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Foreword

In 1950, international trade accounted for $64 billion. By 1990, it had grown
to $3.4 trillion and only eight years later, had risen to $16 trillion." The growth
of international commerce in the post-war era has resulted from several
factors:

. Substantial reductions in trade barriers by both industrialized and
developing countries;

« Development of consistent trading rules by organizations such as
the WTO;

+ Vast improvements in logistics, communications, and transportation;

« Establishment of multinational enterprises that facilitated the global-
ization of transnational supply chains.

Although official trade barriers have generally fallen in the past sixty years,
they have not disappeared, and several new types of restrictions have been
created which are designed to inhibit particular types of commerce. Some of
these have been created by governments, and others by private parties, often
with official encouragement.

The most obvious restrictions on the free movement of goods involve con-
traband. There is no singular definition of the term, but it is generally agreed
that it includes at least narcotics, arms, and the illicit movement of people.
Beyond that, many governments have expansive prohibitions against por-
nography, “seditious” literature, and a host of other goods.

This book will not consider the “Big Three” contraband items (drugs, guns,
and people), and will instead examine the netherworld of trade that is not
sanctioned by governments, but against which enforcement is often benign.
The size of this sector is unknown; its participants generally do not observe
the niceties of annual reports. Nevertheless, some crude estimates can be
made of its various components, which altogether indicate it may amount to
more than 10 percent of international commerce. Since the “official” numbers

1. See WTO Statistics database, available at hitp://stat.wto.org.
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for transnational commerce are in the range of $16 trillion for 2008,% this
would mean that up to$1.6 trillion in trade is conducted in these shadow
markets.

In 2005, Moises Naim, then editor of Foreign Policy magazine, brought the
gray market to prominence with his book, Ilicit: How Smugglers, Traffickers
and Copycats are Hijacking the Global Economy.? It was a bestseller and was
later made into a film under the auspices of National Geographic.* Naim
focused on the more sensational aspects of the gray market: its links with
organized crime, gun-running, sex trade, and drugs. He also cited the impo-
tence of governments around the world in meeting the gray market
challenge. While Iilicit exposed the very real dangers of the underground
economy, it was short on the motivations and techniques used by gray mar-
keters. Naim’s prescriptions for dealing with the problem were also broad-
brush, concentrating on technology and government initiatives.> Despite
these shortcomings, Illicit remains a profoundly important work in that it
raised public awareness of the problem to an unprecedented degree.

Unlike the black market dealers in heroin, artillery, or sex slaves, traders in
the international gray markets usually do not rely upon surreptitious means
to conduct their business. Not for them are cross-border tunnels, cash in suit-
cases, or midnight airdrops. They generally hide their transactions in plain
sight, confounding the nominal enforcers and infecting international com-
mercial statistics with bogus numbers. Their activities also disrupt legitimate
supply and distribution chains, rendering marketing plans useless or worse.®

This latter issue is crucial for international commercial enterprises. There
is extensive literature and entire academic disciplines devoted to the study of
transnational logistics. I will not attempt to replicate them, but will reference
them as appropriate. What many of these texts fail to recognize is that there
are those who simply do not play by the rules, and maliciously infiltrate the
best-designed systems for their own purposes. Indeed, many of the most suc-
cessful international gray marketers have advanced business degrees.
Infiltration of legal distribution chains by gray marketers is the most common,

2. WTO Statistics, supra note 1. Note that there are huge discrepancies on the volume of trade,
depending upon the statistical methods used to calculate the amounts. For example, counting
exports and imports together effectively “double counts” the volume. Even, however, if half the
sums are valid, this still amounts to hundreds of billions in gray market trade.

3. Moises NAIM, ILLICIT: HOW SMUGGLERS, TRAFFICERS, AND COPYCATS ARE HIJACKING THE
GLOBAL ECONOMY (2005).

4. Hlicit: The Dark Trade (National Geographic Television 2008).

. NaIM, supra note 3, at Chapter 12.

6. For an interesting analysis of one part of the gray market problem, see THE EcoNomic IMpACT
ofF COUNTEREEITING AND PIRACY, Organisation for Economic Co-Operation and Development
(OECD Publishing 2007).
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if infrequently understood, method of inserting illicit product into the legiti-
mate market.”

It is an eternal problem for lawyers to write about issues that have both
legal and practical consequences. For much of this book, I concentrate on the
real world of commerce. Gray marketers are rarely legal scholars but often
have keen business sensibilities. Juridical distinctions regarding the scope
of the First Sale Doctrine and universality of trademarks have little meaning
to them. Gray market merchants do not generally have staff counsel to advise
them concerning the niceties of parallel trade vs. tortious interference with
contract. They often deal in all types of goods, some of which are technically
licit; others which are not. These distinctions become irrelevant when the
goods are comingled and sold in international markets. Business executives
must understand the full scope of the problem and address the challenges in
realistic ways.

By contrast, lawyers must regard the issues seriatim and distinguish
between what is lawful and what is not. I acknowledge from the outset that
my insistence upon aggregating legal activity, counterfeiting, diversion,
parallel trading, and theft under the rubric of “gray markets” would appall
even the least fastidious legal scholar. I have done so only because the par-
ticipants in this market often make no such distinctions. I trust, however, that
the references herein to statutory and case law will provide attorneys with
some guidance when they are confronted with situations such as those
described in this book and that my Georgetown law degree will not be retro-
actively revoked.

For purposes of this volume, I assume a basic knowledge of international
commerce, but will refer readers to other sources for both fundamental and
esoteric expositions on various topics. One of the very best books in this
regard is Gray Markets: Prevention, Detection and Litigation.® 1 encourage
readers to refer to it for legal analysis and alternative views. There is also an
abundance of law review articles and technical literature on the arcania of
such matters as Section 337 procedure and precedent. If after reading this
book, counsel are inclined to attempt some of the more obscure legal reme-
dies, they are strongly advised to refer to more detailed expositions, many of
which are listed in the bibliography. These are not undertakings that should
be launched without reading the instructions carefully. Do not try this at
home without expert advice.

7. There have been several attempts to determine the number of academic publications on gray
market and counterfeit trade; none of these are particularly useful given the varying defini-
tions of the subject. For one of the better analyses regarding the counterfeit portion of the gray
market, see THORSTEN STAAKE AND ELGAR FLEISCH, COUNTERING COUNTERFEIT TRADE
(2008) (hereinafter Staake and Fleisch). They graphically demonstrate that academic books
and monographs have increased tenfold in the past decade (through 2006).

8. DAVID SUGDEN, GRAY MARKETS: PREVENTION, DETECTION AND LITIGATION (2009).
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There are also numerous economic studies of the gray market, many of
which have competing assumptions and conclusions. I have included some of
these in the bibliography, but do not pretend that these are the last word in
the field. One of the purposes of this book is to encourage economists to take
into consideration the “real world” of gray marketing in their models, which
often neglect the fact that the subjects of their study are sometimes immune
from the normal forces of the free market and engage in these activities for
reasons other than economic gain.

A word on footnotes and references: Where possible, I have cited sources,
but by its nature, gray marketing is less amenable to definitive sourcing than
is common in legal or economic publications. Much of the anecdotal material
in this volume was gleaned from decades of experience, but also from refer-
ence to the EDDI database, which is mentioned occasionally herein. This
database was compiled and administered by deKieffer & Horgan, and is,
I believe, the largest compendium of information on counterfeiters and
diverters extant. [ have been gathering data since early 1995, and now have
over 300,000 records of known and suspected gray market participants and
their accomplices. EDDI data are not cited in most cases, but it was instrn-
mental in fleshing out concepts. It is also important for readers to recognize
that each of the chapter subjects is the topic of voluminous academic
and legal writing, so readers are encouraged to consult more fine-grained
analyses, many of which are found in the bibliography.

This book, by contrast, is designed for those interested in the real world of
skullduggery, disingenuousness, prevarication, and sometimes comic exploits
of rogues—and how to deal with them in ways not always contemplated by
the letter of the law.

Donald deKieffer
Washington, DC
December, 2009



Introduction

Why study the gray market? A lot depends upon your perspective.

Government policy makers need to understand the weaknesses in regula-
tory regimes. Laws are not necessarily self-executing. Merely because a new
regulation is promulgated does not mean it will actually be implemented in
the real world. Absent enforcement, a law may be worth little more than a
wish. Indeed, the gray market flourishes because existing laws are routinely
ignored. The proper policy response may be to increase enforcement or, in
some cases, to attack the problem by repealing restrictions which give birth to
the underground economy.

Law enforcement should be cognizant of gray market operations not only
because they are almost always illegal per se, but also because they are often
used to disguise an array of other crimes such as narcotics dealing, money
laundering, tax evasion, and even terrorism. Law enforcement often regards
the gray market as a purely commercial crime, best left to the parties to sort
out in civil court, if need be.

Economists try to model outcomes based upon known data. By its nature,
the gray market has a paucity of statistics. This can have an enormous effect
upon the accuracy of economic modeling.

Lawyers attempt to protect their clients from unfair competition within
the limits of the law. Determining the limits of what is “unfair” and what is
actionable is often difficult unless counsel fully understands what is involved
in these transactions. What may appear to be perfectly legitimate market
behavior may in fact conceal a darker side that is cognizable in court.

Academics—ranging from criminologists to sociologists and packaging
experts to business school professors—must appreciate the motivations
and methods of gray marketers to have any comprehension of the way indi-
viduals actually function outside the classroom.? Public toleration of, or even

1. See, e.g., Mattias Ganslandt & Keith E. Maskus, Vertical Distribution, Parallel Trade and Price
Divergence in Integrated Market, EUR. ECON. REv. 51 (2007) 943-70; see also Staake and
Fleisch, supra note 7 of Introduction, at Chapter 6.

2. Fora good example describing the real-world calculus in professions such as drug dealing, see
STEPHEN |. DUBNER, STEVEN D. LEVITT, & WILLIAM MORROW, FREAKONOMICS (2005).
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demand for, gray market goods, while difficult to quantify, is omnipresent.
This raises interesting socio-political issues such as a fundamental discrep-
ancy for what politicians think the public wants and what they actually desire.
Abraham Lincoln famously observed that, “The best way to get a bad law
repealed is to enforce it strictly.” Governments have long observed this axiom
and benignly neglect to enforce laws that are unpopular. Restrictions on the
gray market are among these.

Marketing executives in particular must analyze the gray market in the
same way they do other competitive scenarios. While it is common for mar-
keting departments to do extensive research on their legitimate competition,
much less time is spent on what is often the greatest competitive challenge:
gray marketers. In some cases, the gray market actually sets the real-world
price of a branded product. The underground economy can also have signifi-
cant influence on the measurement of marketing efforts. Success of advertis-
ing campaigns, for example, is sometimes measured by increases in sales
volumes reported by legitimate vendors at the point of sale (POS). In many
cases, however, gray market sales are not included in POS data, so accurate
statistics are elusive.

Brand dilution is almost always a symptom of gray market trade. Whether
the products are repackaged in a way not intended by the manufacturer or are
sold in unauthorized venues, brand image suffers. This problem is exacer-
bated when consumers mistake counterfeit products for legitimate goods.
This is particularly acute when the bogus product might pose a safety or
health risk to consumers.

Risk managers are often required to provide analyses of various scenarios
related to the products made by their employers. While it is surely essential to
consider potential problems associated with products a manufacturer does
make, there are enormous, often unrecognized, dangers in products bearing
the brand that they did not manufacture. Even in cases where the goods
themselves are legitimate, they may have been handled or packaged in such a
way by underground distributors that they pose significant risks to the com-
pany and its customers.

Investigators. Private and corporate investigators are on the front lines
when it comes to the gray market. Their job is to protect the integrity of their
client’s brands and to thwart fraud. Legal niceties aside, it is essential for
investigators to understand the motivation, tactics, and impact of the gray
market if they are to accomplish these tasks.

There are several approaches to studying the gray market, but one factor
usually missing in current literature is an explanation of fundamentals. Why
does the gray market exist? Who are the gray marketers? What motivates
them? How do they operate? Successful big-game hunters know their quarry
intimately before they ever take to the field. They can identify scat, know
the times of day their target goes to water, understand how to read tracks,
and appreciate the deceptions which may be used to throw off the chase.



Introduction

Similarly, before any of the above parties can trek in this veld, it is essential to
fully comprehend the nature of the market, how it operates, and the tech-
niques used by the local fauna.

This volume is a field guide to the subject. It is not comprehensive but is
designed to guide hunters in the real world of the underground market.
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