: Pennsylvani a,
Col orado, California, Idaho, Ohio and M nnesota. Qur
first schools opened |l ast year. W're in our second
year now, and we're serving grades K through 5.
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| think we've learned a | ot about cyber
education and sone of the barriers. Just to be clear,
K12 set up its curriculum designed to exceed the state
standards of all 50 states in the United States, and it
built a curriculumthat was designed to be equivalent to
what the best private schools and public schools, not
just in the United States but in the world, do. In this
way, whenever we go into any state for a cyber charter,
we map out our curriculum against the standards in that
state and satisfy all bodies that we neet those
standards, and in nost cases, we're significantly
exceedi ng those standards.

Cyber charters have a | ot of advantages in the
sense that we can offer individualized education. |It's
quite comon that we may have children in the third
grade doing fifth grade math or fifth grade reading.
Wth the same curriculum we're serving sinmultaneously
children who are highly gifted and children who have
| earning disabilities as severe as autism W have
cases of students, parents who were told by schoo
districts that their child would never be able to read,
they would only teach that child life skills. Several
of those children are now reading. So, it's a wonderful
thing for a lot of famlies. It's not right for
everybody, but we think it's very powerful for those
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that it serves.

Al so, as was pointed out, these are schools of
choice. Every one of our schools are open to anybody,
and parents who enroll their children there choose to,
and if they don't, they can leave. It turns out these
have enornmous demand for these schools, and we are now
wel | over 5000 children, alnmost 10,000 students enrolled
i n these schools in the various states.

We' ve been now active all over the country. In
certain states |like Pennsylvania, | think it's a
fantastic thing, that Pennsylvania has been out in
front, and they actually passed the cyber |aw and are
starting to define what a quality cyber school is, what
t hese schools need to do, because | believe the biggest
eneny to cyber education is cyber schools that are not
of high quality, that do not neet state standards, that
do not deliver what they say they're going to deliver.
They're not giving an education that the taxpayers in
that state would like to pay for. W view that as one
of the greatest obstacles.

VWhat are the obstacles? W've seen a whol e host
of them One of the biggest obstacles is you'll see
t hi ngs where there's open enrollnment |aws in states that
do not allow a child froma school district to enroll in
a school in another district. Those rules vary. Sone
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st at es have open enroll nent, but often the sending
district can say, no, we won't let that child go to that
ot her school, and that's not only pertaining to cyber
education. A lot of these restrictions are not only
true for charter schools but also for other public
school s.

Checker nmentioned regul ations against for-profit
conpanies. It is extrenely expensive and
capital-intensive to do cyber education right. [It's in
the cost of well over $100 million to build a full cyber
educati on school for grades K through 12. It's very
hard not to have sonme entity that can deliver that
amount of capital to deliver quality education. So, |
think a ot of these | aws were devel oped know ng that
and as a specific way of preventing cyber education or
charter schools from ever happening in a | arge,
meani ngf ul way.

Often local funding does not follow the child.

I n Pennsylvania, it did. In other states, it does not.
So, even if you open a school, you will only get a smal
part of the funding, which nakes it very hard to
actually open a cyber school in those states. And al so,
even when states pass |laws in Pennsylvania, you see it
in Chio, you' re still subject to |lawsuits. So, you have
to literally be ready to spend hundreds of thousands of
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dollars on defending litigation even after a lawis
passed. It's amazing what actually goes on in that
case.

But at the end of the day, we believe these
school s have a trenmendous potential for famlies that
want to access a world class education, want to do it in
an environnment, children that are world class athletes,
and it's interesting sonme of the type of kids we're
getting. In Pennsylvania, for exanple, 40 percent of
our students are free and reduced lunch eligible.
Thirty-five percent of our famlies had never used a
conputer before. So, this is a choice -- a lot of the
things that really surprised us, but this is a
curriculumthat serves those who live in areas, for
what ever reason, the public school isn't delivering
either the academ c quality or the social environnment
that they're | ooking for.

But in cases |ike Pennsylvania where we usually
end up getting 70 to 80 percent of the total funding
that goes into a public school, and what about results?
We believe in results. | think Bill Bennett, who is ny
chai rman and partner in this venture, has spoken about
results for the last 20 years. Qur first year test
scores in Colorado indicate that that school would pl ace
in the top 10 percent of all schools in the United
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States in terns of scores, first year out of the box.
We hope they do better. So, basically it's an
incredibly efficient and effective nodel if you can
produce test scores that are in the top 5-10 percent of
the country while consum ng 70 percent of the dollars
per child.

So, I'l'l end on that. Thank you.

MR. ELLIG  Secretary Zogby?

SECRETARY ZOGBY: Thank you. |'m Charles Zogby,
Secretary of Education for the Commonweal t h of
Pennsyl vania, and | appreciate the opportunity to be
here today to discuss one of Pennsylvania' s nost dynam c
and i nnovative education reforns, cyber charter schools.

Pennsyl vani a prides itself on being a national
| eader in cyber education, and over the past five years,
we' ve made extensive progress in harnessing the power of
the internet to deliver a quality education to children
across our state. Cybers have shown a power to conbi ne
custom zed curriculum of charter schools that we' ve seen
in our charter schools with the easy access and
flexibility of the internet, making these schools
uni quel y adaptable to students' individual |earning
needs.

Pennsyl vani a's cyber novement began in the fall
of 1998 when the Susq- Cyber School, |ocated in
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nort heastern Pennsyl vani a, opened its virtual doors to
47 students. The school becane the Commonwealth's first
online public school, and now, just a few short years
| ater, enrollnment in the school has nearly doubled, with
a hundred students in grades 9 through 12 now receiving
their education via the internet.

Today, Susqg-Cyber School has seven cyber
counterparts across the Commonweal th, all recognized as
public schools under our state's charter school | aw.
Toget her, these schools now deliver education to over
5000 students across the state.

The Ri dge- Schwei ker Adm ni stration believes
strongly in conpetition and the free market. W' ve
prided ourselves in giving parents a choice when it
cones to choosing the education that best suits the
needs of their children, because we believe choice is
not only a parent's right but inproves education and the
qual ity of our schools.

The choice options we've created in Pennsyl vani a
are not limted to cyber charter schools. Through our
charter school |law, more than 90 school s now deliver
education to nore than 32,000 students. O hers are
choosing to create what's known as i ndependent school s,
whi ch are quasi-charters within the context of a
col l ective bargaining agreenment. W' ve al so been
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chanpi ons for school choice, both within the public
educati on system and t hrough vouchers to allow children
to attend nonpublic school s.

Cyber education then is one nore way of offering
choice to parents. W support conpetition, but we also
realize that cyber charter schools are still young, and
as with any newinitiative, there are always ways to
make them better, and that is our goal as we continue to
enhance this dynam c new option for our children.

Thi s past year, Governor Schwei ker signed what
we believe is the nation's first conprehensive law to
strengthen and oversee and inprove and provi de acaden c
accountability for cyber charters. The |aw creates a
framework for the Departnment of Education to ensure the
parents and children are protected as consuners while at
the sanme time ensuring that cyber schools are delivering
hi gh quality standards-based instruction and educati on.

We recogni ze that cyber schools, by their very
nature, pose new and uni que chall enges. The internet
and avail abl e technol ogi es enabl e cyber charters to draw
students from across Pennsyl vania, and enrollnments are
not bound by the traditional physical or geographic
boundaries. A key conponent of the |egislation that was
just passed included the centralized eval uation and
approval of oversight of charter schools, which in
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Pennsylvania will now rest with the Department.

And just to clarify some of the earlier renmarks
by nmy coll eague, M. Gentzel, a charter school law did
al l ow an avenue obviously for these charter schools to
cone into being. What we found over the years were that
school districts, a single chartering district who's
ultimately responsible for the accountability of these
school s, because of the state-w de nature and reach of
the cybers, were not really in a very good position to
beconme overseers to assure that cyber charters were
meeting the requirenments of the | aw.

So, what we did was to centralize, again,
oversi ght, approval and regulation of the charters at
the state level. The new |aw we think hel ps enhance
educati onal accountability. Cyber charter school
appl i cati ons nust now i nclude an array of new
i nformation and material and really trying to get at, is
this operator positioned with the infrastructure to
provi de high quality educati onal experiences to
Pennsyl vani a young peopl e?

We' ve encouraged and supported the cyber school
novenment. We believe in enpowering parents to make
deci sions that are best for their children and providing
alternative education options. | believe that with our
new | aw, we have reached a bal ance that encourages cyber
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school growth and provides themwith flexibility, while
maki ng sure that they are accountable for the education
that they prom se to deliver our young people.

Thousands of Pennsylvani a parents al ready have
enbraced cyber charter schools as an exciting and vi able
education alternative for their children, yet as with
any new initiative, the departnment has the
responsibility to assess their success and strengthen
cyber schools to make them better. W believe that with
this new | aw and the steps that we've taken in
Pennsyl vani a, cyber charter schools will be an exciting
and vi abl e educati on option on Pennsylvania's | andscape
for years to cone.

Thank you, and | would be pleased to answer any
guesti ons.

MR. ELLIG Thanks. 1'd like to start off with
one really kind of broad, general question. Wen we
| ook at education and different options for education,
two of the really big questions that a |ot of people
have are, well, how does this affect the quality of
education? How does it affect student academ c
achi evement? And then also, how does it affect the
cost? And |I'mcurious to know what kind of evidence
currently exists about how cyber charter schools affect
student acadenm ¢ achi evenent and how do they affect
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costs, and since |I'man econom st, | have to add, |I'm
particularly interested in knowing if there's any
evi dence about the way cyber schools affect student
achi evenent that can actually be attributed to the
performance of that school rather than being attributed
to the fact that maybe they attract better students, and
so, they would have higher test scores just because they
happen to get better students.

Anybody want to take a shot at it?

MR. PACKARD: Yeah, to be clear, there's not any
evidence that I'm aware of that would take out any
self-selection bias, yet it normalizes for the students
that go in there. | think there's strong evidence, if
you | ook at the students that go in there, relative to
poverty |l evels and everything, that the results are
extraordi nary, but you can't -- it's hard to say that --
there's no normalized study versus a control group that
you're asking for that I'"maware of, but I think we're
trying to do that now.

MS. COLLINS: | actually can provide sone dat a.
We happen to have started in advanced placenent, which
is actually a very perfect |aboratory for seeing how
effective online courses m ght be vis-a-vis classroom
because in the end, they all take the same test. So, it
doesn't matter where the kids get their instruction, if
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they do it online or whether they do it in the
classroom and just to give you a sense of the kinds of
ki ds we have, about 65 percent of our kids conme from
rural schools, and in al nost 50 percent of our schools,
we are the only AP that they can offer. So, there's
sort of a nice conjunct of people who want to be able to
take these kinds of courses and are not able to as we
sell these courses.

So, let ne tell you the results, and these are
not this year's, because we just got the data from ETS,
and we haven't finished it all, but |last year, if a
student took an online course fromus and passed the

course and took the test, and our kids take nore tests

than the normal classroomkids do -- |I'mnot saying this
very well, | didn't have this very well organized in ny
head -- but we have deeper penetration of test-takers in

our online classes. They do just as well as a classroom
student does. So, the national average is about 61
percent passage. That's just about what our kids do.
In certain subjects, they do extraordinarily better.
think it's in chem stry that we have a 92 percent
passage rate, and the passage rate across the country is
| i ke 68 percent.

So, there's sone interesting data, and we'd be
happy to provide that to the Comm ssion at any tine.
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MR. FINN:. This is a little bit like trying to
eval uate sonmebody's lifetinme earning potential when
they're eight nonths old. This is a real infant of an
educational program and it needs nore tine, nore
research, sone truer experinents if we can figure out
how to do that in order to get the achi evenent data
squar ed away.

Many of these schools have only been operating
for one year, two years, maximumreally three years, and
| don't think anybody thinks that that's a fair test for
a school, and it is hard, as Ron said, to rule out the
sel ection effects. There haven't been any, to ny
know edge, true random zed type experinments with
full-fledged control groups. You can do denographic
mat ching and things like that. You still can't
elimnate all possible selection effects.

The expense data is clearer. It's pretty
uni versal across the country as an average that charter
schools, in general, get about 80 percent of the
operating budgets of regular public schools. They
usually don't get any capital funding, so they actually
get less than 80 percent of the funding of regul ar
public schools, which also get capital funding, and
sonetimes the | ocal dollars do or don't acconpany ki ds
into the charter schools.
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Cyber charter schools at the noment are getting
funded pretty nmuch the sane as brick and nortar charter
schools. \Whether it stays that way indefinitely, |
don't know, and Charles could speak to the fornula they
ended up with in Pennsylvania, because | can't begin to
explain it.

SECRETARY ZOGBY: | don't know that | can
explain the formula, per se, but in Pennsylvania, it's
roughly the same, about 80 cents on the dollar that
noves with a charter or cyber charter student. Funding
for students enrolled in cyber charters mrrors that of
children in charter schools. The 30 percent
rei mbursenment that M. Gentzel referenced was actually a
separate appropriations act by the General Assenbly
where at | east in our state we have begun to, again,
rei mburse school districts for up to 30 percent of the
cost associated with students attendi ng charter schools
or cyber charters.

MR. GENTZEL: |If I may, another country heard
from Let me just offer a couple of thoughts about
this. One is | find it intriguing that we're saying
that this whole novenent is too new for us to eval uate,
and a couple years is not an adequate period of time to
be fair to the school, and yet we've just passed federal
| egi sl ation that has the hammer com ng down on sone
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school districts imediately if they fail to neet
certain performance levels. So, | think nmaybe we ought
to revisit that whol e question.

But let me get back to this funding issue.

We're going to separate and I'd |like us to separate
charters and cybers, because al though they may be call ed
cyber charter schools, these are not bricks and nortar
facilities. So, | think the appl es-to-apples conparison
is to ook at the instructional cost of school

districts, the classroom operating costs of school
districts versus the cyber schools, and in Pennsylvania
I n sonme cases, they're charging nore because of the
formula, which we want to explain, but the fixed
formula, they're actually getting nore per pupil than
sone school districts are paying for the instruction of
their own students.

The reality is that we don't know whether this
experiment works. We think it's certainly well worth
trying, but the flip side of the coin is, what happens
where it clearly fails? And we have had that exanple in
Pennsylvania. It's not a K12 program and this is
certainly no criticismof Kl12. What |'ve seen, |'ve
been i npressed with, but there have been ot her cyber
school s that have been -- particularly one that | think
the departnent itself, | think, came down on it and told
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t he school district to shut it down. What do you do
when you have, in that case, 3000 students enrolled
across the state in a programthat's basically
fraudul ent and taki ng advantage and bil king the
taxpayers of this state? Well, the answer was finally,
well, tell themto close, after mllions of dollars
literally had been spent.

Agai n, we can wi sh for good things to happen.
We can hope that the right people step up to the plate
and do the right thing to serve kids, and clearly these
programs can serve sone kids very, very well, but if we
don't have adequate safeguards, | think we are
essentially insulting the taxpayers of this country to
suggest that we ought to just let dollars follow kids to
wherever they want to go and hope the right things
happen. | don't think that's adequate accountability.

MR. BAILEY: On the question of the research, |
agree with Checker, there's been very little random zed
assignnments in terns of neasuring online instruction or
the inmpact that's had on education. W've seen a |ot of
di stance | earni ng courses as suppl enental courses.
That's not new. That's not new to the cyber charter
school novenment. That has actually been around for
years, using everything fromsatellite technologies to
video conferencing to nore recently the internet.
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We've seen sone real positive trends in that,
i ncludi ng a school district in Alaska that's |larger than
the entire State of West Virginia, that when they
started enacting e-learning and using e-learning as
their school district's primary instructional delivery
system student test scores rose, students going on to
coll ege increased, and the quality thresholds were so
hi gh they received the President's Baldridge Award this
year. So, | think that's a real clear exanple of how,
agai n, one successful e-learning inplenmnentation has had
sone pretty dramatic student achi evenent.

In terms of neasuring the quality of this, I
t hi nk what you start finding is once you strip away the
t echnol ogy aspects of cyber charter schools or cyber
schools in general, the sanme things you |look for in a
qual ity instructional programin a traditional schoo
are the same things you | ook for in a cyber charter
school. It's qualified teachers, it's quality
curriculum and it's also rigorous, high academ c
standards. You don't want the technology to sort of
gl oss over these other nore fundanmental, inportant
i ssues that you start |ooking at, and if those things
are there, there will be good instruction taking place,
and students will be |earning.

MR. PACKARD: Yeah, | would like to just add to
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that. We view exactly that, a great virtual school is
no different than a great physical school. It has a
great curriculum great teachers, innovative and high
accountability. So, in reality, they function al nost
the sane way, and | think the value that we [ ook for is
that we can deliver it basically 80 percent or |ess of
t he cost of what a normal state is paying, a school
that's going to deliver for themtest scores in the top
10 percent and serve a higher percentage of poor
children than the average school in that state has. So,
| think that's an attractive value to npst states, and
hopefully we'll be able to denonstrate that even with
the selection, that we still out-performwhat a nornal
school m ght do or an average school m ght do. There
are always fantastic schools.

MR. FINN: The Al aska comrent underscores
sonething that |'m not sure anybody's said that's worth
enphasi zing. There are sonme situations where distance
| earning is particularly wonderful for kids and
fam lies, and this includes deeply rural situations,
people who |ive on sort of nountain tops and deep
val | eys and across snow fields. It also includes kids
who for various reasons are not very portable, kids who
are ill or disabled or fragile or have enotional or
soci al problens, and a variety of other circunstances
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t hat you can begin to imagine in which bringing the
school to the kid essentially nakes a whole | ot nore
sense than any other form of educational delivery.

MR. AGARWAL: |1'd like to touch on the
accountability issue again. To whom do cyber charter
schools need to be accountable? 1Is it enough that
they're accountable to the parents and the parent can
take the child out of the cyber charter school, or do
t hey al so need to be accountable to the school district
or the State Board of Education?

MR. FINN. Well, they are accountable to sone
public body by virtue of being a charter school. Every
single charter state in the country has set up an
arrangenent -- it doesn't always work very well -- but
in the law and in principle, the charter is issued by a
public body. [It's often a State Board of Education,
it's sonetinmes a Local Board of Education. 1In a few
states, it's a university, which is then responsible for
checking to see whether that charter school is
delivering the results that it said it was going to
deliver within the period of tine that it said it was
going to deliver them typically on average a five-year
charter, and review ng the performance of the school
against its stated goals and state standards and usually
state tests, and then determ ning at the end of that
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period of time whether the school should be continued or
not .

There is a formal arrangenent of that sort
underway every place that there is a charter school.
There is a sense here worth underscoring | think, also,

I n which charter schools are nore accountable than
regul ar school s, because they're accountable in two
directions at once. They are accountable to the

mar ket pl ace, because they are schools of choice, and
they are al so accountable to a public body that issued
their charter and is judging their performance.

MR. GENTZEL: 1'd like to agree with that. |
think in theory that's the way it should work. Charles
and |, as you m ght have guessed, have not agreed on a
| ot of things around this subject, but I think we did
finally reach some comon ground. We m ght have backed
into the sane spot, I'"mnot sure, but the reality is
that this did not work, when we're tal king about a cyber
school being chartered by an individual school district.
That was the problem of shoehorning cyber schools into a
charter school |aw that was never intended to support
t hat kind of a program

It was clearly intended to support a bricks and
nortar facility. That's what our charter school |aw
was. It nmade no sense to tell a small district of a
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t housand students in the suburbs of Philadel phia that
had granted a charter to a cyber school that they now
had to nonitor the performance of a school that was two
or three tines its own size with students spread al
across the state.

Now, unfortunately, we had two years of hel
before we got |egislation passed that finally addressed
t hat subject and tried to bring sone closure to it, and
my caution is that we should not be doing that. |If
there's a lesson to be |learned fromthe Pennsyl vani a
experience, it is that if cyber schools want to be
promoted as a matter of public policy, then there ought
to be a public policy. It ought to be clearly
articulated. There ought to be a funding mechanismin
pl ace, and there ought to be an accountability nmeasure
i n place.

Let me just raise one other quick question
that's related to this. One of the things that was
never answered, for exanple, was are cyber schools
appropriate for all students? | talked to a cyber
school operator who told ne that he had in his program
ki ds as young as ki ndergarten-aged students enrolled in
his cyber school, and | was intrigued by that. 1| was
trying to remenber my kids when they were in
ki ndergarten, and | thought, is it really appropriate
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for kindergartners to be in front of a conputer all day?
And the answer was, well, they're not in front of the
conputer all day, but where are they the rest of the
time? Well, they're with their parents. What are the
parents doi ng? The parents are teaching them \Well,
that's honme schooling, and one of the reasons we filed
our lawsuit and that a | ot of school districts were

i nvolved in this was we have a |l aw that provides a
policy. A parent wants to teach a child at honme, we
have a state | aw that regul ates how that happens, who's
qualified, the nature of the program \What we had here
was home schooling taking place under a cyber school | aw
wi t hout the protections of hone schooling.

Now, again, my point is very sinple. I|f we want
to do it, and | think we should, then there ought to be
a public policy that answers those questi ons.

SECRETARY ZOGBY: |I'd just |like to make anot her
poi nt on the accountability. | think one of the things
that we have found with charter schools, with both our
charter schools as well as our cyber charters when they
were approved at a local level, is that our public
school districts are not very good at holding their own
school s accountable. W are not used to in public
education, for instance, setting academ c goals of where
children should be in reading and math and other core
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subj ect areas, and then if you're a school that fails to
deliver, that there are actually consequences that
occur. You know, ny friend Tom referenced a probl em
cyber charter that we had in Pennsylvania, and i ndeed,
we went through sone | egal gymastics to be able to get
this school to fulfill its obligations, but | think the
key point to be nmade there is that with these and ot her
charter type schools, we were able to nove agai nst those
that were failing to deliver, were failing to live up to
their obligations. W have, unfortunately, too many
public schools that fail our children year after year,
where we know a number of schools that opened this past
Septenber that will close next June with children not
really making that much progress, and yet,
unfortunately, in years past, we've not had
accountability for those schools. There have not been
consequences for their failure.

| think the other key point to be made i s now
with the new No Child Left Behind |law, every public
school, whether you're cyber, charter, or traditional,
you are going to be under sonme form of accountability to
noving children to a proficient |evel of |earning and
reading and math and soon to be science, and so we're
going to have, if you will, a level playing field across
all public schools, both in the Commonweal th and the
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nati on.

MR. AGARWAL: What is the effect -- and it night
be too early to know this -- but what is the effect of
cyber charter schools on traditional school s?

SECRETARY ZOGBY: | think that's a very -- [|'11
maybe give a Pennsylvania view here -- very difficult to
measure. We have sonme who have sort of |ike the old
definition of conservative, standing astride the world
shouting no. There are sone districts that have just
reflexively seen this as a problemthat they w sh would
go away. O hers are taking it as a challenge, and
they're using their own technol ogy programs to offer new
and better offerings to their young people, to the
parents, as a way to draw students back into their
public education systenms, and | really applaud sone of
our superintendents across the Commonweal th who have
been |l eaders in this effort. They know that they're
offering quality education in their local districts. Up
until now, they have had no way to export that
education, and the technology is now giving them again,
in the districts, the ability to draw students in from
ot her areas of the state, and they're seeing this as a
mar ket niche in the future where they're going to go
after custoners, because these children can bring noney
with them and they can offer high quality educati on.
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MR. PACKARD: And we've been approached by
mul ti pl e school districts now, consortiums of school
districts, who want to do virtual education in their
districts and want our help in delivering the curriculum
and al so whatever technol ogy and systens we've built,
and our attitude is we're happy to help them and we
believe that parents that want this type of education
shoul d have it, whether it's provided through a charter
school associated with K12 or whether it's provided by a
district itself. So, we're seeing districts from al
over the country, particularly in Pennsylvania, calling
us and saying, can we do this? So, sone of themare
starting to enbrace this.

MR. BAILEY: | think we're also seeing a |ot of
school s starting not nmake it an either/or debate, but
creating blended experiences where students will have
received the majority of their instruction in a
traditional setting, but for sonme courses of which it's
just beyond the reach of that school to offer advanced
courses, they're turning to distance |earning providers,
whet her it's Apex Learning or other for-profits, where
they're turning to other schools and they're sharing
their teachers and expertise across school district
boundari es, across state lines, to help bring those type
of courses and expertise to our students. So, it
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doesn't have to be an either/or. It could be very, very
much of a bl ended approach in sone cases for students
with very uni que needs.

M grant education workers, it's a way that as
those famlies travel fromstate to state, fromtown to
town each year, that student can maintain a relationship
with their teacher throughout the whole year and not
have the disruption that typically has occurred, where
they're introduced to two different teachers throughout
the year and given two different types of instructional
met hods. This keeps their educati on sonewhat consistent
over time. So, students with high nobility, students
with other unique needs, students with famlies that
travel in the mlitary, all of these offer rich
opportunities for online learning in a traditional type

of setting, through a traditional type of school.

MR. ELLIG  Actually, that -- oh, did you have a
coment ?

MR, GENTZEL: | did very quickly. | would add
that it's superintendents and school boards. | think a

| ot of our folks are I ooking at this as an opportunity

to change the | andscape of public education. | want to

just build on what John was just saying, though, because

one of the reasons why | think we need a

wel |l -articul ated public policy on cyber schools is that,
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for instance -- again, not to get lost in the
Pennsyl vania |l aw -- but our charter school |aw requires
it to be a full-day program |If you go to a charter

program it's a full-time enrollnment. That's limting
to a cyber program and | agree conpletely, we need to
think nore creatively about ways we can bring distance

| earni ng i nto Pennsyl vania and ot her schools around the
country, but again, one of the coments | heard from our
menmbers across the state was they |ike cyber schools.
They think there's a |lot of value in it. They w sh they
had had the resources to be able to provide that kind of
fundi ng and a conmputer for every child to have in their
home. That's one of the disadvantages to this. W need
to sit down and say, if these things are inportant,
we're going to provide the resources to help al

students have access to it, not just those who happen to
get through the charter school | aw.

MR. ELLIG Actually, John's comment about fol ks
traveling around piques an interesting question, which
is to what extent are any cyber charter schools
i nterstate operations rather than just serving students
in one state? | understand there are some conpani es and
ot her organi zations that nmaybe operate multiple schools
in multiple states, but to what extent do you have maybe
a single school or program where you have people in
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multiple states?

MR. PACKARD: They can't do that by |law, because
the students in each of the states have to be residents
of that state, and one of the big processes in the
enrollment thing is verifying that they actually live in
that state. So, that's inpossible -- it's hard to do
with the current fundi ng mechani sns and state | aws.

Now, a famly could travel over Christmas to Florida
from Pennsyl vani a, and they can do the education there.
It's avail able anytime, anywhere, as |ong as you have a
di al -up connection, you can do it anywhere, but you
can't serve a resident of different state and get
funding for that.

MR. FINN: It could be done through sone kind of
a reciprocity or conpact arrangenent, if states agreed
to share, for exanple, across state boundaries, but as
| ong as the fundanmental education |law and funding in the
country is state-based, | think that public education is
going to continue to be bounded by state boundaries.

MR. BAILEY: The schools that |I've seen that
have done either nultiple states or even nmultiple
countries, the Concord Consortium does a virtual high
school program serves students in a variety of
different countries, but they have to devel op agreenents
with those countries and with the states that they're
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working with. The Florida Virtual School | think is
actually serving students from 13 different states now,
but they have to go in and negotiate agreenments with
t hose states and then also with the school districts.

So, those are definitely barriers. They are not able to
serve as many students because of the barriers of
traditional regulations as it relates to education.

MR. AGARWAL: There have been sone reports that
there may be a teacher shortage comng up in the next
few years. Are cyber charter schools one way of dealing
wi th that?

MR. FINN: You could have an entire hearing on
the teacher shortage issue itself and ways of dealing
withit. It's extrenmely variable depending on which
part of the country you're in, what subjects you're
tal ki ng about the shortage being in. There are sone
states that over-produce teachers; there are other
states that are inporting them There are subjects |ike
hi gh school science that have a shortage. There are
subj ects |like elenmentary social studies that don't have
a shortage. And furthernore, a lot of the shortage is
sel f-induced by state requirenments having to do with
training and certification.

There are | ots of people out there that woul d
like to be teachers who aren't allowed to be. |If you
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want to get into a restraint of novement and opportunity
i ssue at the Federal Trade Conm ssion, this would be a
real Jim Dandy of an issue to get into, but in any case,
t he cyber charters, where they're not restricted by | aws
like California's, to have 25 kids per teacher and it
has to be a certified teacher, which is to recreate the
same shortage issue within the cyber charter, where
they're not restricted in that way, sure, they can be a
fantastic partial solution to a teacher shortage.

| magi ne a real school, a brick and nortar schoo
that's having trouble finding a suitable sixth grade
mat h teacher and says to the cyber charter provider, we
would like to bring in your sixth grade math program
i nto our school, because we don't have a good sixth
grade math teacher, but we can use your programwth
anot her adult to deliver sixth grade math to our ki ds.
There's a huge potential here, both of kids in brick and
nortar schools and kids scattered in other |ocations.

MR. PACKARD: | think the other thing with a
teacher shortage is virtual teachers can attract people
that normally mi ght | eave the teaching profession. For
exanpl e, young teachers who have just had children and
who are going to take off to be honme with those
children; retired teachers who don't want to stand in
front of a classroom all day; teachers with physical
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disabilities that can't stand in a class -- they can now
teach, be part of their life-long chosen profession,

whi ch they couldn't do under the current systemin a
brick and nortar school. So, we're seeing those kind of
applicants.

MS. COLLINS: In absolute nunbers of the
teacher-to-student ratio, what we've found is you really
aren't able to teach any nore kids a day. Wien | was an
ei ghth grade teacher, | had 180 kids. |nmagine 180
ei ght h-graders every day, if you can inmagine that --

MR. FINN: Even virtual eighth-grader.

MS. COLLINS: Even virtual would be.

Anyway, there's only a few nore kids probably
that a virtual teacher can have as opposed to a
cl assroom teacher. So, you cannot say we're going to
teach 300 kids per teacher in a virtual environnent.

That just doesn't work. | do agree that you can attract
peopl e back who woul d not teach. We have teachers who
are back frommternity | eave and want to teach two

cl asses a day. Schools can't accommpdate that very
well. We have a teacher who teaches half-tinme in a
regul ar school, because that's all that they have kids
for, teaches half-time for us.

| do think one of the real advantages, though,
gets back to this state |line problemis it can solve
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| ocal and/or geographic shortages. So, |'Il give you a
real exanple. Austin School District wanted to have an
AP physics class, | believe. They had an AP physics
teacher in one high school, did not have it in any other
school, and so they were either bussing the kids or the
t eacher becane an itinerant teacher who taught two and
t hree kids at each school. That absolutely can help
t hat situation.

It can also help other situations where you have
a partial class here and a partial class there, two kids
there, or you have a class here and a class there, so
that there's local disparity of coverage. All those
t hi ngs can be hel ped by cyber schools or cyber charters
or virtual schools or whatever we want to call these
t oday.

MR. AGARWAL: MWhat is the typica
t eacher-student ratio at cyber charter school ?

MS. COLLINS: Wwell, for us, we have a
requi rement that they're about the normal | oad of a
public school teacher, which in general is sonewhere
bet ween 150 and 180 kids. W' re in high school only, so
it's not the matter of what you have in a second grade
classroomor a third grade classroom and that's sort of
the normal |oad a public school teacher has.

You do have to renmenber that there is a
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di fferent weighting of what they do. 1In a cyber
situation, what the technol ogy conveys is the
curriculum so that the teacher is relieved fromnuch of
the curriculum actually, the content conveyance to Kkids,
and has a nmuch bigger responsibility to provide feedback
and answer questions and do those things with students
as opposed to the teacher in the classroom who has both
content and feedback requirenents.

MR. FINN: You have to change your paradigm a
little bit. In a virtual situation, there are arguably
three teachers interacting with the kid. There's the
teacher who created the I esson that's comng in with the
hel p of technology. Secondly, there is the sort of
of ficial teacher who is at the other end often of an
e-mail or a tel ephone or an interactive video
conferencing. And then thirdly, there's the adult in
the roomw th the kid, which m ght be a parent and m ght
be an ol der sibling and m ght be a tutor or a day-care
wor ker or an after-school worker or a wide variety or a
regul ar teacher who's noonlighting in an after-school
program There's three different adults in this sense
serving as teachers for the child in this situation.

MR. AGARWAL: That actually brings nme back to an
earlier point that you made about what groups or
constituencies are principally opposed to cyber charter
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schools, and in particular, you made the point, Checker,
t hat teachers in your view are opposed to cyber
charters. |'m wondering how the other sort of groups --

MR. FINN: Teachers unions.

MR. AGARWAL: Teachers uni ons.

MR. ELLIG By the way, this wasn't our
question. This was from the audi ence.

MR. AGARWAL: Yes, this is fromthe audi ence.

MR. FINN: Teacher unions, the interest groups
that have a vested interest in the traditional delivery
are who's opposed. They're opposed in general to
conpetition. They're opposed in general to charter
schools. They're opposed in general to for-profit
entrants into public education, and they're certainly
opposed to this amal gam of those things.

It's a list as long as your arm |t operates at
both the national |evel and the state |level, but if you
went to the Yell ow Pages and | ooked up Nationa
Associ ation of and then plugged in everyone that had
education or sone version of that in its name, first of
all, you'd have hundreds of groups, and secondly, you'd
have hundreds of opponents, and they all have state
affiliates. So, in Ohio, for exanple, the state-w de
| awsuit agai nst the charter schools, including but not
limted to the cyber charter schools, was organi zed by
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the two state teacher unions and then joined in by al
t he other public school associations in the state, the
school boards association, the adm nistrators
associ ation, the PTA the coll eges of education, and on
and on and on down actually a very long list of
conpl ai nants here, who all believe that they, | think,
stand to lose if this novenent spreads.

MR. GENTZEL: Well, let nme just say, again, here
we go with you're either in this canmp or you're in that
canp. | tried to lay out in our case, and | think the
same argunment holds true in other states, at |east for
our associ ation, which supported the creation of charter
school s, believes cyber schools have a lot of nmerit and
shoul d be devel oped in our state, and as we just
di scussed, a nunber of districts are doing that right
now. We were very specific in conplaining about how
they were devel oped in Pennsylvani a, because they were
devel oping extra-legally, in our opinion, that the |aw
did not provide for their creation. W needed to have
the same sort of statutory authority for them as we have
had for home schooling and for charter schools and for
ot her changes in the educational |andscape. W didn't
do that in this case.

So, | think it's alittle bit disingenuous, with
all due respect, to suggest that when sonebody raises an
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obj ection, they' re somehow just opposed to reformor to
change. That's literally not true. A lot of us have
been pronoting changes in the public education system
for a long tine, but there were legitimte conpl aints
about this issue and about some others, and | think we
did the right thing. |'mproud of what we did. | think
It hel ped force sone discussion and sone changes in the
| egi sl ature that m ght not have happened ot herw se.

MR. BAILEY: | would just say from ny
observation, | found very few people that oppose cyber
charter schools, but when you listen to the song behind
the nusic, if you will, the opposition is nore of along
the lines of funding. They oppose the |oss of funding
that their traditional school has traditionally
received, and now all of a sudden they have to send to a
cyber charter school. So, it has a whole lot less to do
about cyber schools than it does about the |oss of
fundi ng that the cyber schools have somewhat triggered,
and that's what is generating, | think, just from an
observation at the national |level a lot of the lawsuits
you're seeing in some of the states.

The second issue is on the quality, asking about
the quality of education that is delivered online, and
what's interesting about that is often you see a | ot of
guestions bei ng asked about cyber charter school s that
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are often not asked about traditional schools and that |
think a I ot of folks would encourage being asked about
traditional schools, and Secretary Zogby was addressing
that a little bit before, but again, | think it all
conmes back down to funding as opposed to the online
delivery of instruction via the internet or other
t echnol ogi es.

MR, GENTZEL: If | could have a qualified
agreenent with that, there are, as | say, other policy
I ssues that | think are critical, but John's right. It
I s about funding, too. So, now the question becones,
well, there you go, the school boards are just trying to

hol d onto their noney.

The reality is that as students transfer -- and
again, I'mtal king about our state, but a |ot of other
state laws are very simlar -- as they transfer, noney

follows the student to the charter school or the cyber
school. Well, that seenms to make sense. The problem
i's, the noney doesn't follow the child into the district
in the first place. 1In other words, in our case, we
don't get another $5,000 or $6,000 fromthe Comobnweal t h
of Pennsyl vania for each new student who enrolled. |If
that were true, then again, this m ght be possible.
Money follows the kid in; nmoney follows the child out.
well, that mght work. In this case, we have to find
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$6, 000 or $8,000 or $10,000 to support the education of
t hat student in the alternative setting, but our costs
have not dropped by that nmuch noney. As a matter of
fact, they continue to go up with the other students.

We still have all the overhead costs. All the other
mandat es that people are so quick to relieve charter and
cyber schools from we're still saddled with. So, yeah,
It is about the nobney.

MR. FINN. Well, Tom said one thing along the
way that | did agree with, but not his nost recent
I ntervention.

The public school systens and i ndeed nost public
everythings are conpletely inelastic with respect to
their budgets in a period of contraction. They don't
know how to shrink. They assune that all their fixed
costs remain fixed. They don't know how to lay off
people, close facilities, gain efficiencies, replace one
ki nd of cost with another kind of cost. They have
conpletely inelastic budgeting and finance systens, and
so they will always tell you, faced with any kind of
conpetition, be it cyber or real, that their costs don't
go down when the nunber of students enrolled in their
school s goes down.

Well, onits face, it's kind of hard to believe
until you get into the innards of all the assunptions
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t hat are taken about a public school systenis econom cs,
and if you agree with all the assunptions, that nothing
can change when 100 kids | eave and nothing el se nust
change, then yeah, the costs don't go down, but why
don't things change when 100 students go sonewhere el se?

MR. GENTZEL: Checker, if | my, let ne just
finish on this one. They don't |eave in groups of 30 so
that we can lay off a teacher. At least in
Pennsyl vani a, we don't have the authority to lay off
teachers for econom c reasons. W can for substanti al
declines in enrollment. So, | knock the ball back over
the net to you and to Secretary Zogby and others who are
promoting the creation of these progranms and say, then
you owe it to us to give us the tools to be able to make
t hose changes. You haven't done that, but we get
criticized when we don't cut back. We don't have the
authority to do it.

SECRETARY ZOGBY: | just wanted to nake the
poi nt that around the funding, there is this tension of
sort of the old way of doing business and the new way.
| happen to believe and our governors in Pennsylvania
have believed that noney ought to begin to follow the
children throughout the education system not just for
cyber charter school students or those in charter
school s, and the tension that we have is that we have
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hi storically funded public education by, through

what ever neans, sending noney to district offices, and

t hen sonme bureaucrat in a district office decides how
much your child gets to back their particul ar education,
and | think we need to nobve towards a system where every
child, no matter where they conme from the col or of
their skin, whatever, there is a certain anmbunt of noney
that is strapped to their back, and whether they nove
from public school to a cyber charter or within the
public school systemitself, that that noney ought to
follow that child, and whether it's the district or the
school, that they have to make adjustnents.

MS. COLLINS: Wbuld you send the noney honme with
themif they go to home schooling?

SECRETARY ZOGBY: Well, in the Zogby world, 1'd
probably send some portion of tax dollars. Those
parents are paying taxes as well, and | think they maybe
woul dn't have the same | evel of support. Voucher
prograns, for instance, that we've proposed in
Pennsyl vani a have al ways had grant anounts of, say,
$1, 000 or $3,000, depending on your |evel of incone,
nowhere near the average that we spend in our state of
about $6,500, and in sonme districts as nuch as
$10, 000- $12, 000 per child, but froma social justice
standpoint, | believe that sone noney ought to go to
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every child, no matter where they get their education.

MR. AGARWAL: Setting aside some of the funding
i ssues, what are some of the other barriers to cyber
charter schools, and I'"'mthinking in particul ar of
accreditation problens that Sue Collins nentioned in her
witten statenent.

MS. COLLINS: Well, I can certainly talk about
sonme. We happen to run what's called the Apex Virtual
School, and it serves kids in 49 different states, and
so we have a situation where we actually try to dea
with the educational policy and regul ations that exist
as not only around teacher certification and textbook
adoption, but curriculum standards around every single
subj ect area, the funding laws that exist in the state,
and sonme states are |ike Pennsylvania, sone states are
not |i ke Pennsylvania, and in a comrercial world, | do
think you need to be able to adapt to the needs of your
cust omer s.

At the sanme time, sone of these barriers are so
great, it's alnost inpossible to provide this as an
opportunity for students in a state. So, we have
created different nodels. So, for exanmple, in |Iowa and
Texas they require that a virtual school that is or a
course that conmes froma virtual school and serves a
Texas student or an |lowa student requires that they have
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an lowa certified or a Texas certified teacher, we
actually have gone through the effort of naking sure
t hat our teachers were certified, even though nmany of
our teachers are nationally certified, and so there's
actually a national way that we could | ook at these
t eachers and say, okay, these have been certified in a
nati onal way, they don't actually have to neet lowa's
requi rements and Texas' requirenents, but Texas and | owa
both require that, for exanple.

So, it's many different iterations. You can go
down the list. Content standards, student-teacher class
size, the anmount of noney that follows every child, the
fundi ng pattern, the curriculum standards, teacher
certification, how many hours you have to be in a
bui | di ng, seat tinme versus what you m ght call e-tine,
and that's part of the sort of accountability thing,
sort of the basis of part of the lawsuit in Chio is how
do you account for offline tinme when a student actually
isn'"t in a building? How do you know they're actually
readi ng that novel you've assigned, where in a school
you can actually |l ook and say, oh, |ook, he's reading,
whereas in a cyber school, you can't actually say, oh,
| ook, he's reading.

It may be that the proof of the fact that he's
actually read the novel is in the work he does at the

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

concl usion of the time period when he's supposed to read
the novel. So, there are many different iterations of
all of those things as you can count schools, and in
sone places, there are actually district rules that
supersede state rules. So, it's a relatively conpl ex
commercial environment to work in.

MR. ELLIG Okay, let ne ask a final question
and ask for a response from everybody, which is sinply
this: Since this is the Federal Trade Conm ssion,
education traditionally has been nmuch nore of a state
and | ocal responsibility, but what do you believe should
be the role of the Federal Government in regard to cyber
charters, and I would ask John to start, also just to
clarify, what is the Federal Governnent's current role?

MR. BAILEY: WMaybe we should start with
Secretary Zogby.

MS. COLLINS: [|'m changing ny nane.

MR. BAILEY: Because this is such a new area,
particularly in the real mof cyber charter schools and
virtual schools, we are right now in the process of
trying to define and identify what that proper federal
role is. W are convening a group of cyber educators
and providers at the end of this nonth to help start
i dentifying what are the top policy issues and what are
sone of the strategies that we should be pursuing as a
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Federal Governnent.

We are in the process of constructing a charter
school guidance and regul ations right now as part of the
No Child Left Behind Act, and virtual schools and cyber
charter schools are being considered as part of that.

So, we're still in the mdst of trying to identify what
Is that right and appropriate federal role, if there is
any, or if this is really something that should still be
left to the states, although the interesting thing is
that as education becones sonething that can be inported
and exported between districts, between states and even
bet ween countries, a lot of issues start comng up to
the |l evel of the Federal Government in terns of deciding
what happens if we have a student in Pennsylvania or in
Fl ori da or Nebraska that wants to start taking courses
froma school that's in France or a school that's in
Engl and? How do we hel p regul ate and nanage the sane
type of issues, with funding, with quality, with teacher
qual ifications and quality assurance and so forth?

So, | don't know if we have real specific
answers at this nmonment. |It's sonmething that we're
| ooking at along with the FTC as to what should the
appropriate roles and responsibilities be.

MS. COLLINS: Well, I think it's a very
difficult problem specifically because so little of the
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fundi ng that actually goes down to the individual school
| evel comes fromthe Federal Government. It's only
about 7 percent of the normal dollars, although it
varies a little bit based on the kinds of prograns
you're in.

My personal feeling is that one of the ways that
t he Departnent of Ed, the Federal Governnent, the
Congress can help is by establishing policies that
actually are national in scope as opposed to
state-specific. So, for exanple, if there's federa
dollars that flow down through a state to a district, if
the rules could be established in such a way that it
could be nore |ike sonme charter |egislation that says,
we're giving you these dollars. You don't actually have
to send themto provide a teacher in your district. You
could actually fund seats in a cyber charter, and that
cyber charter doesn't actually have to exist in your
state, for exanple, so that there was sonme ability to
cross lines with the spending.

Some of those nodels would be really wonderf ul
to have established, and hopefully to encourage states
to say maybe that's a better education for our kids, is
to allow | ess -- parochial not being a bad word -- a
| ess parochial view of education.

MR. FINN: Well, | think there's three broad
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categories of the federal role here. The first is
financi al support of various kinds. Some of it is
support for technol ogy, innovation. Some of it is
startup support that is already flowing for charter
schools to get going in various states. The third are
t he federal categorical programs such as Title |I and
speci al ed where charter schools in general and cyber
charters in particular are not necessarily getting their
fair share of federal funding that is available for, in
t hese cases, disadvantaged kid and handi capped ki ds and
so forth. So, funding -- it is a pittance,
conparatively, it is 7 or 8 cents on the dollar, but it
should flow into these schools as well as into regul ar
school s.

Secondly, there are sonme quality control
opportunities for the Federal Governnent here. The No
Child Left Behind Act certainly carries with it sonme
academ c quality control issues for anything that calls
itself a public school. There are civil rights issues
that I'd put into this heading, if a kid feels he's
di scrim nated against. There's disability issues.
There's kind of these enforcenment issues to make sure
both that the school is delivering a quality product and
t hat individuals are not being sort of persecuted as
they try to attend the school.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

And then a third category, which | think nght
be one the nost relevant to the FTCis trying to do
sonet hi ng about inappropriate barriers that keep these
things frombeing tried in states and communities, and
t he i nappropriate barriers can range from for exanple,
teacher certification rules that Secretary Paige has
recently raised questions about as a kind of unnecessary
constraint on the flow of capable people into teaching,
to the kind of interstate barriers on for-profit school
operators that we were tal king about earlier in the
sessi on.

VWhy should it be possible for a non-profit
operator of schools to operate in a state but for a
for-profit operator that is otherwi se identical to not
be allowed to operate a school in that state? O in
that particular comunity? What form of persecution of
interstate comerce and capitalismis this? And would
it not be an appropriate federal role to at |east | ook
nore closely into that matter?

MR. GENTZEL: Well, this seenms kind of odd to
me, but 1'll be the conservative on this one. |'m not
so sure there is a federal role in this, and I'm
troubl ed by the suggestion that the Federal Government
shoul d beconme actively involved. | believe firmy that
education is primarily a function of the states. |
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think the Federal Governnment can provi de sone | eavening
and can try to support sone efforts, and | certainly
woul d agree with that, but |I think in ternms of a

regul atory role, |I think that would be very dangerous.

The reality of the matter is, | believe, for
nost states, these schools, cyber schools, have a great
potential in the future. It is a mtter of getting
state |l egislatures and state adm nistrations, and |
woul d add interest groups who have | think concerns
about these things, to develop policies that pronote the
formati on of cyber schools, but | believe that has to be
done primarily on a state-by-state basis.

MR. PACKARD: | think for me the Federa
Governnment role, there's a |ot of them but one of them
| think is by allow ng prograns that use federal
dol | ars, after-school programs, summer school, failing
school s, to use cyber schools or education as an option,
| think that would be a valuable thing. | think it is
an option. | think you have children in failing schools
as part of No Child Left Behind that really have no
option. There's no capacity in the school systens in
several cities, where do they go? It takes a while for
a brick and nortar charter school to even pop up or
ot her options. So, to the extent that cyber schools are
clearly defined as a valid option for children in
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failing schools and some of the other programs, | think
t hat would be a very val uable thing the Federal
Governnent could do. They could also put out quality
gui delines, |ike Pennsylvania did in their |egislation.
| think that's a great role for the Federal Governnent.
And al so, there are states that want to experinent wth
this. Any way the Federal Governnent can help and fund
pilot progranms and things like that to show how t hey can
work in that state, | think that's a val uabl e option.

So, that's ny thoughts.

SECRETARY ZOGBY: | guess Checker started off
and tal ked about three revolutions. | would probably
add a fourth, and maybe it's not as broad as Anerican
education as a whole, but certainly in Pennsylvania and
at the federal level, | think there's been a revol ution
of sorts in how we | ook at education and the appropriate
role of all these bodies. Nanely, five, seven years
ago, you woul d never have inmagi ned sonet hing as
expansi ve and as far-reaching as No Child Left Behind
bei ng passed and the federal role in public education.
So, | guess in crystal-balling, |I'"m probably I'd guess
doubl e the oddity of Tom here in agreeing with himfrom
a reqgul atory perspective, as a state chief, | would not
want to see the Federal Governnment play a role, at |east
at this point in tinme, in the regulation of cyber
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charter schools. | think sone of the comments that have
been nade in terns of allow ng cybers or online vehicles
to be eligible for federal funding prograns and the |ike
I's good, but would tend to be nore conservative on the
I ssue and say that for now, at least, | think the
Federal Governnment staying out of our business in terns
of the oversight and regul ati on of cyber charters or
cyber public schools is probably the best place to be.
MR, ELLIG Okay, well, 1'd like to thank all
the panelists for an interesting and informative
di scussion and |l et you know you' ve changed ny m nd about
one thing. Going into this topic, | was kind of
t hi nki ng, well, gee, cyber charter school sounds a | ot
li ke telecommuting, only it's a school and since we've
noved in this country toward tel ecommuti ng, maybe
eventually we'll nove toward cyber charter schools.
Thi s di scussi on has convinced nme that the sort of
cultural objections to the technology and so forth nmay
very well be less for cyber charter schools than for
tel ecommuti ng. Thank you.
(Wher eupon, at 5:30 p.m the proceedi ngs were

adj ourned.)

For The Record, |nc.
Wal dorf, Maryl and
(301) 870-8025

317



o 0o B~ W N P

\‘

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

318
CERTI FI CATE OF REPORTERS

We, Sally Jo Bowl ing and Sonia Gonzal ez, do
hereby certify that the foregoing proceedi ngs were taken
by us in stenotype and/or audi otape and thereafter
reduced to typewiting under our supervision; that we
are neither counsel for, related to, nor enployed by any
of the parties to the action in which these proceedi ngs
were taken; and further, that we are not a relative or
enpl oyee of any attorney or counsel enployed by the
parties hereto, nor financially or otherw se interested

in the outconme of the action.
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