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Session |

The purpose of this opening session was to flesh out various policy issues and perspectives on what kind of regulation
the changing marketplace needs in order to sustain stability, growth, and innovation. Panelists argued for and against
self-regulation as a policy-making model. Views ranged from the opinion that the private sector is setting adequate
policy standards and necessarily challenging the traditional policy development process, to the warning that private-
sector led policy standards will be inconsistent, short-sighted, and eventually stifle innovation. Panelists described
how different legal theories (such as misappropriation theory, tort, trespass, and contract) apply to the e-commerce
marketplace and its emerging policy issues. Agreeing that regulation must touch areas of intellectual property,
taxation, and privacy standards and protection, the panelists discussed whether this regulation is better driven by
private or public actors. One key conclusion was that the public-private regulation debate is misplaced, while the
important question is how the law devel ops a marketplace, not whether it should or not. A number of speakers also
touched on the issues of civic culture, the digital divide, and quality of information, reminding us the policy should
serve the interests of the public good as much as economic interests in growth and prosperity.

Chair: Mr. Michael Kleeman

Opening Remarks:  Mr. Brian Kahin, Visiting Scholar, BRIE; Fellow, Internet Policy Institute
Prof. Mark Lemley, Professor, Boalt Hall School of Law, UC Berkeley; a Director of the
Berkeley Center for Law and Technology
Prof. Pamela Samuelson, Professor, School of Information Management & Systems and Boalt School
of Law, UC Berkeley; Co-Director of the Berkeley Center for Law & Technology

Commentators: Dr. Thanassis Chrissafis, European Commission

Ms. TaraLemmey, CEO, Projectlens

Dr. Robert Litan, Vice President & Director of Economic Studies, Brookings Institution; Cabot
Family Chair in Economics

Prof. Peter Lyman, Professor and Associate Dean, School of Information Management and
Systems, UC Berkeley

Prof. Robert Post, Alexander F. and May T. Morrison Professor of Law, School of Law (Boalt Hall),
UC Berkeley

Mr. Brian Kahin, Visiting Scholar, BRIE; Fellow, Internet Policy Institute

The principal reference for e-commerce policy is the current Administration’s Framework for Global Electronic
Commerce, which articulates policy across a wide range of domains. The Framework includes a set of five principles,
but these are principles of posture rather than substance. One principle notes that insofar as el ectronic commerce is
global, policy development must be coordinated internationally. Another emphasizes that the Internet is different
enough to require rethinking traditional models of law and regulation. The remaining three are corollaries: The private
sector should lead, the public sector should be slow to act, and that where intervention is necessary, it should be
predictable, minimal, consistent and simple. Only the last even suggests substantive policy.

Behind the Framework and many other expressions of e-commerce policy is avision of “enhanced markets.” The
ideais that the Internet makes markets to be bigger, more open and transparent, faster, more responsive, and rapidly
evolving. Along with liberalization, deregulation, and globalization, the Internet hel ps commerce transcend borders.
Internet standards provide a platform for an outpouring of competition and innovation. The Internet enables
collaboration and transactions across departmental and organizational boundaries. Outsourcing and new forms of
organization flourish. Consumers reign supreme. Transaction costs plummet.

Since the Framework does invite rethinking, these phenomena of the “enhanced markets’ reasonably leadsto a
reweighing of factors, equities, tradeoffs, and balances behind different policy regimes. For example, the Global
Internet Project argues that global electronic commerce gives consumers so much choice among that vendors ought to
be able to contractually bind consumersto the law of any jurisdiction rather than that of the consumers’ residence.

In effect, the private sphere is greatly enlarged by fast-changing technology, new business models, unbound
markets, proliferating choice, and the advent of software agents to manage choice. The government’s ability to
monitor change, let alone develop policiesin areasoned, open, and democratic manner —with no new resources—is
severely constrained. Indeed, many things remain limited or fixed relative to changes in the marketplace: human



attention, statistical data for new aspects of the economy, semantic limitations of the English language, political
processes, residual transaction costs, legal structures and procedures.... The political economy of e-commerceis
shaped by the tension between enhanced markets, which should be enjoyed and exploited for what they’ re worth, and
these institutions and processes that, for various reasons, resist change.

Prof. Mark Lemley, Professor, Boalt Hall School of Law, UC Berkeley; a Director of the Berkeley Center for
Law and Technology

The Internet has created markets on a scale and with alevel of efficiency not previoudly possible. Firms such as E-bay
and Amazon are examples of these large-scale and highly efficient markets. Nevertheless, thereis adark cloud on the
horizon that threatens to undermine the efficiency gains of the Internet-enabled marketplace, restrain consumer choice,
and stifle future innovation. This dark cloud comesin the form of court cases launched primarily by large Internet
firms with a stake in protecting dominant competitive positions in the market. What these cases portend is an Internet
environment with legal roadblocks to efficiency and innovation that parallel marketsin the physical world. There are
dangersin leaving policy to private actors and the courts; contrary to Kahin’s model of self-regulation (as predictable
and consistent), e-governance by these means would be un-uniform, short-sighted, and legally unstable.

There are eight different scenarios in which these impediments are emerging.

(1) Thetheory of “trespass’ deriving from notions of property rights. This theory has been applied by certain e-
commerce sites (notably E-bay), to restrict access of competitors and data aggregators to the information on those
sites. E-bay’s aim isto establish the viability of the concept of trespass on an Internet site.

(2) There are now intellectual property suits against search engines and suits against web linkers. These cases are till
pending.

(3) Misappropriation theory refers to taking something valuable under circumstances that you shouldn't have, for
example creating deep links (into the interior of a site) or framing two sites side by side. This category is
problematic because it is amorphous.

(4) Thereisan increasing tendency for companies to write contracts for their website users that are extremely onerous
in their restrictions upon the way in which auser can use the site.

(5) There are increasing numbers of websites using technological protection systems to restrict access.
(6) Digital copyright law makesit a crime to enter a website where the web owner has tried to restrict intruders.

(7) Thereisan increasing and alarming tendency for companies to seek patents not only on technologies but also on
business models. Priceline (reverse auction) and Amazon (one-click shopping) have insisted that business models
should be subject to patent and copyright protection. It is conceivable that protective business method patents
would stifle innovation in the Internet space.

(8) Database protection laws to restrict access to database information to competitors.

Two years from now, far from minimizing transactions costs, Internet commerce may be so stifled by an uncertain or
highly restrictive legal environment that it will lose momentum as a source of innovation and growth in the economy.
Lemley warned against leaving crucial regulatory battles entirely up to courts and the private sector.

Prof. Pamela Samuelson, Professor, School of Information Management & Systems and Boalt School of Law,
UC Berkeley; Co-Director of the Berkeley Center for Law & Technology

Governance is more than what governments do. In the case of e-commerce, the governance agenda has been left
largely in the hands of industry, but the private sector is an unstable environment, focused on code production and
technology rather than policy. Private actors pay little attention to the long-term, policy implications of their coding.
Industry goals differ from policy goals. The private sector isill-equipped to manage the policy problemsthey are
facing.

The government has delegated much authority over e-commerce to new private/non-governmental organizations.
These groups (i.e. ICANN, W3C, ISDMI) are increasingly edging over into policy issues. What follows are three
examples of codes becoming a governance structure.

1. The W3C has been promoting a privacy standard called P3P. P3P goes outside the bounds of the W3C goal of

creating technical standards. P3P defines privacy protection capabilities. Thisisapolicy standard determined by

a private group.

2. ICANN recently imposed a dispute settlement mechanism upon all registrars and registered parties that

mandates all of those on the web to resolve naming conflicts. An NGO's forcing a dispute settlement mechanism

upon firmsis definitely a policy action. What business does a private body have imposing international rules?



3. SDMI isthe Secure Digital Music Initiative, which aims to achieve consensus among sound recording
companies and equipment manufacturers to set standards for making secure music available on secure players
(instead of unsecure MP3 files on unsecure computers). Again, thisis a case of a private group setting standards
which would function as policy.

People are not yet fully aware that technical standards and architecture (set/defined by W3C, IETF) are indeed policy.
This private-sector-driven method of policy-making provides no mechanism for accountability.

Often these self-governance mechanisms take on the character of collusion. In fact, the government has been
concerned that the new Ford, GM, Daimler-Chrysler supply-chain marketplace would be put to anti-competitive ends.
The companies were so focused on achieving efficiencies and making it work that they didn't anticipate antitrust
scrutiny. Thiskind of collaboration has the potential to attract federal collusion charges.

This case demonstrates the short-term perspective of business decision-makers. They never thought this
cooperation could violate anti-trust law. The recent decision on the Microsoft case demonstrates a certain amount of
boldness on the part of the government. This new attitude might trigger increased government’ s involvement in
governance issues. These two facts together point to a central policy problem: the anti-trust paradigm has been both
reinvigorated by the digital economy and it is also undermined by the new forms of cooperative/collaborative
organization that it generates.

Additionally, improving self-regulation methods requires that companies learn to trust each other. Firms are often
ina“prisoner’sdilemma’ situation: They fear others' cheating and therefore do not cooperate. An essential el ement to
creating the basis for self-regulation is finding a common goal (i.e. interoperability). The role for government and
policy isto create regulations which resolve this dilemma of mistrust.

It isimportant to start thinking about what governance models exist and which are applicable to e-commerce. If
the private sector does not begin to address the policy problems that others (consumers, policymakers, other
businesses) consider important, the private sector will, by default, invite the government to take back the regulatory
agenda. The opportunity for the private sector to define policies which will enable profits and competition is now.

Dr. Thanassis Chrissafis, European Commission

Europe faces unique factors affecting the e-commerce regulation debate. If the EU is to push e-commerce and expand
its membership to eastern European countries, this is essentially forcing rapid adaptation onto economies unprepared
for full digitization. The other option is a digointed union whose economic parts cannot communicate on equal
footing. Secondly, Europeans are traditionally more demanding about trusting third parties. This hesitation initially
inhibits the ability of firms and banks to conduct business or make contracts and purchases electronically. Especially
in the area of B2C commerce, this might be a problem. Despite al the excitement over e-commerce, B2C commerceis
till only about twenty percent of e-commerce.

Business models affect the nature of the marketplace; for example the organizational structure of afirm affects the
character of its outsourcing. Before attempting to resolve the numerous legal problems, one must ask what kind of
“vision” one has for e-commerce, because that is necessary for developing effective regulation. How will people
engage this new reality? This “vision” could include increasing the number and penetration of networks, aswell as
determining how to stimulate the growth of their content and how to encourage individuals to be entrepreneurs in this
more open system. The answers to these questions will shape policy.

Ms. Tara Lemmey, CEO, Projectlens

Ms. Lemmey advocated a policy approach focusing on “first principles’, targeting the roots of changes and problems,
rather than their effects. These principles must be formed as a foundation for Internet Governance, and they must
address certain questions. who are the interested parties, are processes transparent, are solutions easy to implement
and do they alow for global flexibility?

Additionally, one must consider whether the given policy issue is indigenous to the Internet or indigenous to an
information society before designing a solution. Essentially, this is a question of whether the policy issueis
technological or social. Each requires a different policy approach. For example, does the economy (or a given area of
the economy) operate on the basis of social contracts, or is the setting a * contract society’ ? In other words, what is the
contract tradition: verbal and informal contracts of understanding or detailed, legal, written agreements? The answer to
thiswill determine how explicit agreements about use of data gathered on the Internet must be, and thus also how
explicit regulatory policies must also be in order to protect privacy.

Another question which would help guide policy approaches is the relationship between stability of afirm and its
ability to reach the scale of the Internet. Which factor, stability or scale, must be protected or fostered via policy in
order for afirm to achieve both? We usually assume that stability isaresult of afirm’s ability to reach economies of



scale, or peak efficiency. But is putting scale before stability the right policy approach in this economic setting? These
guestions must be explored thoroughly, to their roots and ‘first principles’ and by multiple actors with different
perspectives and goals, if e-regulation isto be effective.

Dr. Robert Litan, Vice President & Director of Economic Studies, Brookings I nstitution; Cabot Family Chair
in Economics

Dr. Litan characterized three general approaches toward Internet regulation. The first, which he called West Coast or
libertarian, trusts that the market and technology will eventually solve all problems, while the government cannot.
Proponents of this self-regulation approach believe that private sector actors best understand the Internet and thus are
best equipped to structure and regul ate its relationships. The second, pessimistic, approach, as articulated by Lawrence
Lessig in his book Code, believes that code-writers are aready fixing the problems and consequently de facto writing
laws. This self-regulation is, according to this pessimistic viewpoint, dangerous because it leaves too much power in
the hands of private actors who do not, in fact, have public interestsin mind. Code-writers must be subject to
democratic control by strong government regulation. But thisislikely to fail because of political incapacity and
technological difficultiesin exerting regulatory control. Strong government regulation would also pose a choice of
evils. The third approach, which Litan termed cyber-realist, holds a neutral view of both government and markets.
Litan proposed that the government is capable of controlling “elephants but not the mice.” This hew economy is too
varied and expansive for controlling all private actors to be feasible, and thus the government should focus on
regulating those large firms which are more visible and have more power to set industry precedents. Litan argued that
only large, established firms (el ephants) worry greatly about protecting their sites; the new small start-ups (mice) want
the exposure and thus are willing to withstand less regulation. Given this dynamic, policy should focus on the
elephants and forget the mice also because it is much easier to regulate the elephants than the mice.

Proprietary control over information is becoming doubly problematic. First, intellectual property rights have
steadily expanded to the point where they include business models and practices that may describe entire markets.
These new standards impose high barriers to market entry for new players and threaten to stifle competition and
innovation. In an even more dramatic development, e-commerce and other Internet-related firms are seeking to create
technological means of preventing open access, copying, and thus the fair use of information. In these new
technological environments, proprietary control over information is essentially protected forever. Intellectual property
policy traditionally served the purpose of balancing economic incentives for continued creative innovation against the
goal of dissemination of information to the public. This policy balance, along with intellectual property itself, may be
threatened with obsolescence by the new technol ogy-driven restrictions on the dissemination and reproduction of
information. Both these technological restrictions and the expansion of intellectual property rights began as a response
toinitial concerns about the threat to intellectual property posed by the Internet. Now they themselves may threaten
innovation and vibrant economic and cultural development.

With so much purchasing occurring on-line, sales tax revenues are dropping in many communities, opening the
guestion of how to replace this revenue. Litan referred to Hal Varian’s work, which predicts so many problems with
and resistance to harmonizing sales taxes nationally that governments will instead adjust income taxes to compensate,
noting that this would produce aless regressive tax structure. This seems implausible to many now, but once X% of
revenue islost from local salesto the web this solution might start to gain some merit. Thisis not just a question of
policy; it demonstrates how e-commerce is fundamentally restructuring the economy, state and polity.

Prof. Peter Lyman, Professor and Associate Dean, School of I nformation Systems Management (SIMS), UC
Berkeley

Before government there is governance; before governance there is polity; before polity there is civic culture.
Referring back to the word *polity’ in title of this session, Prof Lyman discussed how e-commerce impacts civic
culture. Especialy in less developed countries, there is substantial resistance to e-commerce because of its perceived
damage to socia and civic bonds. Lyman suggested applying Max Weber’s The Protestant Ethic and the Spirit of
Capitalism and his notions of routinization to the debates on how policy should shape e-commerce. If Weber were to
write today, would he call it “ The Protestant Ethic and the Spirit of E-Commerce”? One could see the routinization of
everyday life and civic culture as aresult of e-commerce’ s penetration into the marketplace and social spheres, as
Weber saw in capitalism.

According to statistics, in 1998 the Internet was used mostly for educational purposes, job-seeking, work, and
family communication—e-commerce usage represented a very small percentage. The worrisome “digital divide” is not
about access to information but rather about quality of information. How does that information change our daily lives
and affect the quality of our relationships? Does it improve the quality of information, or merely the supply? These



social questions demand policy driven by the interests of the society at large rather than by the interests of industry
actors.

Prof. Robert Post, Alexander F. and May T. Morrison Professor of Law, School of Law (Boalt Hall), UC
Berkeley

“There is no market without property, and no property without law, and not law without the state.” Thus the libertarian
position collapses. There isno such thing as market without government—the market exists as a sub-strand of rights,
which were created in order to support some norms and values and diminish others. The question is how the law
intervenes to develop the market, and Post disagreed with Kahin’s vision for an unregulated Internet. Such a
“Hayekian vision of legal transparency” was incomprehensible because markets do not exist without law and
government. Asyet, there exist no preconditions for simple legal interventions in e-commerce, due to the lack of
social normsin this area. Post specifically attacked the libertarian view as undemocratic because it deprived the body
politic of the opportunity to deliberate over and choose public/social values embodied in law and thusinscribed in
economic structures.

For example, trespass is based on the notion of ownership and its embedded values include privacy and a Lockean
vision of labor. Do those values apply in e-commerce? More broadly, why should Lockean liberalism be the assumed
privileged normative/ideological position and the basis of law, regulation, and economic life? Which values should be
furthered? How are the desired values to be encouraged (through control, incentives, or some other method)? How to
create legal instruments flexible, far-sighted, and effective enough to intervene in the rapidly changing environment of
e-commerce? Post offered no answersto his questions, emphasizing his intention to demonstrate that e-governanceis
not simply a question of “law or not law” but a complex legal, social and political debate.

Open Discussion
This discussion focused on two primary topics: privacy and self-regulation. Prof. John Zysman opened the discussion

with privacy: Traditionally, privacy regulation has focused on protecting citizens from the state’ s potential misuse of
personal information. But now private organizations have even more information about people than the state does.
What mechanisms exist, or should exist, to protect individuals against private misuse of information?

Ms. Lemmey responded that we have to clarify our concept of identity on the Internet before technical solutions
are feasible. Thisis different than hiding from an advertiser who might aggressively solicit your business, but becomes
area question of protecting (hiding or defending) one's ‘self’. Prof. Samuelson asked whether information is a
commodity interest or acivil liberty interest. The EU directive frames persona information as a fundamental civil
liberty. Inthe US, no consensus exists around personal data as acivil liberty. The US government hastried to get
businesses to internalize privacy through self-regulation. This prod, prod, prod strategy is the government’ s way of
creating an infrastructure so that when regulation comes, the private sector is prepared.

Prof. Post outlined three models of privacy protection. 1. Tort — Speech acts are regulated, not data, in order to
prevent or punish offense. Use of information is regulated, rather than the information itself. 2. Government
regulation — Weberian rationality is applied to information. For example, the potential for misuse of data causes public
unrest, forcing the legislature to pass a law requiring data accuracy by credit card companies. 3. Aswith the EU
directive, privacy is viewed as a human right to autonomy. This givesinformation some of the qualities of a property
right. The EU directive isin tension with itself, but points to an entirely different basis for regulation that is emerging
in another political and social context. Prof. Lemley added that civil liberties are oriented towards the state; the
market is supposed to deal with private actors. The market approach assumes that individuals do not value privacy.
Current tort law does not give much leverage against data privacy violations, and nothing prevents courts from
creating new laws that apply to private actors. Dr. Litan, noting that consumers show an overwhelming concern about
privacy issues, asked why financial institutions don’t adopt a model of self-promotion as “the bank with the best
privacy policy”. Thiswould be an example of the private sector addressing public policy concerns via self-regulation,
but why hasn’t this advertising scheme caught on? Is this a sign that the private sector isindeed unequipped for self-
regulation, or isit just too soon?

Articulating an industry viewpoint, Dr. Robert Glushko said that the distinction between the concerns of
companies and the concerns of individuals or consumersis somewhat simplistic, since many of the new business
models and technologies of Internet commerce make it possible to view transactions involving people and transactions
involving computer systems in exactly the same way. Commerce One is attempting to dismantle the distinction
between person and machine. Do transactions with machines require a different level of protection than transactions
between people? Certain privacy standards, or understandings, exist in the spheres of traditional person-to-person
commerce, established through time and practice. How do such standards need to be altered to meet the needs of e-



commerce? What, substantively isthe rea difference between a person-to-person transaction and a person-to-machine
(or even machine-to-machine) transaction conducted in the new economy? Once the distinction is broken down, Mr.
Glushko asked, how should privacy be regulated and protected? On the subject of self-regulation, Mr. Henry
Lichstein said that standards follow practice; as the economy moves from the terrestrial to the virtual, policy standards
will develop themselves. Mr. Peter Harter took a more critical view of self-regulation. The new business model has
not developed its style of shaping policy. Silicon Valley CEOs are too young, “too startup”, to consider the importance
of policy; they smply don’t have the experience to foresee and explore the policy issues. Ms. Lemmey agreed with
Prof. Samuelson’s view that companies who do self-regulate are stifled by those who do not self-regulate. Self-
regulation can hurt them in the marketplace because it threatens their competitive advantage

Session |1
Textiles & Retail Sector

This session was opened by Prof. Hammond' s giving a detailed presentation of the B2B and B2C opportunities for
electronic commercein the apparel industry. The structure of the industry lends itself to certain opportunities and
limitsitself in other areas. The question emerged whether and which parts of the industry can be restructured to
accommodate and take advantage of digital communication. The discussants generally agreed that e-commerce
opportunities for the apparel industry are largely B2B, streamlining the supply chain by improving communication
between retailers and manufacturers. The character of apparel shopping does not lend itself to digitization of B2C
commer ce, due to the personalized nature of choosing and purchasing clothing. On an organizational level, brick and
mortar stores have a hard time adapting their current structures (i.e., inventory management) to Internet sales, while
pure plays suffer from high rates of purchase-returns, difficulties branding their name, and, as with brick and mortar
stores, order fulfillment presents a real challenge to organization. However, the industry is taking certain
opportunities, for instance in digitizing information about customers (size, colors, preferences) and establishing
“brick and click” companies that can take advantage of on-line sales while covering losses on returns with in-store
sales.

Chair: Prof. Stephen Cohen

“E-Commerce in the Textile and Apparel Industries’
Prof. Jan Hammond, UPS Foundation Professor of Business Logistics at Harvard Business School

Commentators. Ms. Annaflavia Bianchi, Head of research, Future Centre of Telecom Italia, Italy
Mr. Niko Waesche, Vice President of GRP Globa Retail Partners; PhD Candidate, London School of
Economics

“E-Commercein the Textileand Appare Industries’
Prof. Jan Hammond, UPS Foundation Professor of Business L ogistics at Har vard Business School
Prof. Hammond made three broad observations about current trends in on-line apparel sales: (1) apparel items have
distinctive features that make them more difficult to sell viaInternet than other goods like books or compact disks; (2)
B2C models have taken a variety of forms, yet all have had difficulty with order fulfillment and customers’ tendency
to return clothing bought on-line; (3) B2B models appear able to capture benefits from smart organization of the
textile-apparel-retail supply chain.
Digtinctive features of clothing which have become apparent with on-line retailing are:
- Specifics of the product are difficult to describe on-line (fit, color, fedl)
Reviews by experts or other customers are not very useful to potential consumers
Returns (purchasing & returning clothing to the merchant) are thus much higher in clothing than in other on-
line sectors.
Theratio of off-line shopping (as a result of on-line window/comparison shopping) to on-line shopping is
much higher in clothing than in computer software, music, and books. Customers tend to use the web for
clothing ideas, not for actual decisions and purchases.
B2C companies have attempted to address these challenges with specia color-true software, or with personalized
sizing advice based on measurements the consumer enters.



Competition in the textiles and apparel industry occurs on cost and quality, but also on “fashion” — characterized
by short trends in consumer taste and hence product lifecycles. Over the past decade this led the brick and mortar
apparel industry to a“lean retailing” strategy — ordering stock week by week to reduce the risks associated with
holding inventory. Lean retailing thus led sophisticated distribution centers to replace warehouses, and put a premium
on retailers’ ability to manage supply channels and inventories. On-line sales face the same pressures only at a much
greater intensity: IT systems must be able to deliver small quantities of clothing quickly and efficiently.

So far, catalogue companies have had the easiest time making the transition to on-line retailing. Brick and mortar

retailers and manufacturers are having a more difficult time, in part because re-tooling order fulfillment processes

to individua purchasesis tremendoudly difficult — for example, the system must be able to handle large, wooden
shipping palettes of jeans, for example, but also single-item orders. Pure plays have experienced similar problems
with order fulfillment; their largest challenge, however, has been branding so that they gain consumer confidence.

Hammond was skeptical about trends toward mass customization — the practice of making clothes to order for a

huge audience. She pointed out that the requirements are more difficult than those faced by Dell, which builds

computers “made to order”. Dell is able simply to assemble different already-manufactured modules; in clothing,
each component has to be separately cut to size and sewn.

In contrast, Hammond was more optimistic about the B2B models and opportunities. The supply chain in global

textiles and apparel is highly fragmented and includes many small local players. By increasing the transparency

of the supply chain, gains from lean-retailing may be pushed even further. B2B models include (1) associations of
manufacturers, (2) independent marketplaces for excess intermediate and final goods, and (3) major sourcing
companies. Examples of current B2B associations of retailers include the Worldwide Retail Exchange, an
international association with 16 major retailers and $400 billion in sales. The expected benefits include:

Decreased costs of communication in supply channel,

Improved visibility along the supply channel,

Improved forecasting capabilities,

Reduced inventoriesin the supply channel.

Sears, for example, expects purchase order costs to decrease from $100/order (current cost using EDI system) to $10/
order (using a Web-based retail exchange). However, because apparel plants are often small and unsophisticated and
because communicating about product design and plant capabilitiesis hard to specify for textiles and apparel, B2B
strategies are unlikely to “disintermediate the intermediaries.” Players with good knowledge of local actors and their
capabilities will be hard to replace with automation and I T.

In conclusion, there is much greater potential for e-commerce to penetrate B2B than B2C apparel sales, because

the supply chain can capture the streamlining benefits of on-line communication and transactions. Customer sales

are still restricted on-line by taste, tangibility, and fashion cycles, which do not lend well to effective choices and
efficient distribution.

Ms. Annaflavia Bianchi, Head of resear ch, Future Centre of Telecom Italia, Italy

The textile and apparel industries are quite different. Textiles, with its three main phases — fiber, yarn and fabric — have
become a global market with commodification of the product, a consolidated trading activity increasingly dealt with

by on-line marketplaces and exchanges (Global Textile Network, VerticalNet, and others) in which Italy is currently
playing alimited role.

The Italian apparel industry is characterised by strong outsourcing of various production phases, traditionally

fulfilled by satellite companies located in the region, but increasingly involving plants or subcontractors abroad.

Asaresult of thisinternationalization, it requires afew yearsto get subcontractors to respond to quality

requirements. The industry is showing a trend towards vertical integration especially downward towards the

distribution network, through franchising or single-brand shops. Different from the USA, apparel retail in Italy is
not dominated by large department stores, which cover only 15% of the market.

The apparel industry is shifting from a push approach — dominated by producer and distribution retailers—to a

pull approach, where the customer decides what to purchase and influences the production plan. This shift

imposes a stronger coordination along the filiére/channel, still dominated by leading companies. In this context,
on-line applications supporting the supply chain management (SCM) represent a critical tool.

Besides the other benefits of B2B models mentioned above by Hammond, e-commerce could bring about
decreased communication costs along the value-chain between manufacturers and subcontractors - reducing the time
of fine-tuning with subcontractors and increasing the visibility of production flows on the supplier/subcontractor side,
and with retailers and the market, grasping information from sales and customers behavior.

Bianchi agreed with Hammond'’ s position on B2C e-commerce. As for on-line sales, portals rather than
marketplaces (used mainly for overstock) will be more adequate in an industry in which the value stays in complex



processes rather than in codified goods. Italian manufacturers face a critical decision whether to sell their merchandise
on aone-brand webpage or on awebsite along with other brands. Benetton, alarge Italian apparel manufacturer, has
invested in both solutions in order to capture the benefits of each strategy while covering for the fallbacks of each (the
Swedish on-line megastore Boo.com recently failed, and a Benetton brand portal is under construction).

For high-end manufacturers like the Italian Ermenegildo Zegna, e-commerce has led to innovation of their
customer information system. Asits product is customised and communicates functionality rather than brand, Zegna
collects 200 points of a customer’s body. Other companies use and reinforce their brand name by building customer
communities on the web. Their product is more standard and with a shorter life.

Bianchi raised another interesting unanswered question, whether e-commerce will lead to a transformation of the
locally fragmented structure of clothing companies which prevailsin Italy, or whether there will be room for on-line
shared SCM applications developed at the local level supporting local production systems. This also supports the
assertion that e-commerce is not just atechnological leap, but represents afundamental change in the character of the
economy and thus the social institutions interconnected with the economy.

Mr. Niko Waesche, Vice President of GRP Global Retail Partners, PhD Candidate, London School of
Economics
Mr. Waesche mentioned two B2C challenges which apparel companies face. First, the high cost to the retailer of
returned goods reduces the profitability of on-line sales dramatically. Second, “brick and click” companies have an
advantage over pure play Internet companies in the apparel industry, because they can sell viatheir physical stores if
the customer is unsure and wants to see the product before purchasing it. The B2B apparel market has great potential.
Waesche analyzed three main determinants of the future of the B2B apparel market and its players. First, the
criteriafor success will be to maintain sufficient liquidity in inventory and at the same time to generate sufficient
transactions. Second, support services provided by B2B service companies like catalogues, financing help, etc., will
be critical for playersin the apparel industry. Those services have in the past been provided by brokers, who with their
know-how on the demand and supply side formed an important part of the value chain. Third, the main challenge will
be on how B2B cooperation between firms and those brokers will be designed. By giving brokers exclusivity or lower
margins, B2B-service firms would put themselves into an unfavorable position, which leaves only the aternative of
buying brokers and acquiring their know-how. The acquisition of knowledge and its trandlation into value-added for
customers, however, is atask firms have not yet completely figured out how to achieve.

Open Discussion
Despite the problems with B2C that were presented, e-commerce offers certain opportunities to retailers.

Electronically keeping track of customer sizes, preferences etc., makes it possible to track regiona trends (e.g. in
different states of the USA) and thus target products to markets. Ms. Tara Lemmey noted that sales of basic apparel
items have greater potential to expand on the Internet, as customers have already pre-chosen what they want because
they are familiar with the product; in this area of shopping, returns will be relatively low and consumer confidence
relatively high.

A last glitch to on-line sales returnsraises alegal issue: If agood is bought tax-free on-line, then returned in a
brick and mortar storein a city with x% sales tax, how does this complicate taxation? This question again makes it
clear than not al policy issues can be |eft to private actors, that foresight and legal know-how are crucial ingredientsto
e-commerce regulation.

Session |11
Auto Sector

This session began with two presentations on the automobile sector which were followed by extensive comments on the
extent to which the sector can and should adapt to e-commerce opportunities. First, MacDuffie presented four areasin
which digital networks can assist the industry: implementing "built-to-order” production and modular design;
increasing the information available to consumers and thus improving their bargaining power; a trading platform for
components to facilitate and lower costs along the supply chain; and “ B2V” services, meaning installing ‘information
intensive’ hardware and software inside cars. Second, Zettlemeyer reviewed his three hypotheses why consumers who
purchase cars after using online referral services pay, on average, lower prices: dealers price more discriminately for
informed buyers; dealers compete for referral services' favor; better informed consumer exercise greater bargaining
power. This provides an interesting case of the Internet’s general effect on commerce. Ruigrok reviewed the European
experience with the Internet in the auto industry. Europeans are not limited by disintermediation laws, thus there are



opportunities for on-line car salesin Europe. Beyond B2B online trading platforms for parts, many start-ups are
emerging which offer auto services and products to consumers. Key for automakersisto retain control of their end-to-
end (E2E) networks, not giving in to pressures to save costs by outsourcing the supply chain via online parts
procurement exchanges. The final speaker, Boyer, described how questions of organization supercede technology
when analyzing the impact of e-commerce on any given sector. For autos, modularization, for example, will only be
possible if firms make technological breakthroughs in the very conception of the car and change their organizational
structures. Additionally, Boyer reminded the audience that e-commer ce offers opportunities beyond cost efficiency—
namely in improving quality and the innovation process. The final outcome will depend upon the various profit
strategies followed by the firms and the national and international context.

Chair: Prof. John Zysman

“E-volving the Auto Industry: E-Commerce Effects on Consumer and Supplier Relationships’

Prof. John Paul MacDuffie, Associate Professor in the Management Department at the Wharton School, University of
Pennsylvania
Prof. Susan Helper, Associate Professor of Economics, Case Western Reserve University

“Price Discrimination, Competition, or Superior Information? Car Pricing from Internet Referral Services’
Prof. Florian Zettlemeyer, Assistant Professor of Marketing, Haas School of Business, UC Berkeley

Commentators. Dr. Robert Boyer, CEPREMAP, France; Director, European Auto Project
Prof. Winfried Ruigrok, Professor of International Management; Academic Director of the Master of
International Management Programme, University of St. Gallen (HSG), Switzerland

“E-volving the Auto Industry: E-Commer ce Effects on Consumer and Supplier Relationships’
Prof. John Paul MacDuffie, Wharton School, University of Pennsylvania (presenter)

Prof. MacDuffie presented two scenarios of how “e-effects’ could impact the auto industry. The first scenario isa

long-term vision that sees e-commerce facilitate the move to "built-to-order” (BTO) production. This scenario

would have dramatic implications for the structure of the industry, pricing models, etc. The second, less
ambitious scenario explores the potential impact of e-commerce if the move to BTO does not take place.

The model for BTO in the auto industry is of course the Dell Direct model of PC manufacturing. 1n 1999, Toyota
shocked the industry by announcing the production of its Solara model as a"Five-Day-Car." Toyota s subsequent
inability to deliver on its pledge to build a car within five days of having received the order demonstrated that the
challenge of building a car to order is much greater than building a comparatively far less complex product such as a
PC.

Given the high degree of product complexity, the use of e-commerce technologies to enhance demand and supply
chain management aloneis likely to be insufficient for amoveto BTO. The key to complexity management and thus
in all likelihood the second prerequisite for BTO in the auto industry is modularization, i.e. product design on the basis
of modules (a“module” is defined as a set of components that are physically proximate, in other words a physical
chunk that contains elements of severa systems). Modular design promises to enable outsourced production of large
chunks rather than just of small pieces. Whileit is not clear whether modularization would lead to substantial savings,
the concept is attractive to manufacturers because part of the risk and devel opments costs of the final product can be
outsourced. Suppliers find the idea attractive because their share of the value-added increases. In addition, suppliers
could seek to offer the same module to several manufacturers. Combined with e-commerce procurement and demand
management techniques, modular design could enable BTO and radically transform the auto industry. MacDuffie
stressed, however, that modularization and outsourcing must not necessarily go together and that there is considerable
variance among automakers with respect to the two. In any event, BTO’s power results from effectively connecting
B2C and B2B e-commerce strategies to an E2E (end-to-end) e-commerce solution,

Despite its potential advantages, the move to modular design isfar from certain. One of the main technical
obstaclesisthe lack of standards or a standard-setting process for modules. Furthermore, if modules were sufficiently
standardized, widespread use of standardized modules could undermine branding efforts and distinct product images.

Given the uncertainty surrounding modularization, MacDuffie offers a second scenario that considers the potential
impact of e-commerce in the absence of a move to modularization and BTO. In this scenario, the Internet will till
reshape markets, provide new tools and offer new opportunities for business development. E-commerce could have an



impact in three distinct areas: Business-to-consumer links (B2C) affecting automotive retailing; business-to-business
links (B2B) affecting procurement; and a new arena for competition: business-to-vehicle (B2V) products and services.

With respect to B2C, the Internet dramatically increases the amount of information available to consumers and
enables the integration of different kinds of information, such as product specifications, new and used car prices,
safety test results and consumer-based quality rankings. But despite these new consumer tools, thereis still adealer at
the end of each purchase transaction because US law prohibits direct sale of vehicles by manufacturers to end-users.
However, the Internet may transform auto dealers into model show rooms ala Gateway Store where products are
examined and then ordered online.

In the area of B2B, the extent of activities within the industry is enormous. In 1999, both Ford and Genera
Motors announced plans to put virtually all of their global purchasing activity into huge separate web-mediated
exchanges. Less than four months later, these e-arch-rivals announced that they would merge their separate exchanges
into one and would invite DaimlerChrysler and other manufacturersto join. The result is a yet-to-be-named trading
platform for components that Goldman Sachs believes could lower production costs by up to 5 percent (MacDuffie's
own, more conservative estimate suggests savings of up to 3 percent). Who will benefit the most from this single
platform? At first it seemed that manufacturers would be the winners (especially the original Big Three) as they can
charge subscription fees and squeeze suppliers through auctions and generally increased competition. Given the
interest of even second and third tier suppliers in the exchange, however, first tier suppliers could also become winners
by using the exchange to squeeze their own suppliersin turn.

Even without BTO, electronic procurement through the online exchange is likely to result in significant savings
over conventional procurement systems. In terms of supplier relations, the Internet could reinforce either the “exit” or
the “voice” model, or both: “exit” (abandoning a supplier relationship) becomes easier as competition increases and
auctions become widely accepted, and “voice” (collaboration between manufacturer and supplier) becomes easier
because communication is facilitated.

Lastly, B2V envisions “information intensive vehicles.” Automakers have invested considerably in alliances with
awide array of IT hardware and software specialists because information intensive vehicles and B2V promises
entirely new sources of revenue in the area of services. However, the question of standards becomes key as
proprietary systems by individual manufacturers are in al likelihood too costly. One scenario envisions a“plug-and-
play” -solution in which manufacturers provide docking points with standardized interfaces and customers choose the
IT components they wish to connect. Thismodel of course fits nicely into the broader ideas of modularization and
BTO. But even without BTO the move to information intensive vehiclesislikely.

In summary, MacDuffie suggests that e-effects will give consumers more choice and even arole as co-designer in
the case of BTO, and certainly more information and hence more bargaining power vis-a-vis manufacturers and
dealers even without BTO. With BTO, dealers could acquire new roles as gateways for customization and after-sale
service and support providers. Without it they will have to adapt to intensified competition between manufacturers
and better-informed customers. In the case of suppliers, those with strong brand names such as Bosch are likely to
benefit from BTO whereas others might suffer from increased commodity competition. Without BTO and industry-
wide standards, suppliers are likely to be weakened vis-avis manufacturers. There are, however, limits to the “ exit” -
option in theindustry. Lastly, individual automakers could reap competitive advantages by adopting BTO early.
Outsourcing risk and reducing production complexity are additional advantages of BTO to automakers that could try
to focus on core design and development tasks. However, the risk of sacrificing brand identity and technological
obstacles might prevent BTO. In the meantime, automakers are likely to be the big beneficiaries of a single electronic
exchange and other e-commerce procurement systems.

In conclusion, the impact of the Internet on the auto industry is by no means technologically determined. To
maximize the benefits offered by e-commerce, firms need to design their online strategies with consideration for their
overall strategies, their competitors' strategies and investments, and the character of the markets in which they
compete. The extent of "e-effects’ on the auto industry will depend on the extent to which complementary changes
occur in retail strategy (BTO, factory direct sales, dealer direct sales), design strategy (modular versus not,
standardization versus not), organization of production (significant outsourcing or not), procurement strategy (“voice’
versus “exit”), automaker technology strategy (continuous versus radical technical change), and government anti-
pollution strategy (regulatory regime).

“Price Discrimination, Competition, or Superior Information? Car Pricing from Internet Referral
Services’
Prof. Florian Zettelmeyer, Assistant Professor of Marketing, Haas School of Business, UC Berkeley



The purpose of Prof. Zettelmeyer’ s presentation was to outline the impact e-commerce has had in the area of car sales,
to outline legal obstacles to particular models of e-commerce in car sales and to present his research design for an
upcoming study of car pricing as affected by Internet referral sites.

Although acar is a product that does not seem to lend itself to online purchasing because of the “tire-kicking”-
expectation (similar to the “touché& feel” -expectation in textiles and apparel), data reveals that a majority of Internet
users have used the web in conjunction with purchasing acar. 1n 1998, $18 hillion in car salesinvolved the Internet
and a 1999 survey reveded that amost a third of US car dealers use the web for commercial purposes. The key to
understanding these figures in spite of the product characteristics is that there are many car-related services that can
easily be provided through the Internet, such as model information, price comparisons, trouble shooting, service
scheduling or online “town hall meetings.” Many of these services are provided by third parties who commonly offer
services far superior in quality than those offered by the actual manufacturers.

The obvious B2C e-commerce model in the car industry, the online sale of vehicles directly from manufacturers to
consumers, isruled out by laws that prohibit such disintermediated transactions. Asaresult, most B2C business
modelsin car sales are currently in the area of (1) information services, (2) referral services, and (3) aggregate buying
services. There are currently two types of buying services, those run by associations of dealers (such as
greenlight.com) and those run my brokers that offer cars at prices that might require subsidies in case negotiations with
manufacturers yield prices higher than the ones agreed upon with buyers (an example would be carsdirect.com).

Zettelmeyer considers referral services as the most interesting of new Internet-enabled business models and is
planning a major study that could offer broader insight into the Internet’s effect on commerce. Referral sites such as
autoweb.com link potential purchasersto dealersin their region and thus function as new intermediaries. Data shows
that referral sites drive a significant amount of web traffic. A BMW dealer in Santa Clara, for example, receives up to
400 referrals per month. The conversion rate is typically one sale for every four to fives referrals, thus making referral
services very lucrative for dealers. While referral sites train the staff of associated dealers and require specific dealer
services (such as staff specifically for referred clients, no haggling and lowest possible prices), referral site operators
have no control over final prices and avery limited flow-back of information. Nevertheless, it seems consumers
referred by referral sites pay on average lower prices than ordinary consumers. Why? Zettelmeyer offered three
competing hypotheses:

1. Pricediscrimination — the Internet allows dealers to price discriminately as dealers know that web-
referred customers are likely to be the most price sensitive. Hence, dealers tailor offers accordingly.

2. Competition — dealers compete with one another for affiliation wit