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The Graying of the
Internet:  The Gray
Market’s Effect 
on Intellectual 
Property Owners

Have you ever felt that the in-
structions to your new camera
were in Japanese? They may very
well indeed have been in Japanese
if your camera came from the gray
market. Gray market goods, also
known as parallel imports, are typ-
ically products that are meant to
be sold outside of the United
States but which appear on US
shelves and Web sites. Unlike
black market goods—which might
be smuggled, stolen, or counterfeit
products—gray market goods
were generally authorized for for-
eign markets but imported into the
United States without the consent
of the US copyright and/or trade-
mark owner.

The gray market covers a host of
products, from toys and electron-
ics to pharmaceuticals, cosmetics,
clothing, and jewelry. With the rise
of the global economy and the in-
creasing popularity of Internet
shopping, the gray market has be-
come a $20 billion dollar segment
of the economy. The Internet has
fueled this gray market because it
gives gray marketeers an inexpen-
sive and readily available arena for
their goods, and because increas-
ing numbers of bargain hunters

search the Web for the lowest
prices on almost every product
imaginable. Of course, not all on-
line stores carry gray market
goods, and not all gray market
goods are online. But the combi-
nation of underpriced, diverted
goods, and the wide reach and rel-
ative anonymity of the Internet
makes the World Wide Web the
perfect place for the gray market
to flourish.

Copyright and trademark own-
ers may have several objections to
the importation of gray market
goods. First, these goods could
hurt the value of a brand if the
goods fail to perform as a US
buyer expects. For example, sev-
eral years ago the makers of the
popular Cabbage Patch Kid dolls
manufactured a version of the
dolls for the Mexican market. The
packaging, including the “adop-
tion certificates” for the dolls (an
integral part of the product’s mar-
keting), was printed in Spanish.
The owner of the trademark chal-
lenged the importation of those
dolls into the United States be-
cause it was concerned that local
consumers would be disappointed.
That challenge was successful.
[See Original Appalachian Art-
works, Inc. v. Granada Electronics,
Inc., 816 F.2d 68 (2d Cir. 1987).]

Second, the intellectual property
owner may have established a net-
work of authorized dealers to dis-
tribute its products. An authorized
dealer network may object to gray

Toy and Game
Licensing
Frederick H. Cohen

market goods entering the United
States because they will reduce
demand for products through the
dealer network. In some in-
stances, the dealers might be un-
able to service a product designed
for a foreign market for such rea-
sons as the specifications are dif-
ferent, the replacement parts are
different, or the touch-up paints
were a different color. Again, con-
sumers may be disappointed, po-
tentially hurting the value of the
brand. Along the same lines, legit-
imate distributors might print
brochures and catalogues, spon-
sor tradeshow displays and semi-
nars, and then lose sales to a gray
marketeer. A weakening of the dis-
tribution chain that the intellec-
tual property owner has worked
hard and paid well to establish
could jeopardize the intellectual
property owner’s access to the
public. From a contractual point
of view, an intellectual property
owner could end up on either side
of expensive litigation if an exclu-
sive distribution agreement were
reached and yet gray-market
goods ended up on a discount
Web site outside of that exclusive
distribution chain.

Third, the mere fact that the
products are on a discount Web
site could be bad for the image
and value of the brand, especially
one for which production is pur-
posely limited to increase cachet
and demand. Intellectual property
owners typically want to choose
carefully where, how, and to
whom their products will be mar-
keted. 

Fourth, gray market goods may
not be usable in the United States;
electronics with European wiring
may have incompatible ports or

information indicating how they
will support the retail sales of the
products in the media. Then mar-
keting activities must be broken
into consumer, trade, in-store,
trade, co-op, or other types. If an
advertising agency is used, it must
be named and the amount of the
ad budget stated.

The application is completed by
offering information on design,
quality control, accounting sys-
tem, any bankruptcies, lawsuits or
federal involvement. Finally, a li-
censor is asked for business plan
and a licensees statement which
asks that licensees understand and
agree to IP issues, and have told
the truth.

The licensing process is fairly
straightforward. The policy of the
organizations is to limit the num-
ber of licenses, so gaining access
to the inner sanctum, once fairly
easy, has become difficult, but well
worth the struggle.

Clark C. Griffith is in private
practice in Minneapolis, MN.

Licensing June/July 03 Text   6/2/03  10:54 AM  Page 26



JUNE/JULY 2003 T h e  L i c e n s i n g  J o u r n a l 27

catch fire in a US outlet, poten-
tially resulting in a lawsuit.

Finally, gray market goods can
harm intellectual property owners
through direct financial loss. The
intellectual property owner may
have a less favorable financial
arrangement for goods sold in for-
eign markets. The intellectual
property owner also may be re-
quired to provide (and pay for)
warranty work and other service in
the United States, but not in for-
eign markets. 

The logical question, therefore,
is whether an intellectual property
owner can prevent the importation
or sale of gray market products.
The most direct method is to im-
pose contractual limitations on the
buyers of the intellectual property
owner’s goods. But frequently it is
difficult to trace the source of gray
market products, making enforce-
ment problematic. When the intel-
lectual property owner determines
that a specific distributor has
breached its obligations and the
foreign product is being imported
into the United States, the owner
can stop selling to that distributor
and seek damages. The contract
provisions, however, generally can-
not provide an effective remedy for
product that is already in the gray
market. Indeed, contractual reme-
dies generally are unavailable
against second and third-hand
buyers. 

Intellectual property owners
have attempted to use the intellec-
tual property laws to protect exclu-
sive distribution channels, which
has met with mixed success. The
US Supreme Court has held that
under the Lanham Trademark Act,
when the owner of a US trademark
also owns the foreign trademark,
that owner normally cannot pre-
vent the foreign goods from being
imported into the United States.
[See Kmart Corporation v. Cartier,
Inc., 486 U.S. 281, 108 S. Ct. 1811,
100 L.Ed.2d 313 (1988).] Similarly,
if the owner of the US trademark is
under “common control” with the
owner of the foreign trademark,
gray market imports are also gen-
erally legal. [Id.]

The Supreme Court has held
that a copyright owner cannot use
the Copyright Act to prevent the
re-importation of goods that had
been exported to a foreign market.
[Quality King Distributors, Inc. v.
L’Anza Research International, Inc.,
523 U.S. 135, 118 S. Ct. 1125
(1998).] In other words, under the
first sale doctrine the owner of
copyrighted material such as a
video game may, without the per-
mission of the owner of the actual
copyright, resell the video game to
another party. [Bobbs-Merrill Com-
pany v. Isidor Straus, 210 U.S. 339,
28 S. Ct. 722 (1908).]

Quality King involved a Califor-
nia manufacturer of hair care
products who believed that con-
sumers would pay more for hair
care products that were available
only through high-end stores such
as salons. The manufacturer sold
its products only to distributors
who agreed that they would main-
tain the proper sales channels. The
manufacturer also, however, ex-
ported the products to foreign dis-
tributors for non-US consumers. A
distributor in Malta resold the
goods, which found their way to
unauthorized US retailers at dis-
counted prices. The Supreme
Court decided that once the manu-
facturer put its hair care products
into the stream of commerce, it no
longer had the right to control how
the products were distributed.

There are exceptions. For exam-
ple, a trademark holder can stop
imports of foreign goods that are
materially different from the simi-
larly trademarked goods sold in
the United States. [Lever Brothers
Co. v. United States, 877 F.2d 101,
278 U.S. App. D.C. 166 (1989).]
The importer can attempt to avoid
this exception by informing con-
sumers that the product was not
authorized for importation by the
trademark owner and is different
from the authorized product. 

In light of these holdings, what
can intellectual property owners
do to avoid the perils of losing cus-
tomers and control to the gray
market? A key strategy is to moni-
tor the distribution chain; diverted

shipments are often an inside job.
Specialized companies exist to
help intellectual property owners
investigate and uncover gray mar-
keteering and product diversion.
Cooperation of distributors is es-
sential. 

Further, owners of trademarks
can create a corporate structure
that will provide protection
against gray market goods, such as
transferring the foreign trademark
to a company that is not under
common control with the US
owner (this strategy, of course, im-
plicates a host of other considera-
tions as well).

Intellectual property owners can
also educate consumers of the im-
portance of buying through autho-
rized dealers. People who shop at
folding tables on street corners
typically know that they are pur-
chasing counterfeit or gray market
goods. When people shop on the
Internet though, they may not be
aware that they can stumble into
the gray market or why such a
stumble could be problematic. In
addition, an intellectual property
owner might consider having a
Web site that will allow customers
to buy directly or that will lead
them to authorized dealers. 

One risky strategy is to insure
that the product intended for for-
eign markets is materially different
than the US version. While provid-
ing a tool for attacking gray mar-
ket imports, however, this strategy
may also make those imports
more damaging when they do take
place. 

Gray market activities continue
to build a strong niche, especially
in the online world. Intellectual
property owners, however, can
take steps to avoid having their
brands fall into the gray corners of
the marketplace.
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