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The Internet Develops Growing Pains
The Internet has come a long a way from its humble beginnings in the late 1960’s as an alternative telecommunications system during times of war. The Internet, in a very short time, has become interwoven into the fabric of everyday life of most people across the world. As far as cycles in business terms, the Internet is still in its initial stages of growth and we are just now beginning to reap the economic and social benefits from cyberspace. The lessons learned from the Internet bust of the late 1990’s has helped forge a new landscape for companies doing business on the Internet. Before the burst of the bubble, all that was needed was a .com behind the name of an E-commerce company for it to receive hundreds of millions of dollars of venture capital.  Contrast that with today’s E-commerce companies that need a proven track record with quick profit potential and a well-thought out business model to attract the sparse venture capital dollars available today. 

Also, with the increase in E-commerce purchases come the increased need for large companies to advertise on the web, and the need for companies to deliver their message in groundbreaking and interesting ways. With any medium that reaches a critical mass, there also come the inevitable situations where individuals push the envelope as to what is appropriate for the time. The Internet has reached this point; with many current situations that are controversial and leave entrepreneurial E-commerce companies the opportunity to cash in on the controversies.  Therefore, it is critical for the management of Business-to-Consumer (B-2-C) E-commerce companies to understand the changing landscape of this new phase of Internet growth, and how to profit from the new trends that develop. This summary and accompanying paper point out four trends in the developing B-2-C space: advertising to gain competitive advantage, business models that depend on real profits, evolving environment surrounding sales taxes levied on Internet purchases and the rise in popularity of B-2-C websites that push the envelope of public morality.

Business-to-Consumer E-Commerce Market: The Trend is Your Friend 
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As the word itself implies, the Internet is a global network of networks, connecting people and relaying information. From E-commerce to chat rooms, the Internet acts as an extension and facilitator of traditional offline economic and social activities that people had conducted for years before the information age.  Today, we are just beginning to realize the far-reaching economic and social benefits that the Internet and E-commerce can offer. The market for E-commerce is expected to reach $428 Billion dollars by the end of 2004 as seen in the chart to the right.   This, up from just $60 Billion dollars in 2000, is an                 Figure 1: Worldwide B-2C Revenues

increase of 613%.  

With the increase in Business-to-Consumer Internet transactions, senior executives will need to pay attention to the following trends:

· Increasingly innovative ways B-2-C companies are advertising to consumers

· B-2-C business models that depend on real profit potential 

· The effect of sales tax referendums in Congress to their business models

· Rise in popularity of web sites that are morally questionable

Internet Advertisers Find New Ways to Capture Audience

Internet advertisers have to be more innovative to get their message across to consumers.  Internet consumers are savvy, and have learned how to tune out the endless bombardment of Internet ads.  New ways that companies are reaching individuals through Internet advertising include: 

· Adware- Program that is embedded in free software downloads and contains Spyware which tracks consumer web surfing patterns and delivers ads targeted to the individual 

·  Advergames- Ads that contain a video game which encourages user interaction with the ad and hopefully increases brand awareness as well as a good rapport with the consumer

·  Mini-Commercial- Rich media ad that is displayed in a browser window while a page downloads, when a viewer goes from one web page to another

Consumers do not like to be trapped by advertisers, which is one reason that sales for TIVO’s have skyrocketed.  Therefore, companies have to be careful not to intrude or offend the customer that they are courting.  But on the other hand if a company can give the consumer entertainment value while also getting their product’s message across, then the company has gained a competitive advantage over the competition.

B-2-C Business Models Include Profits This Time
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B-2-C business models have changed from the early stages of the Internet.  Now companies have to have a real business plan in place that equates to profits.  One company that fits this profile is Netflix.  Netflix rents DVD’s to over 2 million customers via the Internet, and has executed its business plan smoothly as evidenced by its stock price seen in the table to the right. The lesson to be learned from Netflix’s business plan is that if a company finds a niche market with a large customer base then there are profits to be made if that plan is executed well by management.  The pitfall to Netflix’s business is that a competitor such as Wal-Mart can quickly enter its market,            Figure 2: Netflix Stock Chart                                                        taking market share away from the company.  One way in which companies can combat the competitive pressures from the likes of Wal-Mart is to always innovate and stay ahead of the competition.  

Internet Sales Tax Controversy Looming on the Horizon
The referendum started by Senator Lamar Alexander of Tennessee, to impose sales tax to purchases on items purchased over the Internet has far reaching implications for senior executives of web-based companies.  It is estimated that states will lose $440 billion dollars in sales taxes between 2003-2011.  This is also in a time when states are running budgets in deficit and are looking at ways to increase tax revenue.  Executives need to plan ahead for the eventuality of sales taxes being levied on Internet purchases and how this might change the buying habits of on-line shoppers. On-line shoppers have used the avoidance of sales tax on on-line purchase as one of the reasons to purchase items on-line.  By adding sales tax to on-line transactions, shoppers will use other metrics other than after tax price to compare on-line and stand alone shops. 

Morally Questionable Websites are on the Hotseat

With any medium that reaches the mainstream of everyday life, comes the eventuality that individuals and companies will push the limits of what is acceptable and what is unacceptable.  The Internet has reached this point in time and there has been an influx of what could be considered questionable websites (i.e. gambling, tobacco, liquor and prescription drugs).  Society will be the eventual watchdog on what will be reasonable, so it is imperative for executives to understand in which direction this is going to end up.  Web-based companies that bet on a product that is deemed too controversial by the public face the risk of losing sales and/or losing respectability in the eyes of the public.

Future of the Internet is Bright [image: image14.png]



The Internet is still a relatively new medium. Though its sudden and exponential growth over the past ten years has helped to revitalize the economy, its success in the future will require constant dedication and maintenance on behalf of the companies that do business on it. For this technology to continue to live up to its potential as a positive economic and social force, it must keep the confidence and trust of those who use it.
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Changing Internet 
The Internet has come a long a way from its humble beginnings in the late 1960’s as an alternative telecommunications system during times of war (28). The Internet, in a very short time, has become interwoven into the fabric of everyday life for most people around the world. In terms of business cycles, the Internet is still in its initial stages of growth and we are just now beginning to reap the economic and social benefits from cyberspace. The lessons learned from the Internet bust of the late 1990’s have helped forge a new landscape for companies doing business on the Internet. Before the burst of the bubble, all that was needed was a .com behind the name of an E-commerce company to receive hundreds of millions of dollars of venture capital (48). 
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Edward M Miller and M. Imtiaz Mazumder were quoted in The Journal of Social, Political, and Economic Studies as saying that “Vast fortunes have been made and lost in Internet stocks. It is now becoming clear that this was one of the great speculative run ups of all time, if not the greatest (31).” Examples of Internet companies that had meteoric rises and just as quick descents include E-toys, theglobe.com and I-village.  Each of these companies looked promising with incredibly successful IPO’s, just to see their companies file for bankruptcy within a couple of years.  Contrast that with today’s E-commerce companies that need a proven track record with quick profit potential and a well-thought out business model to attract the sparse venture capital dollars available today. As Dr. Sandy Nairn concludes from her research on technological bubbles “All market bubbles linked to new technology end in an oversupply of capital and are followed by periods of retrenchment, recession and restructuring which wipes out most of the new companies that were set up to exploit a new technology (17).” 

Four Trends Surface for B-2-C Companies

This paper will point out four trends in the developing B-2-C space: advertising to gain competitive advantage, business models that depend on real profits, evolving environment surrounding sales taxes levied on Internet purchases and the rise in popularity of B-2-C websites that push the envelope of public morality.

With the increase in E-commerce purchases come an increased need for large companies to advertise on the web, and the need for companies to deliver their message in groundbreaking and interesting ways. With any medium that reaches a critical mass, there also come the inevitable situations where individuals push the envelope as to what is appropriate for the time. The Internet has reached this point; with many current situations that are controversial and leave entrepreneurial E-commerce companies the opportunity to cash-in on the controversies.  Therefore, it is critical for the management of B-2-C E-commerce companies to understand the changing landscape of this new phase of Internet growth, and how to profit from the new trends that develop.

 
Business-to-consumer E-Commerce Market

As the word itself implies, the Internet is a global network of networks, connecting people and relaying information (30). From e-commerce to chat rooms, the Internet acts as an extension and facilitator of traditional offline economic and social activities that people had conducted for years before the information age.  Today, we are just beginning to realize the far-reaching economic and social benefits that the Internet and e-commerce can offer. The market for e-commerce is expected to reach $428 Billion dollars by the end of 2004 as seen in the chart below. This, up from just $60 Billion dollars in 2000, is an increase of 613% (2).
B-2-C Market Takes Off
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Figure 1: Worldwide B-2-C Revenues
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The United States is the worldwide leader when it comes to people logged onto the net.  The U.S.A has almost 100 Million more active Internet users than the next closest country Japan.  As indicated by the accompanying chart, the rest of the world has a lot of catching up to do to catch the United States (1).  What this also says to 

B-2-C companies is that there is a world of   Figure 3: Active Internet Users by Country

potential in countries outside the Unites States for growth.  If B-2-C companies were to garner a small fraction of the sales from customers who have yet to connect to the Internet, they will have positioned themselves to gain a substantial competitive position.
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As the consumer has becomes more comfortable with the security and technology of the Internet, sales have increased at a very quick pace.  The first few years of the Internet were full of outrageous claims of transactions and dollars that were going to be shifted to the Internet, and how these sales were going to be the death nail to the stand-alone retail store.  When in reality, the consumer was not comfortable enough with the medium to shift their buying habits to the web.  It took several years of reprogramming the consumer to trust the privacy of their transactions over the net to lure the consumer to the Internet.  When consumers finally bought-in to the security of their purchases over the net, the sales began to take off.

Companies that Benefited from the Growth in B-2-C
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The companies that benefited the most from a presence on the Internet were companies that sold products that didn’t need the customer to touch or feel the product.  These products include books, CDs, computers, office supplies, etc...  The chart labeled Online revenue of Top 10 E-Tailers from the RetailForward website provides interesting information into the buying habits of online consumers (9).  

As mentioned above, the purchases that are most likely to be acceptable to consumers over the net are purchases that the consumer is indifferent as to whether he or she is able to touch, feel or try-out the product.  All of the 10 companies displayed in the chart provide products that fit the profile of acceptable Internet purchases. Examples include Amazon.com and BarnesandNoble.com which         sell books and Staples and Office Depot which      Figure 4: Revenues of Top 10 E-Tailers

sell office supplies.                                                                                                                               
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To simulate the buying experience needed for certain luxury items to be sold on the Internet, companies have been rolling out more rich media experiences for the buyer.  Companies have been upgrading their websites to provide a truly personal experience for customers who wish to buy their products. Examples of this trend include; personal shoppers, improved pictures, graphics and increased information.  Companies that sell high-end products have seen an up-trend in purchases over the net, but there still will be a number of customers that will never purchase a 5-Carat diamond ring over the Internet without trying on the product.

Future of the Net 
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The Internet is still a relatively new medium. Though its sudden and exponential growth over the past ten years have helped to revitalize the economy, its success in the future will require constant dedication and maintenance on behalf of the companies that do business on it. For this technology to continue to live up to its potential as a positive economic and social force, it must keep the confidence and trust of those who use it.

The Evolution of Internet Advertising


As mentioned above, e-tailers must use increasingly innovative advertising methods to attract consumers and to maintain market share on the net.

Advertising on the Internet takes on three main forms: buttons, banners and pop-up ads. There are also some newly emerging forms such as floaters and Internet commercials that are not used as widely now, but are gaining in popularity.
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Advertising on the Net: The Old Way of Doing Things
Buttons are one of the oldest forms of Internet advertising, but their use is declining rapidly. Between the third quarter of 2002 and the third quarter of 2003, the use of buttons declined by 

80%. (50) This is because buttons although very cheap for advertisers are not very effective. As you can see, they are very plain and small and do not offer the advertiser much opportunity to entice a consumer into clicking on them.                                  

         Figure 5: Button

Banners are still the most widely used form of advertising on the Internet, but their use is also declining. In the same period, between the third quarters of 2002 and 2003, the use of banners declined by 4%. (50) Banner ads are cheap, but only about .5% of people who view them ever click on them. (42)
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Figure 6: Internet Banner Ad

Pop-Up Ads: A Love Hate Relationship
Pop-up ads are relatively new. They have only been around for about three years, but they are the most successful form of Internet advertising so far (42) and also the most controversial. This is why advertisers love them and consumers hate them.

There are two types of pop-ups: regular pop-ups and what are called adware. 

Pop-up ads are so prevalent because they are cheap and effective. Pop-up ads are relatively cheap, ranging from $3 to $75 dollars per 1000 ads displayed (21). The money that companies spend on pop-up ads only accounts for about 5% of total Internet ad revenues (42), but that number is expected to grow exponentially over the next couple of years. They are also the most effective form of Internet advertising currently available. A single ad is normally viewed by more than 30 million unique Internet users, or over 20% of the total U.S. Internet population (42). Between 2% and 6% of people who view a pop-up ad click on it. That may not sound like much, but when compared to the .5% that click on banner ads, that number is huge (42).  Unfortunately, there is no information available on the dollar amount of sales that are generated from pop-up ads, as companies do not measure their effectiveness that way. Their effectiveness is measured just on how many people view the ad and how many people click on it.

The main reason pop-up ads are so controversial is that consumers hate them. They are annoying. They pop-up when you are in the middle of something. They slow your computer down, and most of them offer information that is irrelevant to you and that you don’t care about. There are also legal issues associated with the more controversial form of pop-up ad called adware.

Regular pop-ups are hosted by the web site that they are seen on. Advertisers pay the web site between $3 and $6 for every 1000 pop-ups that are displayed to visitors of the website (42). This type of pop-up is annoying, but not near as controversial as the other type, adware.

Adware: Is it Marketing Genius or Invasion of Privacy?

Adware is a program that installs itself on a computer when “free” software is downloaded onto the computer. An example is the weatherbug task bar that many people have on their computers. Weatherbug is a handy program that can be downloaded free of charge and will display the current temperature and weather conditions on the computer’s desktop 24-hours a day. When this free weatherbug software is downloaded though, an adware program that is embedded in the free software is downloaded with it. These adware companies charge advertisers about $75 per 1000 ads to display their pop-ups to those consumers who have downloaded the software. This is very expensive compared to regular pop-ups, but the benefit is that the ads are targeted to the consumers that see them (49).

Here’s how it works: Adware contains a tracking device, sometimes called Spyware. Once it is downloaded onto a computer, it is able to track what websites are visited, what products are bought on-line, and what zip code the computer is in. Using that information, advertisers are even able to estimate things such as a person’s occupation and annual income. The advertisers then use this information to tailor what ads are displayed on a certain computer to the owner’s lifestyle (33). For instance, if someone has been spending a lot of time pricing SUVs on the Internet, they might get an ad for a Jeep Grand Cherokee. Or if they are using the Internet to look up baby names, they may get ads for baby formula or diapers. 

Advertisers love this type of pop-up and pay more to use it for two reasons. For one, since they are paying based on how many ads are displayed, it is beneficial for them to only display their ads to those consumers who are already in the market for their products. The other reason is that they know that irrelevant pop-ups are annoying to consumers, and can have negative affects on their brand image. They feel that this type of advertising is less damaging because they are merely helping consumers find better deals on products they already want rather than bombarding them with annoying, unwanted information. 

So, if adware is really helping to cut down on unwanted pop-ups, why are there so many legal issues surrounding it? One reason is that consumers feel that these ads invade their privacy. Another reason is that some companies feel that these adware pop-ups are using unfair competitive practices (20).

Consumers feel that this adware invades their privacy for several reasons. Besides the fact that that it tracks their every Internet move, many consumers feel that they were tricked into downloading the software in the first place. Although one must give permission for this adware to be downloaded onto their computer, most people are not aware that it is being downloaded. This is because the information about the adware is given in a 15 page licensing agreement that you must accept to download the free software (20). Obviously, most people do not read the entire agreement before accepting it. Even though the distributors of adware argue that they disclose what is being downloaded to the computer and that it must be accepted to be downloaded, it is obvious that they go to great lengths to trick the consumer into downloading the software. Besides hiding the fact that it will be downloaded in a 15 page licensing agreement, most adware is not downloaded onto the computer until the next time it is booted up. When it is downloaded, it is downloaded very slowly using a program called Trickler, so that most users will not even notice the extra activity on their computer (33). 

The adware companies also use tricky wording to confuse people into downloading the software when they may not want to. For instance, if a user does try to opt out of downloading the free software, they are greeted with a warning that if they continue then some software may not function properly (20). Although what this really means is that the free software will not be installed, some users may fear that stopping an installation will harm other software programs on their computer. Another example of tricky wording that may show up when someone tries to opt out of an adware download is that the consumer may be asked if they are sure they would like to continue the installation. Since the normal message that would pop-up in this instance would be “are you sure you would like to cancel the installation,” this tricks many people who didn’t read closely into clicking yes.

There are also some disreputable companies that have given pop-ups a bad name with consumers. For instance, the company in California that downloaded their adware onto people’s computers and then bombarded them with pop-ups for weeks before sending them a pop-up advertising a software program the person could buy for only $40 to stop all the pop-ups they’ve been getting (43).

Competition Issues With Adware: Is it Even Legal?

Many companies who host Internet web sites also feel that adware uses unfair competitive practices. Since adware’s main goal is to direct advertisements towards consumers interested in a certain type of product, they often target the websites of a competitor’s product. For instance, visitors to Hertz rent-a-car websites might see pop-ups for Avis rent-a-car. Some adware has even gone so far as to paste its ads over banners on a web site so that they appear to be part of the website (20). Obviously, companies are not happy to have competitors invading their websites. There was a lawsuit filed in 2001 against the first and biggest adware company, Gator, but that lawsuit was settled out of court for an undisclosed amount and the adware companies have been able to continue their practices (20).

What Direction Are Pop-Ups Headed in? Some Advertisers are Aiming to Please, While Some Just Force Viewers to Watch

Although advertisers love pop-ups, many people question how much longer they will be around because of the negative image that pop-ups have with consumers. Consumers have expressed such disgust with pop-ups that many companies are offering pop-up blocking software. In response to this consumer disgust with the pop-up, it is starting to evolve into more consumer friendly forms. Advertisers are turning to rich media ads that are more dynamic and interesting in the hope of turning the viewer from a passive viewer to an engaged audience.

Some advertisers have started incorporating games into their pop-ups. This new type of pop-up has been termed the advergame. For as low as $150,000, advertisers can have a game designed to advertise their company in the form of a pop-up ad (45). A familiar example of this is the Orbitz pop-up that shows a chicken, and when viewers pull the feathers off the chicken it lays an egg. Clicking on the egg then takes the viewer to the Orbitz web site. Although this was one of the earlier advergames, and they have gotten much more elaborate since then, it generated amazing results. In one day, this ad was viewed by 20 million people and 13% of them clicked through to the website (42).

Due to the popularity of these advergames, many advertisers have realized that they need to make their ads more dynamic and involve the consumer more. One company that has achieved this is the Mini car company. They have put out an ad that shows two separate pop-up ads for Minis in which the Mini actually jumps out of one ad and into another (32). These rich media ads have been proving much more successful than the original static image pop up because they encourage more user interaction and seem to many people to be part of the web site they are viewing rather than an annoying ad. 

While some pop-ups are evolving to become more consumer-friendly, other companies are taking a different approach and designing their new ads to be even more intrusive such as the floaters and the Internet commercial mentioned earlier. As consumers have become more and more disgusted with pop-ups, they are starting to close them before they even download all the way and installing pop-up blocking software to prevent them from opening at all. The answer to this problem for some companies has been to make the ads harder to close so that the consumer is forced to view them before they can be closed, and also to make them in forms that are not recognized as pop-ups by the blocking software. 

The Floater Ad May Just be the Next Big Annoyance on the Internet

Floater ads are not square like traditional pop-ups, but are usually in the shape of the product they advertise. For example, McDonalds has one in the shape of a hamburger. Since they are odd shaped, it usually takes consumers several seconds to figure out how to close them, but to make it worse, they move around on the screen so that the viewer must chase it down with their mouse to close it. This ensures to the advertiser that even if you don’t click on the ad, you have at least been forced to view it and hopefully increase your brand awareness of their product (35).

The E-Advertisers Dream Come True is an Ad You Can’t Close

The other new type of ad is the Internet commercial. The Internet commercial is an actual commercial that pops up on your screen as you click to go from one website to another. It plays in the window while the next site downloads. You cannot close the commercial, but must watch it until the next web site completely downloads (15). 

The Future of E-Advertising

Although there is not a whole lot of information available on how effective these new rich media ads are at getting click throughs, it seems that this is the direction that Internet advertising is headed in. The use of these rich media ads has been increasing by about 10% per quarter since 2003 (50).

Since the burst of the Internet bubble, it has been hard enough for large, well-established companies to advertise on the Internet. For a start-up company to succeed these days, it takes a solid business model that is able to generate real profits. One company that has done an excellent job of marketing its on-line presence is Netflix.
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Netflix Bets on Online DVD Market and Wins

Instead of dealing with another late fee for a 
movie rental, Mr. Reed Hastings decided to launch 

an online DVD rental service in 1998.  He decided 

to take advantage of customers’ frustrations with late

 fees and create a DVD rental service where there were

 no late fees.  Taking this advantage and applying it to 

a quickly increasing market was a match for success.  

Netflix now has almost 2 million members, its stock 

price has soared, and it remains the largest online DVD         Figure 7: CEO Reed Hastings (40)

rental service today (38).                                                               



How does Netflix work?  You pay $19.95 per month to rent as many DVD’s as you would like.  The only restriction is that you can only have three movies out at a time.  Netflix allows you to set up a movie queue on its website, www.netflix.com.  You can choose from 18,000 movie titles, rank them in the order in which you wish to view them, and see their 5-star rankings.  As soon as you return a movie, Netflix will send you the next ranked movie off of your queue.  The DVD comes in the mail from one of its 20 shipping centers within 1-3 days, although Netflix reaches 70% of its customers in next day service.  The envelope that the movie comes in is turned inside out to become the self-addressed, postage paid return envelope.  This means that shipping is completely free (38).  The following diagram illustrates the shipping process [image: image3.jpg]Customer Aplaces Shrekin
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Figure 8: Netflix’s Shipping Process (29)
Netflix has proven very successful.  Its stock began trading on NASDAQ on May 23, 2002 at $7.50 per share and has now risen to around $30.00 per share.  They made a profit for the first time in 2003 of $6.5 million.  They plan to begin offering downloaded movies in early 2005 to ward off the threat that downloading movies through broadband is presenting (5).
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          Figure 2: Netflix Stock Chart (39)

Blockbuster and Wal-Mart Enter an Online Competition: Netflix Prevails

Netflix was the first online DVD rental service, but it’s definitely not the only one.  There are many players in the market now.  Netflix’s main competition now comes from filmcaddy.com (owned by Blockbuster), and walmart.com.  Blockbuster realized on-line movie rental was a service its customers were expecting and bought filmcaddy.com to test the market; a move that has proven very beneficial to the company.  Wal-Mart realized that there was lots of growth potential within the industry since more people were switching from VCRs to DVD players.  After seeing how successful Netflix was, they joined the market offering a lower rate than any other company in the market. There are also numerous companies starting up in the industry as they see how well the pros outweigh the cons of on-line DVD rental (41).

Online Services
	Pros
	Cons

	Cost savings for serious movie watchers
	Mailing delay of 1-3 days

	Convenience
	No cost savings for most

	Unlimited viewing time
	

	No late fees
	

	Movie List
	

	Large selection of titles
	


Table 1: Pros and Cons of Online DVD Rental

Walk-in Stores Preferred for Spontaneity

The main walk-in stores for DVD rentals are Blockbuster, Wal-Mart, and local grocery stores.  The walk-in stores still control the overwhelming majority of the DVD rental market.  Many people think that that as technology improves and consumers demand more convenience, the online DVD services will sweep away the customers of walk-in stores.  There are pros and cons for the walk-in stores, but the main argument for walk-in stores in spontaneity (41).
Walk-in-Stores
	Pros
	Cons

	Viewers can be spontaneous
	Out of stock

	Immediately viewable
	Limited viewing period

	Personal service
	Late fees


Table 2: Pros and Cons of Walk-in –Store DVD Rental

Could Cable be the Preferred Movie Rental Service of the Future?

The online and walk-in stores are facing a big threat from cable’s VOD (video on demand).  Cable is taking the best features of the online and walk-in stores and providing them in its updated VOD service.  Netflix is known for its ranking and recommendation services.  Blockbuster is known for its spontaneity.  Now with VOD, you can rank movies by voting with your remote.  They have a service that recommends movies based on what you have rented and ranked highly.  VOD also provides even more convenience and spontaneity than walk-in stores. You can order a movie from the comfort of your own couch.  The invention of TIVO, in which you can record and store up to 100 hours of television and movies, in combination with cable and satellite has become very popular.  Cable based options have their own pros and cons (55): 
Cable/Satellite/TIVO

	Pros
	Cons

	Convenience
	Starting times

	No late fees
	Limited selection of titles

	Can use TIVO/VCR to avoid limited viewing period
	Limited viewing period


Table 3: Pros and Cons of Cable Based Movie Watching
How Much Could Have Happened in the Week Since Our Presentation?

A lot has happened since our presentation last week.  Netflix sent an e-mail that explained that Netflix had not raised their monthly fee in 4 years, and as of June 15, 2004 the new rate would be $21.99.  This announcement caused their stock price to fall by 17% in one day.  This has also caused numerous cancellations of memberships, probably due to the fact that Wal-Mart offers the same service for $18.76 per month (13).

The online DVD rental market will continue to grow over the next 10 years.  More and more walk-in stores will begin to offer online rental services to keep their customers.  Walk-in stores still hold the majority of the market, and will always hold some of the market because people enjoy spontaneity.  Will the online and walk-in rental markets survive against cable and satellite?  Only time will tell if this more convenient service that combines all best practices will prevail.

As B2C Market Grows, So Do Legal Issues

            In the early days of e-commerce, many believed that the Internet would be an untamed frontier where anything could happen.  In reality, this has not been the case.  As the amount of people participating in e-commerce has grown, so have the number of laws and regulations regarding certain types of online purchasing.  Enforcing those laws have been difficult in some areas due to a lack of manpower and the difficulties of tracking someone online.  Some important e-commerce issues to consider are Internet sales taxes, online gambling, online cigarette and liquor sales, and Internet pharmacies.

Sales Taxes on Internet Purchases Likely to Increase
One of the advantages of purchasing something online is that, in most cases, there is no sales tax on the purchase.  This was due to a law named the Internet Tax Freedom Act (IFTA) of 1998, passed in October of that year.  The ITFA established a 5-year moratorium on state and local sales taxes, with a few exceptions, on online purchases.  This moratorium expired on October 31, 2003, and efforts by the U.S. Congress to extend the moratorium an additional 2 years have failed (52).
One of the reasons why the moratorium has not been extended is that many state governments and offline “brick and mortar” retailers oppose the ITFA.  They believe that the moratorium has cost them millions of dollars in lost tax revenues and gives the online retailers an unfair advantage in selling items to consumers (6).  These groups have found allies in Congress, primarily the U.S. Senate.  Their key supporter is Lamar Alexander, Republican Senator and former governor of the state of Tennessee.  In early November 2003, when attempts were being made to extend the ITFA, Sen. Alexander proposed an amendment that would extend the tax moratorium for 2 years and additionally require the U.S. Secretary of the Treasury to make payments to states for revenue “not received” as a result of the tax moratorium.  Many senators opposed this amendment since the standards to determine revenue “not received” by each state would vary, and the U.S. Treasury did not have enough funds to pay each state even if uniform standards could be set.  Additionally, the Senate amended version of the bill would most likely fail to pass in the U.S. House of Representatives, where attempts to simply extend the ITFA for 2 years succeeded.  However, Sen. Alexander found enough support from others, such as Senators George Voinovich (Republican – Ohio), and Thomas Carper (Democrat – Delaware), that any attempt to extend the ITFA in the Senate would have to include his amendment.  This did not happen, and there is no longer any moratorium on state and local sales taxes for online purchases (52).
     Now that the ITFA is no more, there are important issues to discuss in relation to sales taxes for items purchased online.  The following issues will be important in any serious discussion of the topic.  They include:

· The definition of “Internet Access”

· How to establish requisite nexus

· States authority to tax online purchases
 Issue 1 – Define “Internet Access”:  Today, there are many ways to connect to the Internet.  Common methods include digital subscriber line (DSL), wireless connections, cable modem service, and dial-up service.  Prior to passage of the ITFA, 10 states and the District of Columbia (D.C.) had taxed Internet access for their residents.  These states were Connecticut, Montana, New Hampshire, New Mexico, North Dakota, Ohio, South, Dakota, Tennessee, Texas, and Wisconsin.  When the ITFA was passed in 1998, these states were allowed to continue their Internet access tax policies under a grandfather provision, but no new states were allowed (34).  In 1998, the primary way for most Americans to connect to the Internet was through dial-up services.  Other methods either did not yet exist, or were too expensive for most people to afford.  One of the main debates that lawmakers had in late 2003, while trying to extend the ITFA, was how to define “Internet Access” and how to tax it.  Some lawmakers wanted to tax all methods of Internet access, while others wanted to keep every method tax-free.  A third group wanted to tax some methods, the ones that had the larger user bases, and excluded other methods, the ones that had smaller user bases (37).  At the present time, each state can set their own definition of “Internet Access” and whether or not to collect tax on it.  Although there have been talks in Washington, D.C. about setting a federal standard for all states to comply with, no official pieces of legislation have been presented at this time.

Issue 2 – Requisite Nexus:  Requisite nexus is the location of both the buyer and seller for purposes of collecting taxes.  One of the key exceptions to the ITFA was that an online vendor would pay state sales taxes in places where they had a physical presence, such as a walk-in store or warehouse.  Customers were to pay state sales tax if they lived in a state collecting it.  In some cases, customers were to self-assess the tax on items bought online and remit them to the proper authorities (34).

     A common court case cited for requisite nexus is Quill Corp. vs. North Dakota.  Quill Corp. is a Delaware-based company that sells office equipment and supplies via flyers and mail catalogues.  They sold $1 million of supplies to 3,000 customers in the state of North Dakota.  When the North Dakota government requested that Quill remit sales tax to them, the company refused.  They claimed that since they had no physical presence in North Dakota, they did not have to pay the taxes.  The case eventually went to the U.S. Supreme Court, where the ruling was in Quill’s favor.  Part of the ruling cited the Commerce Clause of the U.S. Constitution, and that North Dakota was interfering in interstate commerce by trying to force Quill Corp. to remit taxes to them (34).  
     Some states have joined together in order to make it easier for them to collect sales taxes on remote vendors.  On November 12, 2002, 33 states and D. C., a group calling themselves the Streamlined Sales Tax Implementing States (SSTIS), voted to approve an agreement to establish a uniform system for administering and collecting sales taxes on remote transactions.  This was the next step in the Streamlined Sales Tax Project that the 33 states were part of (24).  A map of states in the Streamlined Sales Tax Project can be seen in the figure below.  
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     Figure 9: Map of Streamlined Sales Tax Project

Under this agreement, if both the seller and the customer are in states that are part of the SSTIS, the seller must remit sales taxes even if they do not have a physical presence in the state that they sold goods to over the Internet.  The states in the SSTIS contend that the ruling in the Quill Corp. case does not apply to their efforts to collect taxes from Internet vendors since Quill sold most of their goods via flyers and catalogues, and not over the Internet (34).
     Although there has not yet been a definitive court case challenging the authority of the SSTIS, it appears that the standards for requisite nexus are expanding.  One way is by counting the number of employees that a company has in a state. If enough employees, classified as “agents” live in a state, that company could be determined to have “nexus through agency” and be required to pay state sales taxes on any transactions there.  Another method is whether or not a vendor directly solicits customers in a certain state.  The more heavily customers are solicited, the more likely it is a company would have to pay states sales taxes if any goods were sold there (11).
Issue 3 – States Authority to Tax:  The primary reason that many states opposed extension of the ITFA was the revenue lost to Internet sales.  State sales tax losses on Internet sales have been estimated to be $400 billion for the years 2003-2011 (34).  Many state governors claimed that the lack of taxes on online purchases were “unfunded mandates” and were subject to the Unfunded Mandates Reform Act of 1995.  When Sen. Alexander was proposing his amendment in the Senate, he said the following: “If a majority of the Senate should decide that banning state and local taxation of the Internet is important enough to create an unfunded federal mandate – that is, claim credit up here, but make it be done down there – then my amendment would provide a way for Congress to pay the bill for that by authorizing the Treasury Department to reimburse Tennessee – and other state and local governments each year for this new mandate (37).”     Another important issue is interstate vs. intrastate commerce.  Some people view the attempts of states to collect sales tax an online sales as interfering in interstate commerce.  This issue is also tied to the issue of requisite nexus.
     An important question that needs to be answered is whether or not separate states can tax separate parts of the same transaction (34).  As an example, if a customer in Missouri is connected to the Internet by a dial-up connection and buys something from a vendor located in Texas, the phone lines that enable the Internet connection may go through Kansas and Oklahoma.  Should Kansas and Oklahoma be able to claim a tax on this transaction as well as Texas and Missouri since the phone lines that enabled the transaction to take place had to go through their states?  The answer, at the moment, would depend on each individual states policy regarding Internet taxation.

     While tax policies for tangible assets are well defined, the same cannot be said for intangible assets.  Copyrights, trademarks, and other intangible assets are sold online along with tangible goods.  Most states do not have a defined method on how to tax intangible assets sold online and this could lead to some legal troubles in the future (34).
     As can be seen, since the ITFA expired last year there are many issues regarding Internet sales tax that need to be addressed.  The potential for each state to have separate rules on what is and isn’t taxed and when it’s taxed may lead to slowing down the growth of e-commerce.  The states need to come together or the federal government has to decide on a standard set of rules on the following issues to prevent this from happening:

· Define the proper relationship between federal, state, and local governments on issues of taxation

· Keep tax policy neutral, so neither online nor offline vendors are put at a competitive disadvantage

· Establish a clear definition of “Internet access” and “taxable presence” so that online sellers and customers know when to pay taxes (24).

If these issue are promptly and properly addressed, there should be a better understanding between Internet vendors and state governments and the growth of e-commerce would not be hindered as much.

Although Illegal, Internet Gambling Attracts Many U.S. Users
     Gambling over the Internet has proven to be a very lucrative business in a short period of time.  An estimated $3.5 billion was wagered online in 2003.  There are approximately 1,800 Internet casinos located outside of the United States.  Although it’s officially illegal to gamble online in the U.S., that hasn’t stopped Americans from participating in it.  U.S. based gamblers make up 40% of Internet casino customers and account for 60% of their total revenues.  Many pay their gambling debts either by credit card or via an online payment service, such as PayPal (53).
     There have been some recent attempts to curb back the number of Americans who gamble online.  In the state of New York, State Attorney General Eliot Spitzer successfully persuaded PayPal to prevent New York residents from using the online service to pay gambling debts.  Other states are expected to try this in the near future.  Additionally, over 400 banks and counting have refused to process credit care payments to online casinos.  Tracking software that detects users located in the U.S. and prevents them from gambling online is being used by some of the Internet casinos (53).

     Some of the U.S. based casinos have mixed views on the regulation of Internet gambling.  On one side, it’s good for them because the regulation cuts down the threat of potential competitors; however, the casinos also realize that the same laws being used against Internet casinos today could also be used against them in the future (46). Some U.S. casinos want to open their own Internet sites.  They face opposition from both anti-gambling groups, who question the ability of a user to actually win online, as well as casino representative groups, like the American Gaming Association, who claim that the technology to prevent users from hacking into the sites and fixing the outcomes does not yet exist.  One casino that tried to prove that self-regulation could be effective was the MGM Grand.  In early 2003, they set up an Internet casino located on the Isle of Man.  They used tight controls to screen out U.S. users and to prevent problem customers from using the site.  The restrictions were so tight that the site had few customers, and by June 2003 the site closed down due to a lack of revenue (36). The lesson learned was that while it’s important to have good controls to prevent undesired users from gambling, too much regulation will cut off the potential to earn revenue.  A proper balance between good controls and access for potential customers needs to be found.

     Another aspect to consider is problem gambling among Internet casino users.  By gambling online, these people can lose more money in a faster period of time than by gambling at a walk-in casino (16). A case in point is the situation of Frieda Mendick.  Ms. Mendick was convicted of embezzling over $1000,000 from her then-employer 13 years ago to pay gambling debts.  After spending 13 months in prison, Ms. Mendick had tried to reform her life and had not gambled for over 10 years until one day she came cross a pop-up ad for an online casino.  Ms. Mendick said the following about her online gambling experience:  “In about 3 weeks, I lost over $10,000.  I didn’t have to drive to the casino.  I didn’t have to go to the bank and get money.  I could just turn my computer on (37).”  This social aspect of gambling is why some people are opposed to both online and traditional casinos.  They believe that the negative effects casinos bring to society outweigh the potential revenue to be earned from them.
     As the amount of revenue from online casinos increases, the more tempting it will be to legalize it in the United States.  As the technology to control who has access to the sites improves, the number of traditional casinos who will want an online site will likely increase as well.  The social concerns of gambling will need to be weighed against the revenue that online casinos can generate for a community.  For some, it’s not a matter of if online casinos will become legal, but when it’s going to happen.
High Taxes Increase Popularity of Online Cigarette Sales
     The revenue from sales of online cigarettes is growing.  By 2005, annual sales are expected to reach $5 billion.  As of August 2002, there were 313 web sites that sold cigarettes to consumers.  For some, it’s cheaper to buy cigarettes online than in stores due to the high excise taxes that some states levy on cigarettes.  Sites such as barbisbutts.com, dirtcheapcig.com, and freefags.com use creative names to lure customers to view their offerings (54).

     Although it’s legal to sell cigarettes over the Internet, there are some rules regarding how they are sold.  The key piece of legislation is the Jenkins Act, a federal law.  Under the Jenkins Act, online cigarette vendors must submit a list of names and addresses of all customers located outside of the state in which the vendor has a physical presence to the proper state tax authorities.  The penalty for violating the Jenkins Act is only a misdemeanor, and since it’s rarely enforced, less that 10% of all online cigarette vendors comply with it (54).

     Other regulations have included the state of New York passing a law in August of 2000 banning cigarette sales via mail order, telephone, and over the Internet.  New York has the highest cigarette excise tax in the United States, and many residents had been purchasing cigarettes from locations outside the state.  In June of 2001 a U.S. District Court overturned the law on the grounds that it violated the Commerce Clause of the U.S. Constitution and interfered with interstate commerce (54).  In December of 2001, the Tobacco Free Internet for Kids Act was introduced in the U.S. Congress.  Its’ sponsors were Representatives Martin Meehan (Democrat – Massachusetts) and Jim Hansen (Republican – Utah).  Under the proposed law, online cigarette vendors would have to comply with strict standards in order to confirm the age of customers who buy cigarettes from them.  Failure to comply with the law would result in a $1,000 fine for a first time unintentional violation and a fine of $1,000 to $5,000 for subsequent unintentional violations.  If a vendor would intentionally violate the law, they could face fines and prison time ranging from 1 to 5 years (51).  Although the bill was debated in late 2001, no action has been taken toward passing it into law.
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     The purchase of cigarettes online by underage customers is a key concern of some people.  At the present, only 2% of people who buy cigarettes online are teenagers (18).  In June of 2002 the American Journal of Public Health conducted a study of the sales practices of 88 online cigarette vendors.  The main purpose of this test was to check controls in preventing sales of cigarettes to underage smokers.  The results of the study, shown in Figure 2, were disappointing.  Only a few of the sites required the buyer to present a valid ID at time of delivery.  Most sites only had a few basic warnings on one page of the site (44).  As the number of people who buy cigarettes online grows, it’s likely that the number of underage smokers who try to buy online will grow as well.  Online cigarette vendors will need to improve their practices to screen out underage smokers. Figure 10: Controls on Place to Prevent Underage Tobacco Purchases
     Online cigarette sales are expected to grow in the future, largely due to increasing cigarette excise taxes.  As more people buy cigarettes online, the more likely it is that there will be increased regulations, especially in the prevention of sales to underage smokers.

State Laws & Social Concerns Hinder Online Liquor Sales
     In contrast to online cigarette sales, sales of liquor over the Internet have not been very successful. Online liquor sales make up less than 1% of the $110 billion liquor sales industry.  This has resulted in some sites, such as drinks.com and wine.com, to shut down in recent years due to lack of revenue (12). One site that has been successful, eskye.com, sells liquor primarily to liquor distributors, and not individual customers (27).

     One of the reasons that online liquor sales have not been successful is the fact that each state has separate laws regarding shipping of liquor to customers.  The laws can range from no penalty at all to a felony for shipping liquor to an individual’s home.  See Figure 3 for a complete list of states.  

	Rule
	States

	Easy to ship liquor to homes
	California, Colorado, Hawaii, Idaho, Illinois, Minnesota, Missouri, New Mexico, Oregon, Washington, West Virginia, and Wisconsin

	Limited quantities of liquor can be shipped to homes
	Alaska, Connecticut, Louisiana, Montana, Nebraska, Nevada, New Hampshire, North Dakota, Virginia, Wyoming

	Direct shipments of liquor to homes is prohibited, but some loopholes exist
	Alabama, Arizona, Arkansas, Delaware, Kansas, Maine, Massachusetts, Michigan, Mississippi, New Jersey, New York, Ohio, Oklahoma, Pennsylvania, Rhode Island, South Carolina, South Dakota, Texas, Utah, and Vermont

	Direct shipment to homes can be a felony
	Florida, Georgia, Indiana, Kentucky, Maryland, North Carolina, and Tennessee


Table 4: State Liquor Shipping Laws

Because the laws vary so much, the number of places that online liquor stores can ship to is limited (4).  Another reason for slow sales is the excess shipping fees and waiting time to receive the liquor.  For example, at liquor.com, the price of a 1.75 liter bottle of Jim Beam bourbon is $23.99 and 3 day shipping, the cheapest option available, is $8.99.  This results in a grand total of $32.98.  In contrast, the price of the same bottle of Jim Beam at a walk-in liquor store has the average price of $17.99. Even after adding sales tax, it’s still less expensive than buying online (23).
     Another important factor to consider is public opposition to sales of liquor online.  In September of 2003, Wirthlin Worldwide, a leading opinion research firm, conducted a survey of 913 Americans on behalf of the Wine and Spirits Wholesalers of America, Inc.  The results of this survey found that 83% of those surveyed opposed sales of liquor online, while 80% considered e-commerce generally good for business and consumers (14).  The high percentages of both answers indicate a good degree of overlap where people who are in favor of e-commerce are against the sale of liquor online.

     Where online cigarette sales have benefited from laws and regulations, online liquor sales have suffered.  In most cases, it’s less expensive to buy liquor in a store than over the Internet.  In some states you can’t buy liquor online at all due to strict shipping laws.  Many Americans, who favor e-commerce, oppose it when in regard to liquor sales.  They believe that the social aspects of liquor should be treated differently than other products sold online.

Many American Seniors Turn to Canadian Internet Pharmacies

     The popularity of online pharmacies has increased in recent years.  One of the benefits of shopping online is that it’s easier to compare prices from different sites than to travel from pharmacy to pharmacy.   At most reputable sites, a doctor’s prescription is needed in order to purchase prescription drugs (19).  A typical United States site would be drugstore.com, where shoppers can buy drugs online and have the option to receive e-mail messages when a cheaper generic drug for the ones they are taking becomes available.  Sometimes, coupons for another purchase are sent via e-mail (10).
     Many Americans buy their drugs online from sites located in Canada.  There are about 150 Canadian sites that sell over $1 billion of prescription drugs to U.S. based customers each year.  Some of the larger sites include Canadiandrugtore.com, Canadarx.net, and Canadameds.com.  The reasons for their popularity include savings of between 50% to 70% on some drugs that are also sold in the U.S. and the ability to offer some generic drugs that are not yet available in the United States (25).

     The popularity of Canadians online pharmacies had led to some legal issues.  According to law, U.S. citizens can only order a 3-month supply of drugs that are not yet available in the United States.  Many customers, however, buy the same drugs that are available in the U.S. in order to save money.  A Canadian doctor’s prescription is also needed to obtain prescription drugs.  In many cases, a U.S. patient simply faxes the site a copy of their prescription and the Canadian doctor writes up a new one and signs it.  Although this service can cost up to $50, in many cases it’s still cheaper than to buy the drugs in the U.S. (25).  The Food and Drug Administration (FDA) has raised concerns about the quality of medicine sold from Canada.  Although the FDA had requested that shipments of Canadian prescription drugs be stopped at the border, they lack the manpower to cut off most shipments to U.S. buyers (3).  
     With one-third of U.S. senior citizens lacking any kind of health insurance, buying drugs online from Canada is their best option.  An example of this scenario is Darold Lowe, a 61-year old retired steel worker.  Mr. Lowe lost his health insurance when his former employer filed for bankruptcy.  He needs Glucovance to treat his type II diabetes.  The component drugs of Glucovance are Glucophage and Glyburide.  If they are taken together, they provide the same effects as Glucovance.  Mr. Lowe was able to buy a 90-day supply of both Glucophage and Glyburide from a Canadian online pharmacy for $59.  The cost for a 90-day supply of both drugs in the U.S. was $248.  The U.S. cost of a 90-day supply of Glucovance was $251.  When comparing prices between Canada and the U.S., Mr. Lowe said, “Until my supply runs out, I’m taking Glucovance.  Once it runs out, I’ll switch to Glucophage and Glyburide.  I’m worried somewhat about the quality.  But then again, I don’t know what other options I’ve got (3).”

     Many large pharmaceutical companies are upset that so many Canadian prescription drugs are coming to the United States.  They believe that these sales are undercutting their U.S. revenues.  In August of 2003, Pfizer Inc. ordered 46 Canadian pharmacies to buy directly from them, instead of through wholesalers, and agree not to ship products to the U.S.  Pfizer threatened to cut off drug supplies to any pharmacy that didn’t comply with their request.  Shortly after this other large pharmaceutical companies such as GlaxoSmithKline PLC, Wyeth, and AstraZeneca PLC took similar steps to limit the availability of drugs to Canadian pharmacies that export to the U.S. (22). Although a few of the pharmacies have vowed not to comply with the drug companies requests, many other pharmacies have adopted a “Canadians First” policy where Canadian patients needs are treated first, and only then are any leftover drugs made available for sale to the Untied States (7).

     The sale of Canadian drugs has also become a hot political issue.  Some states, such as Illinois, Michigan, Iowa, Kentucky, and Minnesota have sent residents to Canada to buy prescription drugs or encouraged them to buy them online from Canada in order to cut costs on state drug budgets (8). U.S. lawmakers have begun to discuss the issue.  Some of the options include lowering the price of U.S. drugs or making if easier for low-income senior citizens to buy prescription drugs from Canada.  Some politicians have referred to this situation as the “New Boston Tea Party (8).” Although it’s unlikely that angry senior citizens would dump prescription drugs into the water, many are becoming angry at the constantly rising prices of prescription drugs.  They believe that something needs to be done soon or many people, especially ones living on fixed incomes, may not be able to afford the cost of prescription drugs.
     When buying prescription drugs online, there are some best practices to consider.  They include the following:

· Price shop by checking out at least 3 different sites in order to get the best possible price.

· Look for the Verified Internet Pharmacy Practice Sites (VIPPS) seal to find a druggist certified by the National Association of Boards of Pharmacy, the leading standard setter of online pharmacy quality and safety (3).

· Buy in bulk if possible, such as a 3-month supply, in order to save money

· Most importantly, don’t sacrifice quality of care to cut costs on drugs.   If in doubt of the quality of a prescription drug, don’t use it.  The potential effects of the drug could cost more than the savings to obtain it (19).

Summary of E-Commerce Legal Issues
     As the laws and regulations regarding Internet sales tax, online gambling, online cigarette and liquor sales, and Internet pharmacies prove, the world of e-commerce is hardly a place where anything goes.  Although some laws are hard to enforce, they do exist.  As the number of people participating in e-commerce grows, so too will the number of laws and regulations stating what can and can’t be sold or taxed online. 

Success in the Second Stage of Internet Growth[image: image31.png]



The Internet has exploded onto the scene and has quickly become an important aspect in the everyday life of Americans.  This surge in popularity is starting to extend past the borders of the United States, and is taking root in most of the world powers across the globe
.

With the increase in access to the Internet comes the inevitable increase in B2C transactions.  B2C companies that have a solid plan (such as Netflix), and can relay that plan to their employees and stockholders can enjoy a level of success that most companies in the first stage of internet growth could only dream of.  Also, B2C companies will have to develop innovative ways to advertise their products and messages to the public.

The companies that succeed in the next phase of growth in the B2C space will have to [image: image32.png]


face increased legal and moral issues that always confront a growing industry.  The companies that can look into the future and profit from the changes in law and consumer tastes will be the winners in the future.

The second stage of Internet growth will be wrought with many challenges, but the B2C companies that can execute their strategies and navigate the choppy legal waters will be the leading companies in the future.
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Survey size = 88 sites


72 featured one or more age warnings


24 had a warning on the ordering page


43 sites required self-verification of age (13 of these sites required date of birth to be typed in)


8 sites required license ID# to be verified by vendor


6 sites required photographic ID at point of delivery
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