GRAY MARKET CONTROVERSIES: THE
1980s AND BEYOND

SETH E. LIPNER

Gray market goods are gennine trademarked goods, imported without the permission
of the local trademark owner. These goods are manufactured by a trademark owner
or authorized representative abroad and usually are similar in quality to their
authorized counterparts. While much has been written about the world gray market,
most articles deal in generalities, anecdotes, and doctrine, as opposed to facts about
actual gray market channels. Seth E. Lipner explores what recent court cases, including
a US Supreme Court decision, have revealed about the gray market business, and be
discusses the international ramifications and legal issues behind those decisions.

INTRODUCTION

In 1987 the Supreme Court granted certiorari in Coalition to Preserve the
Integrity of American Trademarks v. United States.* In this case, known by the
acronym COPIAT, a group of US trademark owners, along with their autho-
rized sellers, sought to enjoin the importation of all gray market goods. The
group argued that such importation violated Section 526 of the Tariff Act
and that customs should seize all these goods at the border.

As will be seen, the blow which the Supreme Court dealt to opponents of
gray market imports is far from fatal. A few powerful weapons remain in the
gray market arsenal. Prior to the controversy engendered by US Customs
Service’s enforcement of the Tariff Act,? the legal status of gray market imports
had been litigated in a number of contexts under a wide variety of laws, with
mixed results. Now that, for all intents and purposes, the Tariff Act issue has
been set to rest, the focus of gray market litigation will return to these other
issues.

In a round of litigation which preceded COPIAT, the legality of gray
market sales involved the consideration of trademark issues, specifically the
question of whether these sales infringed the rights of the trademark owner.3
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1. This case was decided s#b nom. K-Mart v. Cartier, 56 U.S.L.W. 4478 (U.S. May 31, 1988). For simplicity,
it is hereinafter referred to by its name at the Court of Appeals level, viz. COPIAT.

2. 19 U.S.C. Sec. 526 (1978).

3. See, e.g., Osawa v. B&H Photo, 589 F. Supp. 1163 (5.D.N.Y. 1984); Weil Ceramics & Glass, Inc. v.
Dash, 618 F. Supp. 700 (D.N.J. 1985) appeal docketed, Nos. 85-5187, 86-5207 (3rd Cir. 1986); Parfums
Stern, Inc. v. United States Customs Service, 575 F. Supp. 416 (S.D. Fla. 1983). For a detailed discussion
of the early cases, see Lipner, The Legality of Parallel Imports: Trademark, Antitrust or Equity?, 19 Tex. Int'l
L.J. 553 (1984).
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Reasoning that the first sale occurred overseas, courts generally ruled that the
trademark rights of the manufacturer or first seller were exhausted upon that
sale.? Any claim for trademark infringement by that entity was, thus, barred.
But the “exhaustion” doctrine, as it is known, does not present such a bar to
a US trademark owner who has created a goodwill independent of that of the
original seller.’

Thus, the principal legal issue, identified after several court decisions, was
whether the plaintiff had local goodwill independent and separate from that
of the foreign manufacturer.® The determination of local goodwill is a matter
of fact, although guidelines are slowly developing in the lower courts to
address this issue.

Under the line of cases preceding COPIAT, the plaintiff trademark owners
can challenge gray market transactions only after the goods have entered and
are offered for sale in the United States. Trademark owners were unhappy
with that situation and claim that, by the time an action can be initiated,
injury to their reputation has already taken place. For this reason, and in
order to avoid the necessity of establishing separate, independent US goodwill,
the trademark owners who joined together in COPIAT sought to pressure
customs to enforce textually the arcane Tariff Act. Originally enacted for a
limited purpose, the statute on its face bars all gray market imports. How-
ever, since the Supreme Court decision which laid to rest the use of the statute
in gray market cases, litigation of this issue will return to the application of
other legal principles. This article explores the varied legal theories which
have been applied in gray market cases. The first part will discuss the business
of the gray market. Second, this article will address the implications of the
recent Supreme Court decision, as well as discuss the prospect for any further
litigation under the Tariff Act. Third, the article will analyze the significant
distinctions between gray market goods and their authorized counterparts.
Included in the last part will be a reconsideration of antitrust and the gray
market, an analysis of the question of the title of gray market goods, and
finally, a discussion of a new wrinkle in the entire gray market controversy.

THE BUSINESS OF THE GRAY MARKET

Gray marker goods must be distinguished from those goods which are
counterfeit — so-called “black market” goods; importation of the latter into
the United States violates the Tariff Act,” and customs will indeed halt their

4. See Osawa, 589 F. Supp. at 1173-74; Weil Ceramics, 618 F. Supp. at 227. Burt see Original Appalachian
Artworks, Inc. v. Granada Electronics, Inc., 816 F.2d 76 (2d Cir. 1987) (Cardamone, J., dissenting and
stating as dicta that the exhaustion doctrine “does not apply with equal force in the international contexe,”
and that it does not apply to “altered goods”.)

5. Where the US trademark owner has separate goodwill, sales by a gray marker dealer would harm that
protectable interest regardless of the fact that the rights of the first seller were exhausted. See generally
Lipner, Gray Market Goulash: The Problem of At-The-Border Restrictions on the Importation of Genuine Trademarked
Goods, 20 Cornell Inc’l L.J. 103 (1987), reprinted in, 77 Trademark Rep. 77.

6. See generally Lipner, supra, at 97-98.

7. 19 U.S.C. Sec. 1526(a) (1978). That section makes it illegal “to import into the United States any
merchandise of foreign manufacture if such manufacture . . . bears a trademark owned by 2 citizen of (the
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entry at the border. The former are normally meant to be sold abroad. Yert,
because of a variety of factors, including price and quality differentials,
exchange rates, free riding, and perhaps even smuggling, it is profitable to
import these goods outside the normal chain of distribution and sell them in
the United States. In some cases, prices for gray market goods are one-third
lower than the price of authorized goods.

Uncovering Gray Market Channels

For many years, gray market transactions were cloaked in secrecy. Gray
market sellers have gone to great lengths to conceal the sources of their goods.
For example, in a 1984 federal court case, the defendant gray market importer
accepted the court’s unfavorable finding rather than having to respond to
certain questions about the source of his wares.® He also pleaded the Fifth
Amendment when asked whether he had declared the goods and paid the
applicable customs duties. Adding to this paucity of information is the fact
that portions of judicial opinions dealing with gray market transactions have
been redacted from published reports,® and some consent decrees have been
sealed by court order. 0

Another reason for the lack of public information on the details of gray
market channels of distribution is that some manufacturers, while publicly
opposed to gray market sales of their products, privately do little to inhibit
their flow, and in some instances even go so far as to encourage these trans-
actions. Such practices, for example, may help improve the balance sheet of
a foreign subsidiary, ‘which may sell abroad knowing that the goods sold will
eventually be imported into the United States. In this way, the foreign
subsidiary, as well as the salesperson, can conclude sales that would not be
permitted otherwise to customers outside its allotted territory. The domestic
parent may even turn a blind eye to such sales, as a method of discriminating
in price in the US market or of covering fixed costs in a foreign operation. It
can also “dump” goods in certain markets, which is a form of international
unfair competition akin to price discrimination. Or the trademark owner may
decide to set up alternative distribution channels, one reaching lower income
consumers with “tainted,” but genuine, goods, and the other appealing to
higher income purchasers who prefer the authorized product, as well as the
stores where it is sold. Only when an authorized US distributor makes a
complaint will the domestic parent try to halt these “sanctioned” gray market
sales.

Recent litigation, however, has revealed some details about gray market
transactions. Of special importance is a series of cases brought by Johnson &

United States) . . . unless written consent of the owner of such trademark is produced at the time of
making entry.” The relevant Customs Service regulation distinguishes betwwen the situations at leats at a
definitional level. See 19 C.E.R. Sec. 133.21(a), (b) (1987).

8. Osawa, 589 F. Supp. at 1166-67.

9. Sez, e.g., Weil Ceramics, 618 E. Supp. at 700.

10. See, e.g., Osawa, 589 F. Supp. at 1163.
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Johnson, Inc., (hereinafter J&J), the giant manufacturer and distributor of
household products and proprietary medications. In an unusual and clever
attempt to halt gray market trade in its products, J&J sued several US
distributors claiming that the original sales by J&J, Ltd., a British subsidiary,
were infected with fraud, and that subsequent purchasers of those goods could
be charged with knowledge of that fraud.

J&J first claimed, in Jobnson & Jobnson v. Quality King, Inc.,'* that the US
wholesaler in possession of the goods had defective title and was not protected
as a good faith purchaser under Uniform Commercial Code Section 2-4032
because it should have known that its chain of title included one element
which had taken by fraud in the inducement. J&J argued that, even in the
absence of actual knowledge of the fraud, because of certain aspects of the
transactions the US wholesaler had a duty to inquire about his seller’s bona
fides. The Third Circuit Court of Appeals ruled that no such duty existed,
and that the gray market seller’s title was valid: the fact that the goods were
gray market did not, in the eye of the court, “provide a basis for an inference
that all those involved in importing less expensive gray goods know or suspect
that there is a defect in the title of the goods which they purchase.” J&J then
attempted to circumvent that ruling by claiming in a subsequent case!? that
a gray market seller, pursuant to the Florida Anti-Fencing Act,' had a duty
to make inquiry into whether the goods in its possession were stolen. The
case raises novel issues, including the definition of “stolen,” the policies
underlying the Florida statute, and the potential inconsistency between the
result in the two cases. “Both cases, and the legal series upon which they are
based, are discussed at length.”

The goods in Quality King began their travels following negotiations be-
tween the European subsidiary of J&J Ltd. and DAL International Trading
Co., an entity of the Polish government. Given DAL’s inability to make
purchases with hard currency, DAL, J&J Ltd., and a company called Wen-
dexim negotiated a barter transaction, with Wendexim receiving Polish lum-
ber in exchange for its cash payment to J&J. Almost as an afterthought, and
probably in response to mild urging from the parent, J&J Ltd.’s salesman
asked for, and received, oral assurances that the goods in question, tooth-
brushes and baby powder, would not be resold outside of Poland. Nothing to
that effect was put in writing, and the invoices, packing cartons, and goods
did not reflect this oral agreement.?

At about the same time the DAL transaction was being negotiated, Cubro
Trading Company, Ltd., a British firm, inquired of J&]J Ltd. whether it could
purchase quantities of toothbrushes and baby powder similar to those ordered
by DAL. That transaction was never consummated. Meanwhile, the goods

11. 798 F.2d 100 (3rd Cir. 1986).

12. Uniform Commercial Code (hereinafter U.C.C.).

13. Ortho Pharmaceuticals v. Sona Distributors, 663 F. Supp. 64 (S.D. Fla. 1987).

14. Fla. Stat. Ann. Sec. 812.012 et seq. (West 1987).

15. For detailed findings of fact, see J&J v. Dal Int’l Trading Co., slip op. at 13-16 (D.N.]. Aug. 22, 1985).
A copy is on file with the author.
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shipped to DAL never entered Poland. Instead, they were turned around at
the border and transported to Belgium, where they were loaded onto ships
headed for New Jersey. Evidently, Cubro had purchased the goods from DAL,
and resold them to Tereza Merchandise Inc., a gray market dealer. Tereza
eventually resold the goods to Quality King, a drug chain which operates in
the United State under several well-known tradenames. By the time Quality
King had received the goods, shipping codes and batch numbers had been
removed from the packing containers in an attempt to obscure their origin
and to prevent purchasers from gaining information which would enable them
to bypass middlemen in subsequent transactions.

The facts in the second J&J litigation, Ortho Pharmacenticals v. Sona Dis-
tributors, Inc. ' dealt with an essentially similar situation and involved a Hong
Kong dealer who sold goods reputedly destined for the People’s Republic of
China. The defendants were Sona, the final US buyer, and Elmcrest Trading,
the firm which allegedly perpetrated the fraud. J&J alleged that defendant
Sona, the firm in possession of the goods, knew of the earlier fraud, and thus
should be held to account. J&J’s contention was bolstered by the fact that
Sona and Elmcrest evidently were related entities with common officers. It
was thus much easier for J&J to prove fraudulent knowledge on the part of
Sona than it had been in J&]J's case against Quality King. Following a trial,
the court ruled that such a connection had been established, and that Sona
could be held accountable for the prior fraud.

A third case which sheds some light on gray market sources is E/ Grewo
Leather Products Company, Inc. v. Shoe World Inc.'? The action alleged trademark
infringement for the sale of gray market shoes exhibiting the brand “CAN-
DIE’S.” Unlike the previous cases, which involved so-called parallel imports,
El Greco addressed a slightly different situation. The plaintiff and US trade-
mark owner had licensed Solemio, a Brazilian shoe manufacturer, to manu-
facture shoes according to its specifications. Either because of inferior quality
or production delays, the licensor, El Greco, became dissatisfied with Solemio’s
performance and cancelled the remainder of the contract. The company’s agent
in Brazil refused to certify the quality of the shoes. El Greco gave its former
licensee no instructions on how to dispose of these, and Solemio eventually
sold them to defendant Shoe World at a savings of 44 percent. In the district
court decision, Judge Israel Leo Glasser held that genuine goods manufactured
under license did not infringe the trademark of the licensor. The Court of
Appeals for the Second Circuit reversed this decision, and the Supreme Court
denied certiorari.

The final case which sheds light on gray market activities is Wei/ Ceramics
& Glass, Inc. v. Dash,'® decided by the District Court for New Jersey. In this
case, the dispute involved gray market Lladro porcelain figurines. The autho-
rized trademark owner, pursuant to the trademark theory discussed in this

16. 663 E. Supp. 64 (S.D. Fla. 1987).
17. 806 F.2d 392 (2d Cir. 1986).
18. 618 F. Supp. 700 (D.N.J. 1985).
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article, was able to prove that, by having created local goodwill, it had the
right to exclude gray market trade in its products. The defendant was unsuc-
cessful in his assertion that, even if such goodwill existed, it could not be
injured. The defendant had taken as much care as the plaintiff to assure
customers that the products were in good condition and could be returned in
case of defect. If successfully made on appeal, this argument would defeat the
plaintiff’s claim that he is irreparably injured by the defendant’s activities
and, therefore, will preclude issuance of a permanent injunction. By asserting
that it takes as much care as the authorized dealer, the gray market seller is
arguing that the goods involved are not different from their authorized coun-
terparts.

These four cases add to our previously limited understanding of the me-
chanics of the gray market. Whether they result from fraud in the inducement,

. Some manufacturers, while publicly opposed to
gray market sales of their products, privately do little
to inhibit their flow, and in some instances even go so
Jar as to encourage these transactions.

cancelled licenses, or other parallel distribution channels, gray market goods
cases continue to confound courts under a wide variety of legal theories. As
the courts have acquired experience with the various gray market scenarios,
additional criteria have developed to determine which gray goods should be
permitted and which infringe on valid trademarks.

Other Developments In The Business of the Gray Market

Probably the most significant development in the gray market area has been
the precipitous decline in the value of the US dollar. With the fall of the
dollar, the price differentials available to gray market importers should have
declined significantly. If world economic conditions were the primary cause
of gray market imports, the phenomenon should all but cease to exist. If,
however, manufacturers take enforcement action against gray market sellers
in order to maintain price discrimination schemes, or if gray market sellers
profit from free riding, the gray market may continue to exist in spite of the
dollar’s decline.

In a recent examination of the stock of goods of several prominent New
York gray marketers, the author concluded that, relative to the last several
years, fewer gray market electronics and cameras were available for sale. Gray
market Duracell batteries remain plentiful, coming not only from Europe, as
had previously been the case, but now from Japan as well. Gray market autos,
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once imported extensively from Europe, seem to be less abundant, as they are
now less attractive economically. Finally, gray market pharmaceuticals and
proprietary drug and household products remain available. In short, for what-
ever reason, gray market trade may be in a period of decline, but the gray
market has not disappeared because of the reduced value of the US dollar
compared to other currencies. And to the extent that the gray market is a
currency-based phenomenon, we can expect a surge in gray market exports
from the United States, a fact which also affects domestic manufacturers and
authorized exporters. From the foregoing, therefore, it must be assumed that
at least one cause of gray market imports lies elsewhere than in world currency
fluctuations. ¥

The previous section explored some gray market channels partly in an
attempt to discover the reason for the existence of gray markets. Fraud-induced
goods seem to make up a substantial part of this market, although not every
case of “unintended goods” results from an overt fraud. Price differentials for
gray market goods probably are caused by price discrimination, the technique
used by manufacturers to break into new markets and to maximize profits by
longer production runs. The existence of free riding is also a possible expla-
nation for price differentials, although it is clearly not the only one. Inferior
quality goods may also explain some price differences, but many gray market
goods are not of inferior quality. In order for a court to reach a proper decision
in a gray market case, it is, therefore, important that the facts be carefully
considered to determine not only the source of gray market goods, but also
the consequences of their sale.

GRAY MARKET GOoODS AND THE TARIFF ACT: THE COPIAT CASE

As stated earlier, in order to resolve a conflict among the circuits, in its
1987 term the Supreme Court granted certiorari in Coalition to Preserve the
Integrity of American Trademarks v. United States.?® Known by the acronym
COPIAT, the plaintiff trade association was the first entity to secure a declar-
atory judgment that Customs must enforce the letter of the Tariff Act and
seize, at the border, virtually all “gray market” goods. After argument before
an eight-member Supreme Court, the justices were split four to four; they
thus ordered reargument before a full court, including the newly-appointed
Justice Anthony Kennedy. In a majority opinion written by Justice Kennedy,
the Court ultimately reversed the decision in COPIAT, and thus dealt a blow
to opponents of gray market imports.

19. Sez McDermott, The Gray Market in the United States: Law, Policy and Myth, 2 Conn. J. Int’l L. 1, 53-55
(1986), where the author asserts that the prevention of intrabrand price competition is a primary source
of the price differentials. Staaf, The International Gray Markes : The Nexus of Vertical Restraints, Price
Discrimination and Foreign Law, 19 U. Miami Inter-Am. L. Rev. 37, 49-52 (1987) finds the rapid
appreciation of the dollar the principal cause, and further asserts that “[plrotectionist measures in the
United States are one explanation for parallel importers being able to import at a lower price.” Id. at 95-
96.

20. K-Mare v. Cartier, 56 U.S.L.W. 4478 (U.S. May 31, 1988).
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Section 526 In The Lower Courts

Between 1985 and 1986, three US Courts of Appeals for three circuits
decided cases involving the exact same issue: the legality of the Customs
Service’s practice of permitting most gray market imports.?! The D.C. Circuit
split with the 2nd Circuit and the Federal Circuit, ruling that customs, by
allowing such importation, violated Section 526 of the Tariff Act,? an old
and little-used statute. All other courts faced with the issue had instead
decreed, employing a variety of rationales, that customs was within its rights
in refusing to bar gray market importation. Among the rationales employed
were legislative history, longstanding agency practice, implied ratification by
Congress and agency discretion.

Over the years, the Customs Service has offered several interpretations of
Section 526, as well as of enforcement regulations. Nevertheless, customs has
argued successfully that the substance of its regulations has long been consis-
tent, and that in any event it has discretion over the application of the statute.
As noted previously, the courts had accepted those arguments until the D.C.
Circuit decided COPIAT. The Supreme Court’s decision to review COPIAT
was not surprising given the split among the circuits. Reversal seemed likely
in view of the fact that two years ago the Court refused certiorari in Vivitar
Corp. v. United States,® a Federal Circuit case which upheld the customs
regulations.

The Supreme Conrt Steps In

The Supreme Court’s analysis of the enforcement of Section 526 began with
a distinction between three types of gray market goods. The first type, referred
to by the Court as the “prototypical gray-market” category, involved a purchase
of trademark rights from the foreign trademark owner by an independent US
firm. The facts in that category parallel those of Boxrjois v. Katzel,?* the
original gray market decision which led to the passage of Section 526. This
case involved gray market face powder, and the plaintiff US trademark owner
had spent a considerable sum purchasing the exclusive rights to sell and
promote that product in the United States. The Supreme Court, per Justice
Holmes, enjoined the sale.

The second category involves the US registration of a foreign trademark by
a domestic firm affiliated with the foreign manufacturer-trademark owner.
The domestic registrant may be a subsidiary of the foreign firm or a parent
of the foreign firm, or perhaps the foreign firm is an unincorporated division

21. See Olympus Corp. v. United States, 792 F.2d 315 (2d Cir. 1986); Coalition to Preserve the Integrity of
American Trademarks, (COPIAT), 790 F.2d 903, 907 (D.C. Cir. 1986); Vivitar Corp. v. United States,
761 F.2d 1552 (Fed. Cir. 1985), cert. denied, 106 S.Cc. 791 (1986). See also NEC Electronics v. CAL
Circuit Abco, 810 F.2d 1506 (9th Cir. 1987).

22. 19 U.S.C. Sec. 152 (1982). The offending Customs regulation is 19 C.F.R. Sec. 133.21(cX1)-(3) (1985),
which permits import of genuine goods if the foreign manufacturer is controlled by, related to, or licensed
by the US trademark owner.

23. 761 F.2d. ac 1552.

24. 260 U.S. 689 (1922).
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of the domestic company. In that situation, the danger to the domestic firm
lies, not in a jeopardized investment, but rather in the threat of intrabrand
competition which gray market goods create. This scenario is important
because it occurs with greatest frequency. The third scenario arises when a
domestic trademark owner licenses an independent foreign firm to manufacture
goods bearing the licensed trademark, and conditions the license on a promise
not to import the goods into the United States.

The Court ruled that the Customs Service exception to Section 526 enforce-
ment was valid in categories denoted 1 and 2, but invalid as it affects category
3. With respect to category 1, the Court ruled unanimously that customs
may interpret the statute to bar all goods falling within that scenario. In
category 2 situations, five justices, led by Justice Kennedy, held that the
statute was ambiguous, and that it was thus proper for customs to make “any
reasonable” interpretation.? The ambiguity, said the Court, lay in the statute’s
requirement that the trademark be “owned by a citizen . . . of the United
States.”26

Whether the US registrant or the foreigner was properly deemed the owner
was an ambiguity which the agency might resolve at its discretion. Similarly,
the court found ambiguous the term “merchandise of foreign manufacture,”
holding that this phrase was susceptible to several interpretations. The theory
offered by Justice Kennedy was that “merchandise of foreign manufacture”
can mean either goods manufactured in a foreign country, goods manufactured
by a foreign company, or goods manufactured in a foreign country by a foreign
company. Given these ambiguities, customs was free to exercise discretion in
fixing the standards of enforcement.

A different majority of the Court, also led by Justice Kennedy, held that
the ambiguity previously referred to did not apply to the “licensed-goods”
scenario. In view of this, the Court upheld COPIAT to the extent that it
overturned the regulations which affected licensed goods. From now on,
customs must bar all gray market imports in which the goods are manufactured
under license; but customs is free to permit imports where the foreign man-
ufacturer and the US trademark registrant are affiliated.

Justice Brennan, joined by three other Justices, dissented from the Court’s
decision in category 3 situations. Being strict constructionalists, Justices Ken-
nedy and Scalia refused to look into legislative history, preferring instead to
rest their decisions solely on interpretation of the words of the statute. Justice

25. The Customs Service Regulation provides: (c) Restrictions Not Applicable. The restrictions set forth in [526]
do not apply to imported articles when:
(1) Both the foreign and the U.S. trademark or tradename are owned by the same person or business
entity;
(2) The foreign and domestic trademark or tradename owners are parent and subsidiaty companies or are
otherwise subject to common ownership or control (see 133.2 (d) {defining “common ownership and
control”} and 133.12 (d) {providing that application to record trademark must report identity of any
affiliate that used the same trademark abroad});
(3) The articles of manufacture bear a recorded trademark or trade name applied under authorization of
the U.S. owner;19 C.F.R. Sec. 133.21(c) (1985).

26. 56 U.S.L.W. at 4481.
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Brennan, on the other hand, chided his colleagues for trying to read too
deeply into the words of a hasty “midnight amendment.” With regard to the
issue of licensed goods, Justice Brennan explained that at the time the statute
was originally enacted, trademark licensing did not exist. Thus, he ruled that
importation of gray market licensed goods was a question which Congress did
not unambiguously address, and that, therefore, it might be resolved by
customs within that agency’s discretion.?

Joined by three other Justices, Justice Scalia argued that the entire Customs
Service regulation was void. He conceded that the term “owned by” was
ambiguous when applied to the domestic subsidiary of a foreign corporation.
But, he argued, the term “goods of foreign manufacture” was not ambiguous
and clearly meant goods “manufactured abroad.” Indeed, Justice Scalia cited
a 1951 letter from the director of customs adopting that same interpretation.
“It is a strange sort of deference to agency interpretation which adopts a view
of the statute that the agency clearly rejects,” he wrote.?8

Having dissented from the portion of Justice Kennedy’s decision which
upheld the regulation in category 2 situations, Justice Scalia then became part
of the majority, and concurred in Justice Kennedy’s decision to overturn the
regulation in category 3 situations. His opinion criticized Justice Brennan for
even looking into legislative history, asserting that the language of the statute
clearly covered the case involved. It mattered not, according to Scalia, that
Congress in 1920 had not foreseen the growth of licensing. Free of any textual
ambiguity, the words of the statute must be construed literally by customs,
which should bar all gray market unauthorized imports.?

The Court’s decision in COPIAT will not have important repercussions.
First, it is unlikely to have any great effect on the level of gray market
imports, since most gray market goods fall into the first two categories. With
rare exceptions, therefore, most gray market importation will be permitted
by customs. Second, the opinion is unlikely to galvanize any support in
Congress for legislation favoring either side of the controversy.3° Finally, even
the legality of category 2 imports remains in doubt, as these cases continue
to be litigated under trademark infringement and other theories.

Perhaps the greatest consequence of COPIAT is the difficulties it creates for
customs. The agency will have to amend its regulations to reflect the Court’s

27. Id. at 4487. Justice Brennan asserted that Congress could not possibly have anticipated the issue of how
to treat licensing, because that phenomenon did not exist at the time the statute was enacted. Justice
Scalia responded by drawing an analogy to a hypothetical 19th century statute criminalizing the cheft of
goods. Such a statute “is not ambiguous in its application to the thefc of microwave ovens,” he writes,
“simply because the legislators enacting it *were unlikely to have contemplated’ those appliances.” Id. at
4489. The failure to foresee such inventions, Justice Scalia opined, is not fatal to a broad application today.

28. Id. Of course, it is only the split approach adopted by Justice Kennedy that the agency rejects. The current
regulations follow the Brennan line, while the Court of Appeals in COPIAT followed the Scalia line.

29. Id. at 4488-4489.

30. Such legislation was introduced, however, prior to the Court’s decision in COPIAT. In June, 1986, Senator
Chaffee of Rhode Island introduced legislation to codify all of the Customs regulation, S.2614 (1986),
reintroduced as S.1097 (April 1987). In September, Senator Lugar of Indiana introduced legislation to
overturn the regulation S.1671 (1987). Neither bill made any headway, and it is suggested that in a
presidential election year Congress is unlikely to take up the issue.
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decision. More important, however, customs is now charged with the almost
ludicrous task of discovering whether each individual shipment of gray market
goods falls into category 1, 2, or 3. For this reason Justice Scalia chided his
new colleague Justice Kennedy: “Acquiring this knowledge cannot be easy,
since the importer of merchandise will often not know the manufacturer’s
identity, much less its corporate pedigree.”3!

The Court’s decision is analytically flawed as well. Because it produces no
uniform rule, Justice Kennedy’s compromise is akin to dividing the proverbial
baby in half. Furthermore, by basing his decision purely on issues of statutory
construction, Justice Kennedy produced a result which ignores the fact that
both category 2 and category 3 imports produce identical economic results:
greater intrabrand competition with possible damage to local goodwill of the
domestic trademark owner. Finally, the result is anomalous because the de-
cision to permit some gray market imports and prohibit others rests on the
view of only one Justice, since the other members of the Court would either
permit or prohibit #// gray market imports.

In any event, the “compromise” that Justice Kennedy effected presents a
probable end to most Section 526 litigation. This brief detour in the contro-
versy over the status of gray market goods is now over. That is not to say
that the gray market controversy has been settled. On the contrary, the focus
of litigation will merely change, as trademark owners take their fight back to
the lower courts, employing a variety of legal theories.

THE SIGNIFICANCE OF DIFFERENCES BETWEEN GRAY MARKET GOODS AND
THEIR AUTHORIZED COUNTERPARTS

When gray market cases were first litigated in the early 1900s, little was
understood about the differences between these goods and products sold by
the trademark owners and authorized distributors. Indeed, the judges who
decided those early cases seemed generally unconcerned with the question of
differences, and dealt instead with the nature of the property rights of a
trademark owner. The now-famous Boxzrjois case, decided by Justice Oliver
Wendell Holmes, focussed on the plaintiff’s efforts to develop goodwill apart
from the international reputation of the foreign manufacturer and gave almost
no consideration to the question of differences.

By the time the gray market question began to occur with great frequency
in the 1980s, trademark law had developed significantly. The first recent case
to deal with the subject, Be/l & Howell: Mamiya Co. v. Masel Supply Corp.
placed a new gloss on the entire gray market question. The court articulated
a requirement of proof of irreparable harm in order for the plaintiff to receive
an injunction prohibiting gray market sales. In its decision, however, the
Second Circuit Court of Appeals failed to elaborate on how such injury might
be proven. On remand, and after a trial, the District Court ruled that such
injury existed because the gray market seller was a free rider who did not

31. 56 U.S.L.W. at 4489.
32. 719 F.2d 42 (1983).
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provide the point-of-sale services that were offered by authorized distributors.
Upon proof that independent goodwill was present, the court granted the
requested injunction.

Bell & Howell, known on remand as Osawsz v. BEH Photo, was significant
because it underscored the need to prove independent goodwill. It is also
important because of the way in which the judge found injury through proof
that ancillary services were not provided by the gray market seller. In the
view of the Osqwa Court, the lack of these services amounted to a difference
which probably would cause local goodwill to suffer if consumers became
disappointed with the results of their gray market purchase. To some extent,
however, the facts of Osawa are different from many gray market cases because
Osawa involved medium format cameras, a fairly complex product, and the
provision of important services, such as warranty and repair. Many gray market
cases, in contrast, involve simple items, which require little or no point-of-
sale services. This fact raises an important question: what type of proof, in
addition to local goodwill, is necessary to satisfy the requirement of irreparable
injury?

Several cases have addressed this issue directly. Some have dealt with obvious
examples of product differences, while others have not been quite so clear. At
one end of the spectrum, Selchow & Righter Company v. Goldex Corp.?* involved
the sale in the United States of Trivial Pursuit games intended for the Canadian
market. In the Canadian game the questions referred to Canadian history,
Canadian television, etc. Selchow & Righter, the US licensee and marketer of
the game, would obviously suffer injury if a US purchaser bought the Canadian
version of the game. Selchow’s future business with those customers presum-
ably would suffer because of the dissatisfaction of these consumers.

At the other end of the spectrum lie cases in which the US trademark
owner was unable to show significant differences between the gray market
product and its authorized counterpart. For example, in the proceeding before
the International Trade Commission to bar importation of gray market Dur-
acell Batteries, the petitioner was able to point to only minor differences
between the two products.?> The same difficulty applies to Johnson & John-
son’s complaints that gray market toothbrushes lacked the “Tylenol” safety
seal and that gray market baby powder was unscented. These claims have a
hollow ring because consumers are unlikely to deem these differences signifi-
cant, and trademark injury thus seems unlikely.

Most gray market cases, however, fall between the two extremes cited
above. In E/ Greco, the Second Circuit split on the issue of how to view

33. 589 F. Supp. 1163 (S.D.N.Y. 1984).

34. 612 F. Supp. 1163 (S.D.N.Y. 1984).

35. In the Matter of Certain Alkaline Batteries, 225 U.S.P.Q. 823 (ITC 1984), relief disapproved by President,
50 Fed. Reg. 1655 (1985), upheld, 778 F.2d 1578 (Fed. Cir. 1985). Nevertheless, the ITC found that
consumers could be deceived about the products being purchased. However, President Reagan refused to
permit relief, and competition from gray market Duracells quickly became, and remains, vigorous. In view
of this fact, one can only conclude that consumers are satisfied with the lower-priced product or that they
truly are deceived. See generally, McDermott, supra note 20, ac 3-4, 24-25.
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product differences. The majority ruled that, because the licensor’s agent had
refused to issue an inspection certificate, the goods were presumed in law to
be different, and thus could not be sold under the Candies trademark. In his
dissent, Judge Altimari pointed to the fact that there was no actual proof of
differences and that the refusal to issue the certificate was caused by production
delays. The majority, however, deemed that matter insignificant, and asserted
that the right to control the quality of trademarked goods was more important
than any actual differences.¢

Similarly, in Weil Ceramics, the district judge granted summary judgment
in favor of the trademark owner, in spite of the fact that there was testimony
that the gray market seller took as much care inspecting the figurines as the
plaintiff (US trademark owner). There was further testimony that the gray
market seller had the same “returns” policy as the authorized seller, which
minimized the risk of injury to the plaintiff’s reputation. The court gave
short shrift to the defendant’s assertions, and an appeal is pending. In contrast,
in Disenos Artisticos E. Industriale, S.A. v. Work,?” another case involving Liadro
products, Judge Glasser of the Southern District of New York, who also
authored the decision in E/ Greco, refused to grant summary judgment to the
plaintiffs because of the claim that the gray market goods were identical to
the authorized versions. A trial was thus required, and no final judgment has
yet been entered.

The issue of differences, or identity, between gray market goods and au-
thorized goods has thus been litigated with some frequency since Bell &
Howell. Both factual and legal questions remain about how to resolve this
issue. Perhaps the cases mentioned here will help the law in this area develop.
Nevertheless, judicial understanding of the nature of gray market goods is
crucial to the proper resolution of gray market controversies. Only if gray
market goods are compared with authorized goods can a court properly proceed
to analyze fundamental questions of injury to reputation.

THE RECONSIDERATION OF ANTITRUST AND THE GRAY MARKET

In the COPIAT case, Justice Brennan emphasized that the purpose of a
trademark is to protect against confusion, and that it is not a “device to
protect the trademark owner against competing sales of its own goods.”3® The
theories being employed by trademark owners to combat the influx of gray
market goods, therefore, must be scrutinized carefully to ensure that the
litigation is aimed at reducing confusion, and is not simply an attempt to use

36. The author concedes that Bell & Howell is perhaps susceptible to such an interpretation, especially in light
of the fact that in E/ Greo, Judges Kearse and Plate joined the decision in Bell & Houell. It is, however,
hard to see how injury could be present if there is proof that (1) there are no differences between the gray
market and unauthorized products, and (2) the product requires no elaborate point-of-sale servicing. One
way to explain this anomaly is by reference to the E! Grao court’s language that the failure to issue the
inspection certificate raised an issue of law, as opposed to an issue of fact, about product differences. Even
granted such an interpretation, this author tends to favor the interpretation of Judge Altimari.

37. 676 F. Supp. 1254 (E.D.N.Y. 1987).

38. 56 U.S.L.W. at 4485.
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the trademark as a weapon against competition. The test of “differentness”
serves this end, but it does not necessarily go far enough. Because trademark
suits against gray market sellers amount to attempts to police a restricted
distribution scheme, courts should consider the antitrust implications of these
law suits.

In the 1950s and '60s, antitrust considerations alone could prohibit en-
forcement action against gray market sellers.?® But antitrust law has changed
considerably since that time and is no longer an absolute limitation on suits
to prohibit gray market sales. Only a few recent cases address this application
of antitrust law.4® None of these cases has resulted in a finding of an actual
antitrust violation, but this body of law should, nevertheless, be considered
in relation to gray market litigation.

The Disenos case develops an incisive antitrust analysis of gray market
prohibitions. In this type of case, the first step is to define a relevant market,!
a difficult and costly process which frequently requires the use of expert
testimony. Judge Glasser, in denying a motion to dismiss the antitrust coun-
terclaims, ruled that there was insufficient proof at that stage to determine
the relevant market, leaving the issue of market definition to be determined
as a factual matter at trial.

The judge was skeptical of the gray market seller’s claim that a single brand
like Lladro figurines could be a relevant market. The claim that Lladro and
Hummel, taken together, defined a relevant market was not rejected by the
court, but Judge Glasser noted that in light of sales figures, it was unlikely
that the plaintiffs had any significant power over a market which included
both Lladro and Hummel. The court, however, denied summary judgment to
the plaintiffs because the sales figures offered were not relevant to the time
period under consideration.

The Disenos Court proceeded to consider the substantive antitrust claims.
First, it ruled that an agreement between the trademark owner plaintiff and
the authorized dealers which contained customer restrictions and a location
clause met the Sherman Act requirement of “contract, combination and con-
spiracy.”#? Judge Glasser then considered the gray market seller’s claim of a
“group boycott,” ruling that the agreement was actually a vertical, non-price
restriction rather than a classic group boycott, and that it must thus be
analyzed under the rule of reason, which requires proof of the relevant market.
If the relevant market were found to include both Llzdro and Hummel, the

39. See United States v. Guerlain, Inc., 155 F. Supp. 77 (S.D.N.Y. 1957), vacated and remanded, 358 U.S.
915 (1958), action dismissed, 172 F. Supp. 107 (S.D.N.Y. 1959), discussed in detail in Lipner, supra note
3, at 557-560, 571. See also Vandenburgh, The Problem of Importation of Genuinely Marked Goods is Not a
Trademark Problem, 49 Trademark Rep. 707 (1959).

40. See, e.g., Model Rectifier Corp. v. Takachiho Int’l Inc., 221 U.S.P.Q.(BNA) 502 (9th Cir. 1983); Disenos,
676 F. Supp. at 1272-88. Two excellent recent articles have addressed the antitrust implications of gray
market trade. See McDermott, supra note 20, at 51-56 and Staaf, sypra note 20.

41. 676 F. Supp. at 1272-1275. See generally L. Sullivan, Handbook of the Law of Antitrust, at 41-74 (1977).
The parties agreed that the relevant geographic market was the United States. Id. at 1273.

42. 15 U.S.C. Sec. 1 (1987). The statute reads in pertinent part: “[elvery contract, combination . . . or
conspiracy in restrain of trade or commerce {is illegall.”
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court would still have to consider carefully the effect this oligopolistic structure
had on competition in the industry.

The Court also addressed the two Sherman Act claims, ruling that relevant
market definition was a threshold issue which would have to await the trial.
The claims of restraint of trade, monopolization, and attempt to monopolize
were allowed to stand. In order to clarify the issues for trial, Judge Glasser
reviewed some of the allegations of unlawful conduct which gave rise to the
two claims. The court rejected the claim that the plaintiffs had misused the
copyrights for their figurines, but found that an issue of fact existed about
whether the trademark infringement action was brought merely for the purpose
of stifling competition.

Disenos offers a lesson to gray market defendants. Antitrust claims will be
difficult to prove, but should not be dismissed summarily since they can still
play a role in this controversy. In today’s legal environment, antitrust claim-
ants bear a heavy burden, and proof of a relevant market is a prerequisite to
relief.43 But in a proper case, which Disenos may prove to be, gray market
sellers may indeed prevail.

THE QUESTION OF TITLE: OF GOOD FAITH PURCHASERS, STOLEN GOODS,
AND VOIDABLE TITLE

As previously discussed, Johnson & Johnson recently argued a unique theory
in two cases in an attempt to combat gray market trade in its products. Its
suit against Quality King was ultimately unsuccessful, but it nonetheless
obtained a judgement against Sona Distributors. Both cases involved fraud-
induced goods, and both attacked the validity of the gray marketer’s title to
these goods. The different results of the cases can be instructive for all who
participate in the gray market.

The principal reason for the two different outcomes was that Sona main-
tained a corporate inter-relationship with the fraud-committing diverter. Be-
cause Sona, or at least its corporate officers, had direct knowledge that fraud-
in-the-inducement had been committed, the fraud was imputed along the
distribution chain and the company became vulnerable to claims that it lacked
good title. Indeed, attempts by Sona’s attorneys to dispute this conclusion
resulted in a bristling opinion by the trial judge and the imposition of punitive
damages and sanctions. The judge wrote:

No matter how many times this Court reviews the factual essence
of this case, one cannot resist a comparison between the Defendants’
professed ignorance of unlawful conduct, and perhaps the most
memorable refrain of Hogan’s Heroes, a popular television situation

43. The cost and complexity of antitrust cases may present a practical bar for some defendants. But perhaps
the best case for antitrust theories in the gray market involve unauthorized Kodak film (Kodak was found
to have 2 monopoly over film in Berkey v. Kodak, 603 F.2d 263 (2d Cir. 1979), cerz. denied, 444 U.S.
1093 (1980)). It has long been asserted by this author that even absent monopoly power, coutts should
consider the oligopolistic structure of many industries in determining whether prohibitions on gray market
importation are anticompetitive. Lipner, supra note 3, at 573. In fact, the EEC takes just such an approach.
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comedy of the 1960’s. For those too young to remember, each
episode featured a scene in which Sergeant Schultz, always mindful
of the clandestine activities of the irrepressible Colonel Hogan and
his men, would be found to explain away his incompetence to his
superior, the irascible Colonel Klink, by saying “I know n-oth-
i-n-g, I see n-oth~i-n-g, I do n-oth-ing.” This dialogue, which each
week delighted television viewers across the country, somehow
resurfaced once again, this time in my courtroom.

By comparison, Quality King was successful when it tried to establish its
bona fides and good title.# Uniform Commercial Code Section 2-403(1)
provides that a good faith purchaser of goods from one with a voidable title
acquires (good) title, and thus takes delivery free and clear of any fraud in the
buyer’s chain. In order to succeed, Quality King had to prove it was a “good
faith purchaser.”

In spite of the frequency with which the phrase “good faith purchaser” has
been used, there is very little scholarly or judicial literature which aptly
defines it. The district judge in Quality King ruled that the gray market seller
was not a good faith purchaser because, in view of certain suspicious circum-
stances in the sale such as the low cost, the demand that the seller be paid in
cash, and the fact that shipping identification numbers were stripped from
the cartons, it had a “duty of special vigilence” to inquire about the validity
of its seller’s title. In his view, the failure to make inquiries vitiated any claim
of good faith, and rendered Quality King’s title defective.

The Third Circuit Court of Appeals reversed, adopting a subjective standard
of good faith. The court applied the English “pure heart/empty head”# test,
which was dictated by the code’s use of the phrase “honesty in fact” in its
definition of good faith.4” Further, the court held that the code’s requirement
that merchants exercise “reasonable commercial standards of fair dealing and
trade,”8 did not impose upon the gray marketer any duty beyond that imposed
on other similarly-situated sellers. In view of undisputed testimony that gray
market industry practice was not to inquire about the source of goods, the
court said that the merchant standard “does not aid Johnson & Johnson.”#°

The Third Circuit’s approach to the problem is both rational and prudent.
Any other treatment would require buyers to determine which specific cit-
cumstances dictate the need for inquiry. The drafters of the code did not
intend to place this burden on purchasers, but rather intended to encourage
the free flow of goods in commerce. The imposition of a duty to inquire
presumably would retard that flow and was, therefore, unjustified.

44. Ortho Pharmaceuticals, 663 F. Supp at 66.

45. The opinion is unpublished. A copy is on file wich the author.

46. See Lawson v. Weston, 170 Eng. Rep. 640 (K.B. 1801).

47. U.C.C. Sec. 1-1201(19).

48. U.C.C. Sec. 2-1203(b).

49. Quality King, Inc., 798 F.2d at 106. See also Historical Note, New York Annotations, U.C.C. Sec. 2-
103 (McKinney's 1964). The New York case that comes closest to elucidating the issue of whether a buyer
has a duty to inquire is Porter v. Wertz, 53 N.Y. 2d 696 (1981).
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In contrast to Quality King, the principals and officers of Sona were not
charged with the duty to inquire because the court found that they had actual
and direct knowledge of the earlier fraud. Furthermore, Johnson & Johnson’s
suit against Sona was brought not only under the U.C.C. but also under the
Florida Anti-Fencing Act. That statute imposes on buyers a duty to inquire,
providing for relief against “[alny person who traffics in . . . property that he
koows or should know was stolen . . . .70

In Sona, Judge Stapleton did not have to address directly the “should know”
standard. The imposition of that standard has several troubling aspects. First,
to the extent that the statute creates a higher duty than that imposed by the
U.C.C., a measure of interstate uniformity is lost. While that negative
consequence might be overriden by an individual state’s desire to curtail gray
market sales, that is a decision best left to the legislature. The Florida
legislature probably did not specifically consider the gray market scenario
when it enacted the Anti-Fencing statute.

A second negative consequence is that in order to invoke the statute, fraud-
in-the-inducement must be equated with more serious frauds, another result
which the legislature did not clearly intend. It is true that in this country,
such “garden variety” frauds are punishable under criminal law. Nevertheless,
historical and practical distinctions exist between the type of fraud involved
in Quality King, and more egregious frauds which result in a seller not receiving
full value for its goods.

To obscure the distinction between the various types of fraud would emas-
culate the good faith purchaser rule and thus chill virtually all gray market
activities, whether the original sale resulted from fraud or not.5! That would
be unfortunate, because it would all but eliminate gray market sales without
regard to crucial questions about trademark and consumer injury, issues which
lie at the heart of the gray market controversy. However, the decision in Sona
is justified because the law should discourage those who are found to have
actually committed fraud, although a delicate balancing is required when the
defendant is a party who is not personally guilty of unlawful conduct.

COPYRIGHT LAW AND THE GRAY MARKET

Just as trademark owners have battled gray market sellers alleging trade-
mark infringement, copyright owners have brought suit against gray market

50. Fla. Stat. Ann. Sec. 812.022(3). The Act also raises an inference of actual or constructive knowledge if
the property was recently stolen. Id., at Sec. 812.022(2). The few reported cases reveal a tendency to give
minimal effect to the inference. See, e.g., R.A.L. v. State, 402 S.2d 1337 (1981) (juvenile’s not
unreasonable explanation that he had bought goods at a flea market sufficient to preclude finding of guilt
as a matter of law).

51. An early reference to the way in which the good faith purchaser rule promotes commerce is found in
Blackstone. [Plroperty may also in some cases be transferred by sale, though the vendor hath none ar all
in the goods: for it is expedient that the buyer, by taking proper precautions, may at all events be secure
in his purchase; otherwise all commerce between man and man soon be at an end. 2 W. Blackstone,
Commentaries, 449-55 (Bell ed. 1771), as cited in Weinberg, Markets Overt, Voidable Titles, and Feckless
Agents: Judges and Efficiency in the Antebellum Doctrine of Good Faith Parchase, 56 Tulane L. Rev. 1, 3 (1981).
See generally, Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 Yale L.J. 1057 (1954).
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sellers alleging copyright infringement. The first generation of gray market
copyright cases involved attempts by trademark owners to cast their legal
theories in terms of copyright, alleging such rights to lie in the symbol, label,
or words which make up the trademark.’? These actions have met with little
success, although at least one court held that gray market importation was an
infringement of copyright.*?

The most recent case, Red Baron-Franklin Park, Inc. v. Taito Corp.,** how-
ever, is a true copyright case, involving alleged infringement of the copyright
printed circuit boards used in video games. In that case, decided by the
Eastern District of Virginia, and in a “label” case, Sebastian International Inc.
v. Consumer Contacts (PTY) Ltd.,>> decided by the Third Circuit, copyright
claims were rejected. Barring reversal of these decisions, and subject to the
caveats discussed later in this section, copyright law seems unlikely to provide
a new method to halt gray market sales.

As determined by both these courts, a substantial impediment to copyright
suits against gray market sellers is Section 109(a) of the Copyright Act of
1976.%¢ That section provides that “[n}otwithstanding the provisions of section
106(3), the owner of a {lawful} copy . . . is entitled, without the authority
of the copyright owner, to sell or otherwise dispose of . . . that copy . . . .”
Section 106(3) grants the copyright owner the exclusive right to “distribute”
copies of the work to the public. Because gray market goods were originally
manufactured and sold lawfully, their subsequent sale by diverters and gray
marketers is seemingly protected by Section 109(a).

Section 109(a), argued the copyright owners in these cases, is contradicted
by Section 602(a) of the Act, which provides that “[ilmportation into the
United States, without the authority of the owner of copyright . . . , of copies

. of a work that have been acquired outside the United States is an
infringement of the exclusive right to distribute copies under {this Act}.”*’
The ‘Third Circuit reconciled this apparent inconsistency by holding that:

Section 602(a2) does not purport to create a right in addition to
those conferred by section 106(3), but states that unauchorized
importation is an infringement of the ’exclusive [section 106(3)}
right to distribute copies.” Because that exclusive right is specifically
limited by the first sale provisions of {section} 109(a), it necessarily
follows that once transfer of ownership has cancelled the distribution
right to a copy, the right does not survive so as to be infringed by
importation.>®

This paragraph was cited with approval in Red Baron, where the court
stated that its decision was a logical extension of the principle enunciated by

52. See, e.g., Cosmair, Inc. v. Dynamite Enterprises, No. 85-0651-Civ., slip op. (Apr. 3, 1985).
53. Columbia Broadcasting System v. Scorpio Music Distributors, 569 F. Supp. 47 (E.D. Pa. 1983).
54. No. 88-0156-A, slip op. (Aug. 29, 1988).

55. 847 F. 2d 1093 (3rd Cir. 1988).

56. 17 U.S.C.A. Sec. 109(a).

57. Id. at Sec. 602(a).

58. 847 F.2d at 1099.
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the Third Circuit in Sebastian. Put another way, the courts found that the
intent of section 602(a) was to equate “importation” with “disttibution,” and
thus to grant copyright owners the right to bar counterfeit copyrighted goods
at the border.

On the surface these recent appellate decisions seem to be dispositive of the
gray market copyright issue. Yet, troubling questions remain. First, assuming
that Congress intended in section 602 to address only counterfeit copies, why
does section 602(2) contain a provision excepting from its application single
copies intended for personal use by the importer? One answer is that Congress
did not want to punish an individual’s possession at the border of a single
counterfeit copy on the theory that there was no broad danger of the US
market becoming flooded by counterfeits. But another interpretation is to
analogize the “single copy/personal use” exception to a similar portion of
Section 526 of the Tariff Act,* which sought to immunize personal impor-
tation of gray market trademarked products. Recall from COPIAT that enact-
ment of that section had arguable implications for large-scale commercial
importers.

The second problem raised in the copyright/gray market area was also not
addressed by the Red Baron court. Section 109(a) is directed at limiting the
copyright owner’s right under section 106(3), but it says nothing about section
106(4). That section grants to the copyright owner the separate right “to
petform {audiovisual works} publicly.” In the context of printed circuit boards
for video games, one must wonder whether the subsequent use of these circuit
boards is not a separate act of infringement unshielded by section 109(a).
Because of the procedural context of Red Baron, an action for a declaratory
judgment permitting importation, that issue did not arise. Presumably, it
will be tested at some stage. Its eventual settlement certainly will have a great
impact upon the viability of the gray market.

CONCLUSION

The gray market controversy is far from being resolved. The question of
enforcement of Section 526 of the Tariff Act was an excursion on a tangent
of the real issue. The Supreme Court in COPIAT settled that one small part
of the gray market dispute in an absurd manner. The lower courts, by contrast,
have fared far better in their treatment of the issue. Trademark law, as it
affects gray market goods, has come a long way, developing such useful
concepts as local goodwill and different trademark goods. It is under this
body of law that the future of most gray market cases will be decided. The
precise contours of the issue of identity of the goods will be resolved in the
coming years, and the test for local independent goodwill will continue to
mature. In both areas, more attention should be directed to the nature of the
product and the specific facts of each case, focussing on the question of
consumer confusion and trademark injury.

59. 19 U.S.C. 1526(a)(3).
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The attempts by Johnson & Johnson to attack the entire gray market
through state law is an imaginative one, but careful analysis reveals that it is
also misguided. The Sonz case, of course, is a dangerous warning for all who
directly induce gray market sales through fraud. Its value as a weapon against
gray market participants, however, is limited by problems of both jurisdiction
and proof. The question of copyright infringement will continue to be liti-
gated, and may eventually result in a conclusion different from the current
opinions. As this article demonstrates, both business and legal considerations
continue to influence the status of the gray market.



