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Risks and rewards of affiliate
marketing
Affiliate or performance marketing
is ‘the art of doing a merchant's
marketing better than they can,
and profiting from it’1. It dates
back to 1994 when adult site
Cybererotica initiated a program
compensating websites whose links
drove traffic to their site and the
concept was adopted by many
mainstream sites shortly thereafter. 
In 1996, the affiliate network was
born with the launch of Be Free
(now part of Commission
Junction) and LinkShare to
provide tracking and
administrative services for
merchant advertisers and affiliates
(often referred to as publishers),
which greatly expanded the reach
of and access to affiliate programs
and reduced merchants' cost of
acquiring new customers by
making affiliates ‘highly targeted
pay-for-performance sales agents’2.
Sixteen years later, Commission
Junction has reported $119.5
million in revenue during the last
four quarters while Amazon's
affiliate program now has over one
million members and generates
approximately 40% of its total
revenue.
Despite its success, marketer Matt
Bailey recently raised the following
question: ‘Why does affiliate
marketing still suffer from a bad
reputation?3’ It is an unfortunate
fact that affiliate marketers have
played a role in distributing the
latest internet scams - such as Acai
Berry and the Google Money Tree
- while also engaging in deceptive
or abusive marketing practices,
using spam, spyware and ‘faux
functionality' banner ads. The
industry as a whole pays the price
for the actions of a handful of bad
actors partly because of its lack of
transparency, as networks are very
guarded as to the identities of their
participating affiliates, but also
because some abuses have been

attributed to some of the larger
players in the space. 
Advertisers can limit their risk
from potential rogue affiliates
through: 
� careful selection of affiliate
networks; 
� contract provisions demanding
strict compliance with applicable
law and prohibiting any change to
advertising copy with immediate
termination and forfeiture of
commissions for violations; and 
� campaign monitoring. 
Affiliates can limit their risk by
avoiding ‘too good to be true’
offers and applying the
‘grandmother rule’ to their
marketing practices which means
avoiding practices that would be
likely to confuse or deceive their
grandmother.

Blogger disclosure
requirements in the US
In the last two years, however, two
significant issues have emerged
which have caused much
consternation among affiliates. The
first is the Federal Trade
Commission's (FTC) revision of its
Guides Concerning the Use of
Endorsements and Testimonials in
Advertising in October 2009 (‘the
Guidelines’)4 to address new media
and bloggers, a third of which
engage in affiliate marketing. 
The core component of the
Guidelines is that endorsements
must reflect ‘the honest opinions,
findings, beliefs, or experience of
the endorser...[and] may not
convey any express or implied
representation that would be
deceptive if made directly by the
advertiser’. 
As a result, the Guidelines require
that any connection between the
endorser and the seller of an
endorsed product that might affect
the weight or credibility of an
endorsement be fully disclosed.
In updating the Guidelines for
the first time since 1980, the FTC
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The development of the
affiliate marketing model
It is expected that the number of
internet users will surpass two billion
by the end of 2010. As the internet
becomes increasingly important in
many people's lives, affiliate
marketing - where an online entity
drives web traffic to another retailer’s
website - is rapidly expanding.
Bennet Kelley, Founder of the
Internet Law Center, discusses the
complexities and the rewards of
such a marketing model.



In updating
the Guidelines
for the first
time since
1980, the FTC
provides that
online reviews
by a
merchant's
employees or
paid third
parties must
not be false
and must
disclose that
the author
received
compensation
from the
merchant
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Communications, Inc. (Reverb), a
PR firm that had employees post
favorable reviews of its clients'
computer games. Reverb agreed to
remove the postings and refrain
from future violations, but was not
required to pay a fine8.

Collateral damage 
The ‘Amazon Wars’ have their root
in two key factors. The first being
that the Great Recession has caused
‘the steepest decline in state tax
receipts on record’ and has caused
large budget gaps (approximately
30% of the US general fund in
2010) which are likely to persist for
some time9. 
The second factor is the late-
Senator Russell Long's maxim
‘Don't tax you, don't tax me, tax
that man behind the tree’. Enter the
‘man behind the tree’,
Amazon.com, which has $12.8
billion in domestic sales but does
not have to collect sales tax except
for sales to Kansas, Kentucky,
North Dakota and Washington
where it has a physical presence.
Amazon also is an attractive target
for state lawmakers because,
despite its protests over the burden
of complying with over 7,500 sales
tax jurisdictions, it already collects
sales tax every day as the back end
for online sales by Target, Macy's
and Eddie Bauer.
The United States Supreme Court
has held that the Commerce and
Due Process Clauses of the
Constitution require a bright-line
test that limited retailers' duty to
collect taxes on out-of-state sales to
only those states in which it had a
physical presence10. California
courts extended the duty to out-of-
state subsidiaries that acted as sales
agents for the in-state parent11.
In 2008, the New York State
legislature expanded the definition
of having an in-state presence to
create a rebuttable presumption
that included out-of-state retailers
who collectively pay in-state

affiliate marketers $10,000 or more
in a 12-month period12. Dubbed
‘the Amazon tax’, the new law has
generated approximately $100
million in tax revenue for the state
over two years, but it also led
Overstock.com and approximately
60 other merchants to terminate
thousands of New York affiliates. 
Two additional states - Rhode
Island and North Carolina - passed
similar legislation in 2009,
enduring similar mass
terminations of its in-state affiliates
but without any gain in revenue13.
In fact, Rhode Island's Treasurer
Frank Caprio stated that the tax
‘has hurt Rhode Island businesses
and stifled their growth...and
should be repealed immediately’14.
In 2010, two states enacted
‘Amazon-ish’ legislation that -
instead of imposing a duty to
collect sales tax - imposed
disclosure and reporting
obligations on out-of-state
retailers. Oklahoma passed
legislation requiring out-of-state
retailers having at least $100,000 in
sales to provide notice on its
website and in sales confirmations
to Oklahoma residents stating that
the consumer still had an
obligation to report and pay tax on
such transactions15. Colorado took
a more expansive approach and
required out-of-state sellers to
provide an annual report to each
in-state purchaser detailing the
dates, amounts and categories of
each purchase and informing them
of their obligation to pay sales tax,
in addition to reporting the same
to the state16. Even though the
Colorado law is not triggered by
the presence of in-state affiliates,
Amazon responded by terminating
its Colorado affiliates nonetheless.
Both the New York and Colorado
laws have been subject to
constitutional challenges.
Amazon.com and Overstock.com
have had limited success in
challenging the New York law, as
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provides that online reviews or
comments by a merchant's
employees or paid third parties
must not be false and must
disclose that the author received
compensation from the
merchant, or both the merchant
and the third party may be
subject to liability. What has
ignited controversy, however, is
the Guidelines' treatment of
whether a reviewer must disclose
receiving the product for free. 
The FTC somehow concluded
that readers of traditional media
or an ‘internet news website’
would not discount a reviewer's
statements based on the fact that
he/she received the product for
free, but it would be relevant to
readers of a blogger's statement
on his personal blog or the
retailer's site. Commentators have
denounced this unsubstantiated
distinction as ‘unabashed
cyberspace exceptionalism’ and
unconstitutional since favoring
traditional media over bloggers
violates the First Amendment5.
The FTC has sought to quell
warnings of a ‘blogger witch
hunt’ by stressing ‘[w]e're not
monitoring bloggers and we have
no plans to’6. To date, there have
been only two cases under these
Guidelines. In the first, the FTC
decided not to seek penalties
against Ann Taylor, Inc. for blog
comments about its new LOFT
summer collection where:
� the gifts were given at a single
event at which there was a sign
reminding bloggers of their duty
to disclose; 
� there was subsequent adoption
of a company policy requiring
that bloggers be reminded of
their disclosure obligations before
receiving any gifts; and 
� only a handful of bloggers
posted comments with some
disclosing the gifts7.
The FTC also reached a
settlement with Reverb



their case was initially dismissed
with the court finding that ‘the
neutral statute simply obligates
out-of-state sellers to shoulder
their fair share of the tax collection
burden when using New Yorkers to
earn profit from other New
Yorkers’17.
On appeal, the New York
Appellate Division found the law
to be constitutionally valid on its
face, but reinstated the complaint
to the extent to the parties claimed
the law as applied nonetheless
violated the Commerce and Due
Process Clauses.
While the Direct Marketing
Association has filed a
constitutional challenge seeking to
enjoin enforcement of the
Colorado law, it may soon be
moot, as a political shift in the
legislature has made repeal of the
law a top priority.
As the US faces another year of
fiscal peril, the New York decision
may encourage other states to
consider an Amazon tax in
addition to the dozen or so who
have considered it to date. The
New York law, however, has led
affiliates to organize and lobby
state lawmakers on this issue with
some success. They will be ready
for another round of legislative
battles in the 2011.

Bennet Kelley Founder
Internet Law Center
bkelley@internetlawcenter.net
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