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PROCEEDINGS

COMMISSIONER HARBOUR: Thank you, Tom. Good
morning, and welcome to day two of our Peer-to-Peer
workshop. 1 am delighted to see the returnees and so
many of you here this morning.

Thanks to our superb panelists, yesterday"s
very active discussion addressed many cutting edge issues
relating to the development of peer-to-peer technology.

Peer-to-peer fTile-sharing may substantially
improve the Internet experience by increasing speed and
access to content, while decreasing the need for storage
space.

However, as we have heard, among other things
yesterday, peer-to-peer may at times iIncrease
vulnerability to unwanted content; spyware and viruses.
It is essential consumers be iInformed about these

potential risks.
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Think back, 1f you will, to the time when the
automobile was first introduced. Some horse owners and
sellers urged that cars might hurt horses and their
riders, and that new vehicles therefore should be banned
entirely.

Of course, other solutions emerged to promote
safety while allowing consumers to benefit from that
promising new technology. And as with the automobile, it
is my hope that faith and responsible solutions, too,
will emerge In the peer-to-peer context. So that the
future of this promising new technology also will
flourish.

As Chairman Majoras noted yesterday, a
discussion of P-to-P issues is both important and timely.
She also explained that the Federal Trade Commission is
particularly well-positioned to host this workshop
because peer-to-peer fTile-sharing technology implements
and implicates both the consumer protection and the
competition matters, and new issues certainly will emerge
as the technology continues to develop.

As part of our consumer protection mission, the
FTC must remain vigilant in protecting consumers against
unfair trade practices, deception, and anti-competitive
conduct.

But in order to remain true to our mission, we
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also must take care not to pursue, create, or condone
policies that i1nadvertently impede the evolution and
adoption of useful new technologies to the long run
detriment of consumers and businesses.

Our goal i1n sponsoring this workshop is to
bring together individuals and groups who develop and use
peer-to-peer technology, as well as those whose existing
business models are affected by it, to ensure that
policy-makers and the public are as well-informed as
possible.

Yesterday"s panel set a very high bar, and we
expect an equally high level of discussion from this
morning"s panelists, who will focus on some of the
intellectual property questions that arise iIn the
peer-to-peer context.

Today"s panels will look at the impact of
P-to-P file-sharing technology on several groups: on
industries that rely heavily on copyright protection; on
consumers who use the technology; on businesses that
redistribute the copyrighted material; and on artists
whose work s copyrighted.

The first panel will examine the impact of
peer-to-peer fTile-sharing technologies on the copyright
holders. Representatives from the legal, economic, and

engineering communities will explore a key question, and
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that i1s, how to protect the property rights of creative
individuals without stifling technological evolution that
could benefit consumers and enhance business efficiency.
Balancing these competing interests is likely
to require some new thinking about the law. For example,

the panel will address whether copyright laws might be
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Christmas Carol, and a movie is made from it, both the
motion picture industry and consumers may benefit.
Overall, this session today should be very

informative and highly thought provoking.
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10
create, promote, and sell their work.™

The study also found, however, that artists are
divided about the impact and importance of free file-
sharing and other copyright issues. Take, for example,
one of the public comments the Commission received iIn
anticipation of this workshop.

It came from an artist who, iIn order to
generate interest in his work, offered all of the music
of his fTirst album for free to anyone who wished to remix
his music.

According to his comments, remixers used his
tracks around the globe. As this example demonstrates,
peer-to-peer technology may offer great rewards for
artists, for copyright holders, and for music lovers
alike.

However, it will achieve i1ts greatest promise
only if all parties can agree on a system that fairly
compensates artists and copyright holders for the value
of their creative work.

Hopefully, our panelists will consider whether
the motion picture and recording industries are equally
likely to be able to work collaboratively with proponents
of peer-to-peer technology to achieve maximum benefits
for consumers and artists alike.

So let me close by saying once again how very
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11
pleased I am by your interest and by your participation
in this peer-to-peer workshop. On behalf of the
Commission, | offer my sincere thanks to all of the
panelists, and 1 hope you enjoy today"s program. Thank
you .

(Applause.)

MR. PAHL: Thank you, Commissioner Harbour. |
would like to begin now with our first panel, which is
peer-to-peer fTile-sharing and its impact on copyright
holders. The moderator of this panel is John Delacourt,
who 1s chief anti-trust counsel in the FTC"s Office of
Policy Planning.

IT John and the panelists could come forward,
that would be great.

MR. DELACOURT: Good morning, everyone, and it
looks like we have a good crowd again today. And I would
like to take this opportunity to thank all of you for
joining us this morning.

Our fTirst panel this morning, as Commissioner
Harbour indicated, is on P-to-P file-sharing and its
impact on copyright holders. This issue, perhaps more
than any other, has generated interest in P-to-P networks
and inflamed strong passions on all sides.

Content providers are, not surprisingly,

concerned about the sheer scope of P-to-P piracy of
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12
copyrighted music and videos. This activity not only
results iIn substantial revenue losses, which some
estimates place in the millions of dollars, but
potentially reduces the incentives of the creative
community to generate more and better original works.

Users of P-to-P networks, in contrast, contend
that the impact on copyright holders has been
exaggerated. Many of them are deeply offended by what
they regard as heavy-handed enforcement efforts, which
seem to pit major record labels and movie studios against
individual college students. They argue that the content
providers should spend more time thinking about how to
better use this emerging channel of distribution and less
time thinking about how to shut i1t down.

Technology companies have also raised concerns.
While generally supportive of strong copyright
protection, they argue that enforcement efforts should be
focused on bad actors, not the technology itself. In
other words, technological solutions to the copyright
infringement problem can and should be explored, but

content providers should not be given a seat at the
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13
lot of thinking on this issue and should have some light
to shed. Hopefully, they will be able to bring some
insights to the file-swapping controversy, and perhaps in
the process also provide some guidance to the U.S.
Supreme Court, which, as Commissioner Harbour mentioned,
will shortly be taking up this issue, as well.

As many of you know, this week the Court
granted cert iIn MGM studios v. Grockster, and 1 suspect
that at least a couple of our panelists will have a few
words to say about that.

So just a few words about format before I
begin. Each of the panelists will give a short prepared
statement, and then, subsequent to that, we will be
opening the floor to questions.

So let me start with our Ffirst panelist, David
Carson. David is the general counsel of the United
States Copyright Office. Prior to joining the Copyright
Office, he was iIn private practice, where he represented
a wide variety of copyright holders ranging from authors
and recording artists to computer software publishers.

David will describe the legal framework in

which P-to-P file-sharing takes place. David.
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All right. Well, my assignment this morning 1is
in six to eight minutes to give you an overview of the
state of copyright law with respect to peer-to-peer fTile
transmission.

Those of you who know anything about i1t at the
end of this six to eight minutes will complain that it"s
been a very superficial and selective account, and 1 will
plead guilty, but in the time frame 1 have, there is not
much one can do about that.

So let"s get right into it. First of all,
let"s briefly address the question of whether there is
copyright infringement with respect to peer-to-peer
services. And if you look at it in terms of individual
transactions taking place on peer-to-peer services, |
don"t think there®s any question but that copyright
infringement does take place on peer-to-peer services.
And that when an individual, without permission from the
copyright owner, causes the copyrighted work to be
transmitted on a peer-to-peer network, and whether as a
recipient or as the person who i1s making 1t available for
transmission, that person has infringed.

There have been at least two of the exclusive
rights of the copyright owner that have been infringed:
the reproduction right -- an unauthorized copy is being

made on the recipient®s computer -- as well as the
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distribution right, because a copy is being distributed
from one point to another.

There may also be an infringement of the public
performance right, depending upon the particular way iIn
which that peer-to-peer system is operating. |If you“re
hearing a performance simultaneous with the transmission,
then there would be an infringement of the public
performance right as well.

That"s pretty much incontestable, 1 believe.
We"ll see, | suppose, iIn the next 90 minutes.

The more interesting question than the one
that"s occupying all of our minds at the moment in recent
events and caused us to focus on that question, 1Is
whether a peer-to-peer service or a provider of
peer-to-peer software can be held liable for providing
that software, or that service, if you will. Not because
that service itself is iInfringing copyright, but because
it 1s enabling the infringement of copyright.

Well, copyright law has long had doctrines of
secondary liability, and in particular there are two
doctrines of secondary liability that have been called
into play in this context.

The first is that of contributory infringement.
To be a contributory infringer two things must be true.

One is that you must know that infringing activity 1is
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taking place. And the second iIs that you must make a
material contribution to the infringing conduct of the
person who is actually doing the infringement.

When the 1976 Copyright Act was enacted, the
House of Representatives report gave an example: if you
rent a movie to somebody knowing that that person is
going to make an unauthorized public performance of the
movie, then you are liable as a contributory infringer.

The second theory is the theory of vicarious
liability. It is essentially similar to and based upon
the notion of respondeat superior. If you have someone
do something for you that is unlawful, then you are
responsible for what they have done as though you had
done it yourself.

There are two elements to that. The first is
that you have the right and ability to supervise or
control the infringing activity. And the second iIs that
you had a direct financial benefit from that activity.

A couple of examples that the case law makes
pretty clear is 1T you"re a dance hall operator and you
hire a band to play, and that band plays musical
compositions without authorization of the copyright
owner, you will be liable for their infringements.

Another one, 1T you"re an operator of a swap

meet and the people who are selling goods at your swap
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17
meet are selling infringing goods, you will be held
liable for their acts of infringement, at least if it"s
circumstances where you are getting a direct financial
benefit from their sale, and where you could have stopped
them.

So that"s sort of the overview. Why do we have
doctrines of secondary liability? Well, a couple of
cases have given us some notions of why. The first is
one of efficiency and practicality.

We heard about the many lawsuits filed by the
recording industry, and more recently the motion picture
industry, against individual infringers in peer-to-peer
networks. And there are hundreds, maybe thousands, of
those suits now, but I don"t think anyone pretends that
it"s begun to stop the problem.

And one might imagine that no matter how many
of these lawsuits you file against the individual
infringers, most people aren™t going to feel deterred,
because the odds are that you, the individual infringer,
simply are never going to be sued. 1t"s much more
efficient, 1t"s much more practical, to sue the person
who 1s enabling the infringement by all these other folks
who may be difficult to track down, who may be judgement-
proof. And if you can stop it at the source,

essentially, that is a much easier and more efficient way
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18
to stop the problem.

The second i1s simply a notion of fairness. |IfT
you are in fact engaging in an enterprise which you set
up so that you, yourself, aren"t engaging iIn
infringement, but you are profiting from the infringement
of others, then fairness and equity actually suggest that
perhaps you ought to be held responsible for what you-®ve
unleashed, essentially -- for that which you are
profiting from.

So those are theories behind these doctrines of
secondary liability.

The major case iIn this area, of course, and the
one that we"re all grappling with this year, is Sony v.
Universal City Studios, the Betamax case, which addressed
the video cassette recorder 20 years ago.

Now, I can"t begin to describe to you what the
Court held, because that would take more time than I
have. But the very, very brief and selective overview
is, first of all, the Betamax was a recording machine,

a machine that allows individuals in the privacy of their
homes to record over that which is being broadcast to
them free and over the air and make personal copies,
which the Court found was predominantly for purposes of
time-shifting. You miss the evening news because you got

home too late tonight, your VCR recorded it so that when
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you got home, you could watch the evening news, and you
would never watch that particular thing again.

The Court, in fact, expressly did not say
whether or not making a personal archive of television
programs that you might want to go back to again and
again was fair use. What it did find was that the
predominant use of the Betamax was time-shifting, and
that that was fair use.

The Court found there was no liability for
copyright infringement on the part of the manufacturer of
the Betamax machine, because even though the manufacturer
knew that some of his consumers might infringe, that
wasn"t sufficient.

And the Court imported into copyright law a
patent law doctrine, the stable article of commerce
doctrine, which says that the sale of copy equipment does
not constitute contributory infringement if that product
is widely used for legitimate, unobjectionable purposes.

And then iIn the passage that has everyone
wondering, all right, what do they really mean, and
perhaps this year they will tell us what they really
meant, the Court said, indeed, it may merely be capable
of substantial non-infringing uses.

The question is, thus, whether the Betamax is

capable of commercially significant non-infringing uses.
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Well, let"s shift to peer-to-peer services 20
years later. A number of questions arise. |Is
peer-to-peer software a staple article of commerce? If
you"re an operator of a peer-to-peer network, are you
liable 1T you don"t have actual knowledge of specific
acts of infringement at the time those acts are taking
place, and at a time when you might be in a position to
stop them? Does a peer-to-peer service have substantial
non-infringing uses, and, If it does, what are the
consequences?

Well, we"ve got three cases from the courts of
appeals that have spoken on this issue. Different
factual contexts, but even putting aside those different
factual contexts, the court took very different
approaches in each case.

The Napster case was, of course, a centralized
peer-to-peer service. You heard about that yesterday.
Napster did have actual knowledge of infringing activity,
because 1t controlled the index which listed all of the
files that were available. And the court found that that
was key in terms of determining that there was liability.

Napster had the knowledge and its software
materially contributed to the infringement.

The court also found that Napster was

vicariously liable. First of all, 1t enjoyed a financial
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benefit from people who used i1ts service, and secondly,
it had the right and ability to supervise its users”® use.
It could have blocked their access to the service when It
found out that they were engaging in infringement.

2003, the Seventh Circuit took a very different
approach in the Aimster case. In that case, the operator
of the system encrypted the transmission, so it couldn™t
know what was going on. It couldn®t know what particular

files were being exchanged. But the court found,
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uses.

And my time is about up, so I"m going to skip
past the next slide and just mention the most recent
case, which is the Grockster case, where the Ninth
Circuit came up with a different approach.

Grockster, as you heard yesterday, again, 1Is
decentralized. The people who sell and make the software
don"t know specifically what files are being exchanged.
They don"t have a centralized index.

The Ninth Circuit, following Sony, said that if
substantial non-infringing use was shown, the copyright
owner would have to show that the defendant had
reasonable knowledge of specific infringement files --

infringing files -- something that the plaintiffs
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that case meant at the time you actually provided the
software to the user.

111 just mention then, very quickly, to get to
the end, obviously we know the court granted cert last
Friday.

The one other issue that has arisen in the past
year, the Inducing Infringement of Copyrights Act
introduced In the Senate by Senators Frist, Daschle,
Hatch, and Leahy. The original text of the legislation
would have made one liable for copyright infringement if
one intentionally induced copyright infringement.

You see the definition in front of you from the
original bill -- intention, the aiding, abetting,
inducing, or procuring infringement, intent to be shown
by acts from which a reasonable person would find intent
to induce iInfringement based on all the relevant
information reasonably available to that person,
including whether the activity relied on infringement for
1ts commercial viability.

There was a lot of criticism of the bill as
introduced, particularly from folks in the technology
industries. The Senators who introduced i1t asked the
Register of Copyright to take a look at the situation,
to talk with parties and see i1If she could come up with

another approach.
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We did come up with an approach in September,
which looked at it more from a business model approach,
suggesting that what you ought to look at is ultimately
how this product is used. Don"t focus on the technology.
Don"t even focus on the state of mind. Just look at what
the facts are, in fact, with respect to how a product or
service 1s used. And if you offer a product or service
that 1n fact 1Is a cause of people engaging in infringing
public dissemination, not just personal copying in the
home, but actual transmission to other people, then if
you rely on that infringing public dissemination for your
commercial viability, or if you derive a predominant
portion of your revenues from infringing public
dissemination, or 1T you principally rely on infringing
public dissemination to attract individuals to your
product or service, then you ought to be held liable.

Well, a lot of folks didn*"t like that, either.
As you probably all know, after considerable discussion
thereafter, the clock ran out on this legislation and It
simply wasn"t possible for all the parties who needed to
come to some kind of consensus to come to that consensus.

It"s questionable whether they ever could, but
perhaps the grant of cert might focus people®s minds on
whether there might be some way to agree on this before

the court tells everyone what the answer iIs going to be.
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we"l1l1 find out.

(Applause.)

MR. DELACOURT: Well, thank you for that,
David. Our next panelist is Stan Besen. Stan is a Ph.D.
economist and a vice president with Charles River
Associates. He is a nationally recognized expert in the
economics of intellectual property rights,
telecommunications policy, and computer standards.

Stan will endeavor to supplement the legal
framework that David has just described by giving us some
background on the economic framework in which P-to-P file
swapping systems operate. Stan?

MR. BESEN: Thank you. My talk is actually
replete with caveats and qualifications, starting with
the very fTirst slide. So this is only the simple
economics of P-to-P networks, and, also, only some of
them. But I will endeavor to make the most use as | can
of the next eight minutes.

I am an economist, so I thought I would start
with a theorem, which I think helps to organize people®s
thinking about the subject.

Consider the following case. Suppose that
copies and originals are perfect substitutes for all
users. That i1s, no one would pay anymore -- in choosing

between them, the only thing that counts is the price.
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And if the cost of the copy is lower than the cost of an
original, you copy.
Second, assume that the marginal cost of a

copying, importantly, including the cost of finding an
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I am going to assume that the entire decline
was due to illegal downloading. Now, it"s possible, of
course, some downloading -- that that"s an overstatement.
And conceivably, in principle, could be an understatement
iT 1n fact CD sales would have grown even further above
the 2000 level by 2003.

Let"s just take that as a number. Assume that

800 million tracks are downloaded in the U.S. each week.

That"s a number that I -- I"m really not sure where 1 got
it. [I°ve seen bigger numbers. Numbers as big as 1.6
million —- billion. |1 have seen number -- 1 think Fred

von Lohmann on his paper had 2.5 billion.

Let"s take 800 million. This implies that
there i1s about a .005 reduction in unit sales for every
downloaded track -- 1.e., it takes about 200 downloaded
tracks to reduce CD sales by one unit.

Again, this i1s not a behavioral analysis. This
IS jJust a calculation to get some idea of the
relationship between the amount of downloading that
occurs and the change in sales that"s occurred. No
attempt to draw any sort of stronger inferences than
that.

Why hasn®"t the effect been larger? Well, you
probably all have your own list. 1 sort of came up with

a list, but feel free to think about other things that
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liability, and some people are not very good at copying.
I think of 1t as the phobia.

The one question -- I think the question that
you ought to think about i1s, how are these things likely
to change over time? Will the numbers that I have iIn the
previous chart change, and in what way might you expect
they would change?

You might think of two things -- and I can"t go
through all of these in the time that"s available -- but
think of two things that were actually described at the
first session yesterday. It was suggested that system
operators could in fact increasingly be able to detect
corrupted files. So to the extent that they can do that,
the fact that spoofing has raised the cost of copying,
that could in fact become less important.

On the other hand, we were told that cease and
desist orders are pretty effective iIn discouraging people
from copying. And if so, in fact, if that"s really true,
that in fact the situation might get better for copyright
owners.

But I think we haven®t yet seen the full effect
of the technology. There are a variety of factors that
affect its impact on sales by copyright owners, and
nobody really knows for certain how the trends in these

factors as they change over time are likely to affect
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copyright owners in the future.

A final observation -- 1 think 1 am going to
finish within my time. It"s the advantage of growing up
in New York and learning to speak really fast.

Even 1T we had good estimates of the effects of
downloading on unit sales, we may understate its effect
on copyright owners. This Is separate and apart from the
fact that I"m sure iIn the next session one of the
questions will be whether we"re actually observing the
endgame.

So it may well be that one of the reasons -- we
may not be able to get very good estimates of the
ultimate effect on unit sales using contemporary data.
But quite apart from that, there at least seems to be two
reasons why you might expect that even with good
estimates of the impact on unit sales, that in fact you
may understate the effect on copyright owners.

The first, of course, is that downloading may
affect the price of originals. And the first, if you go
back to the first theorem, the copyright owners
conceivably could just lower their price just below the
marginal cost of making a new copy. They could maintain
all their sales. They might even increase sales. Unit
sales might even decline, or might even increase, but the

price would go down.
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So looking at unit sales alone i1s not
sufficient to determine the effect on copyright owners.

The second is the fact that the principal
effect of i1llegal downloading may be on legitimate
downloading services rather than on the sales of the
physical product. 1 suggested earlier that conceivably,
probably likely, many of the downloaded tracks, music
tracks, do not represent displaced sales of originals.
Sales of CDs.

They could, however, represent displaced sales
of legal downloads, ITunes and the like. |IT that is the
case, then looking at unit sales, again, will be —- will
give you an incomplete picture of the effect of
downloading on copyright owners.

I*m going to stop here. Thank you.

(Applause.)

MR. DELACOURT: All right. Stan, thank you for
those remarks.

Our next panelist is Mark Bohannon. Mark is
the general counsel and senior vice president of public
policy for the Software and Information Industry
Association.

Prior to joining SIIA, he was a senior official
at the U.S. Department of Commerce, where he served as

Chief Counsel for Technology, and also as counselor to
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the Under Secretary.

Mark will describe some of the problems that
have arisen with the current legal framework for
addressing copyright in the P-to-P context.

MR. BOHANNON: And John, if it"s okay, since 1
am Power Point handicapped, 1711 just speak from my seat
iT that"s okay.

MR. DELACOURT: That would be great.

MR. BOHANNON: Good. First of all, i1t"s always
a pleasure to be here at the Federal Trade Commission.

We once agailn appreciate the opportunity to share our
views. 1 always enjoy being in the FTC workshops because
unlike so many other fora, which tend to be very rigid
and formal, 1 have found that every FTC workshop I have
ever participated in is never a dull moment. And 1 think
this workshop has proved itself -- though I have to say
that we have yet to reach the heights of the canned Spam
workshop, where there were virtual fTisticuffs between
Commissioner Swindle and members of the audience, but
it"s only 9:38, the morning is still young. So stay
tuned.

I am pleased to be here to provide the
perspective of the Software and Information Industry
Association on the issue of file dissemination and

peer-to-peer networks.
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Just by way of background, and hopefully it
will help inform the perspectiv