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Trademark and competition laws exist to protect complementary interests and pursue one common objective - advancement of market competition and better use of resources, although their goal is achieved through completely opposite legal mechanisms.
 

Trademark laws seek to initiate inter-brand market competition by establishing monopoly rights for the trademark owner.  Trademarks provide to general public information
 about the quality of the products at a relatively low cost; if information is not protected by exclusive property rights then its value would be lost or significantly diminished.  Driven by the opportunity of making “above market value” profits brand owners invest in developing their own trademarks in order to stay competitive and recognized on the market place. 

On other hand competition laws pursue market competition by restricting economic players in their attempt to achieve monopoly power.  Monopolists maximize their profits by restricting output to a level, where their marginal cost of producing does not exceed the marginal revenue.  This situation creates a loss that is due to the reduction of the output at the higher price.
  In absence of competition monopolists can price discriminate consumers by dividing the market on segments. Dividing the market allows the monopolist to charge different prices for his products. An absolute requirement for successful profit maximization in price discrimination is preventing arbitrage on the market, or reselling of the same product from areas with low pricing to areas where the price is higher. 








eBay v. L’Oreal case
In November 2009 the European Court of Justice (ECJ)
 received a number of questions for preliminary reference in the L'Oreal v eBay High Court trademark infringement case
.  L'Oreal alleged that eBay was infringing its trade marks by using them to direct consumers to infringing goods on its marketplace website, and also that eBay UK should be liable for its involvement in the trade mark infringements being committed by individual sellers on the website.

Ebay operates a global electronic marketplace on internet where individuals and businesses can buy and sell a broad variety of goods and services.  To attract new customers to its web site, the company buys keywords from Google for instance, including well-known trade marks, from paid internet referencing services (such as Google's AdWords) so as to direct clients  to its electronic marketplace. 

L'Oréal, owner of a wide range of well-known trademarks, accuses eBay of being involved in trade mark infringements committed by sellers on its internet marketplace. L'Oréal alleges that, by buying keywords corresponding to L'Oréal trademarks, eBay directs its users to infringing goods offered for sale on its website. Moreover, L'Oréal is of the view that the efforts taken by eBay to prevent selling infringing products on its electronic marketplace are inadequate. L'Oréal has identified different forms of infringement including the trade of counterfeit and unpackaged products as well as the sale of non-European Economic Area (EEA) source products to the EEA countries and the sale of product samples not intended for sale to consumers.



     Problem Number One: The Use of Keywords to Advertise

Ebay purchases “key words” from Google to make search of certain offerings easier.  These “key words” correspond to trademarked names that L’Oreal owns and uses in its business dealings. The High Court’s question to the ECJ is whether the use of keywords is an infringement of L’Oreal’s trademarks.  Ebay, as acknowledged by the Court, is only promoting buyer-seller relationships and limits the use of trademarked names and signs only to the extent that the use improves the search process and minimizes the cost on both sides of the transaction.  However, the Court still held that eBay’s use of keywords still falls within the scope of the Trademark Directive.  
That led the Court to the similar case involving key words, LVMH v Google.
  The fact of this case are the following: Google sets up an automated process for the selection of AdWords and the creation of ads; advertisers type in the keywords, create their commercial message and then embed the link to their site.  The ECJ found that when Google permits advertisers to use keywords and signs corresponding to trademarks, that use falls within the scope of Article 5 the Trademark Directive.  The Court ruled that “characterized by the fact that a sign identical with a trade mark is selected as a keyword by a competitor of the proprietor of the mark with the aim of offering internet users an alternative to the goods or services of that proprietor, there is use of that sign ‘in relation to the goods or services of that competitor.’”
  The use of trademarks has two functions: on one side trademarks indicate origin, and advertising function on the other.  ECJ found that when internet users enter the trademark name in the search engine, they will see the trademark owners’ link as a first choice in the non-sponsored  field adwords do not have adverse effect  on the advertising component of trademarks.
While in the eBay ruling the court accepted the Google standard regarding advertisements and acknowledged the right to use keywords, the Court looked from a different perspective at online-based marketplaces regarding fraudulent goods.  ECJ ruled that the trademark proprietors could impose injunctions against any online-based marketplaces, such as eBay, and require them to act by suspending accounts of those accounts are offering fraudulent goods.  The threat of obtaining potential injunctions would not require the online-based marketplace to actively monitor accounts and prevent the sale of goods bearing a certain trademark.  In a similar case in the US Tiffany v. eBay, where Tiffany made a claim that online-based marketplaces serve as intermediaries and should be held liable if there is ‘general” information that the website is used for sale of trademark infringing merchandise. The US court rejected Tiffany’s argument and ruled that “general information” as a requirement to describe trademark infringement is insufficient to determine whether actual infringement occurred.  Ebay, according the court, would be held liable only if it continued to offer its services to these accounts while knowing or having a reason to know account owners were infringing trademark rights. 
In comparison, the legal standard in the US is much narrower than the European legal standard and defines much clearer the boundaries where the online-based marketplace could be held liable.  It appears that in the EU, the vagueness and ambiguity in forming the legal standard prevails and provides grounds to trademark owners to seek injunctions and hinder online-based trade.  As a result, the website owners should consider more active role, and even though the European E-Commerce Directive exempts websites from liability, the eBay v. L’Oreal case sets a different rules that explicitly contradict the liability exemption. 
Problem Number Two: Online sale of demonstration samples, unboxed products.

L’Oreal accused eBay that some of its trademarked products are offered for sale without the original packaging.  Some of these products were originally sold as testers and samples attached to different L’Oreal products.  L’Oreal claim is that testers and samples, just as unboxed products, are not intended for sale and the fact that eBay acting as a marketplace damages L’Oreal’s brand name.  Ebay’s defense to the claim is based on the doctrine known in IP law as: exhaustion of rights.

Given the specific status of the European Union the exhaustion of trademark rights requires more detailed analysis.



Exhaustion of rights doctrine and Economics of Parallel imports 


The exhaustion of trademark rights is a legal instrument that limits trademark owner’s monopoly rights to trade trademark protected goods only to the first sale - after the first sale by the owner, resale of trademark protected products is neither a trademark infringement, nor unfair competition.
  This definition of exhaustion of rights doctrine depends on the recognition of national trademark laws to which extent exhaustion of trademark rights should apply. National practices distinguish “national exhaustion” from “international exhaustion” of rights. Under the rule of national exhaustion once the owner places the trademarked products on the national market or gives his consent, his trademark rights are considered exhausted, but that exhaustion applies only within the domestic market.
 National exhaustion of rights still allows the owner to oppose any importation of the products that have been put on a market outside of the domestic territory
. International exhaustion applies the same principle, but extends the area of the exhaustion – the proprietor of the trademark cannot stop the importation of the goods bearing his trademark if such goods have been marketed in any country by proprietor or with his consent. These rights are considered exhausted and the owner cannot oppose importation from any other countries, where he enjoys the same protection. This approach creates conditions for parallel imports. They arise when an entrepreneur purchases legitimately trademarked products in a lower priced market and then resells the products in a higher priced market.
 Parallel imports are considered correction of the trademark monopoly, enjoyed by the trademark owner or his exclusive distributors. The exhaustion of trademark rights doctrine intends to allow parallel imports and therefore promote the free circulation of trademark-protected products. Parallel imports are considered as a move towards a more integrated market, where companies will lose their market power, competition will increase significantly and the margin price/cost will decline. The goal of exhaustion of rights doctrine is to make consumers better off in a competitive environment. Overall welfare will increase, because the increased competition will eliminate the deadweight loss, created by the monopoly. Parallel imports therefore play an important role in a market integration process.
 It is also assumed, that erosion of price discrimination will eliminate inefficiencies in allocation of resources. 

Unrestricted parallel imports, however, are not always justified, because they not always create conditions for overall social gain. Monopolistic price discrimination implies that prices will be higher in markets with insensitive demand conditions, compare to markets where demand is price sensitive. If the producer chooses uniform prices across the markets this will lead to higher prices on sensitive markets and given the sensitivity of demand it would have significant welfare-reducing effect. Unrestricted parallel imports may lead to lower outputs, compared to the case where markets are separated and restrictions on parallel imports are in force. If arbitrage is allowed, without any limits suppliers may choose uniform prices. Uniform prices will be beneficial to markets, where the price of the product were higher before the unrestricted parallel import was allowed, but benefits will be at the expense of consumers in low priced markets. Rules, which forbid firms to price discriminate across countries, are not justified on economic welfare grounds and in many occasions they work against the objective of market integration – increase of social gain. A model shows advantages and disadvantages in parallel imports in case of monopoly - two markets, one with higher on average income and willingness to pay than the other. If arbitrage does not occur or if it occurs in limited extent then the monopolist would be able to charge two different prices in order to maximize his profits on both markets. If the monopolist was obliged to set uniform price or if arbitrage occurs the effect will be that monopolist will set intermediate price. As result consumers with higher income will gain, while consumers with lower income will lose and the monopolist will get smaller profit than what would have gained if arbitrage was not allowed. 
 For these reasons parallel imports are in concern of sellers of goods, because they have an immediate effect on profitability. Producers in the country of supply face demand in excess – they are in fact supplying consumers in their own territory and consumers in the country of destination. As result, at first consumers in the country of supply are confronted with higher prices, at least in short term until the market forces accommodate the excess demand. Consumers in the destination country benefit by the reduced prices, trader who initiates parallel imports also gains from the price margins between the two markets.

There is another fear that parallel imports bring free riding problem when gray-marketers use promotional investments of the authorized seller. Discount dealers charge lower price, because they free ride on services provided by full price retailers, such as service and repair facilities, promotional activities and other informational services.
 The criticism of intrabrand competition is actually in defense of vertical restraint, because without protection, retailers in purely competitive situation will not provide such services. If parallel traders free ride on promotion of retailers then parallel trade will occur in both directions, but in general parallel trade is observed flowing from relatively poor countries to relatively wealthy ones. So, overall not the free riding on promotions, but different price is the driving force of parallel trade.



European Union Law and Exhaustion of Rights Doctrine

The principle of “exhaustion of rights” had been incorporated into Article 7 (1) of the First Council Directive 89/104/EEC of December 21, 1989 (Trademark Directive): “the trademark shall not entitle the proprietor to prohibit its use in relation to goods which have been put on the market in the Community under that trademark by the proprietor or with his consent”. In other words the first sale of the trademarked products in any Member States exhausts the right of the owner to exclude others from using his trademark and limits his monopoly over the trademark within the entire European Community. Therefore, the owner of the trademark is legally barred from invoking his right to prevent importation of products sold by himself, an affiliated firm or a licensee in another Member State. Absent the rule of “exhaustion of rights”, the territorial effect of national trademark rights would allow the trademark owner to prevent the importation of the goods to another Member State, even if they were put on the market in a different Member State with the owner’s consent.
 This situation will allow the trademark owner to partition national markets, facilitating the maintenance of price difference between Member States. 

Exhaustion of rights doctrine is intended to promote freedom of movement of goods and to some extend appears to be an international exhaustion of rights doctrine, since it is applicable beyond national borders of each Member State. The text in the Article 7 (1) outlines the parameters of Community trademark exhaustion. However the text of Article 7 of the Trademark Directive is unclear, whether the Community-wide exhaustion principle is an attempt to harmonize national trademark laws of the Member States with establishing minimum standards for exhaustion of rights, leaving the Member States the right to compose their national trademark exhaustion rules more generous when it comes to recognize international exhaustion. The Community Trademark Regulation provides further guidance on the interpretation of the Trademark Directive
. Trademark Regulations however affect all Member States and deny any discretion to opt for alternative rules in international exhaustion, given the fact that regulations have direct effect in national laws of each Member State.




Case Law Interpretation of Exhaustion of Rights Doctrine 

 In two important cases the European Court of Justice interpreted Article 7 (1) of Trademark Directive and set the limits of territorial applicability of the exhaustion of rights doctrine in the European Union. 

The first case is Silhouette International Schmied v. Hartauer Handellsgesellschaft. 
 An Austrian company Sillhouette sold to a Bulgarian company sunglasses and frames at a discount price with instruction to sell the products only in Bulgaria and countries from the former Soviet Union. The Bulgarian company however sold the products back in Austria to another company, which then offered the products on the market at lower price levels. Sillhouette claimed that its trademark was not exhausted, because the products were sold outside of the EEA, while the exhaustion doctrine applies only to products put on the market within the EEA. National Trademark law of Austria recognizes the international exhaustion doctrine and the Supreme Court of Austria requested for preliminary ruling of the European Court of Justice to decide whether the principle of international exhaustion is still applicable after the implementation of the Trademark Directive. Advocate General confirmed Community-wide principle of exhaustion set in Article 7 (1) of the Trademark Directive and emphasized on how that principle will interact with international exhaustion. According to the opinion of the Advocate General “if some Member States practice international exhaustion, while others do not, there will be trade barriers within the internal market, which it is precisely the object of the Trademark Directive to remove”. Advantages of price discrimination and benefit to consumers if international exhaustion is allowed are against the integrity of the internal market. The Court noted in its ruling that “the Community authorities could always extend the exhaustion provided by Article 7 to products put on the market in non-member countries by entering into international agreements”.  Then the problem of Community-wide versus international exhaustion will fall within the scope of WTO authority and Trade Related Aspects of Intellectual Property (TRIPS).

Bristol-Myers case
, that pharmaceutical trademark owners could restrain the further marketing of their products which have been repackaged, unless: in doing so the trademark owner would contribute to the artificial partitioning of the market; the repackaging could not directly or indirectly affect the original condition of the product, such as by merely replacing external packaging or adding labels or instructions; the packaging does not clearly identify the repackaging company; the repackaged product is not such as to be liable to damage the reputation of the trademark or its owner; and the importer notifies, and provides requested samples of repackaged products to, the trademark owner before placing them on sale. It was unclear from these decisions whether these rules would also apply outside of the pharmaceutical industry.
In eBay v. L’Oreal case, ECJ followed the established principles stating that unboxing of a product in unlawful.  However, unboxing becomes unlawful when “when the consequences are that vital information, such as the identification of the manufacturer or the name of the person responsible for the marketing of the cosmetic product is no longer available". The Court’s ruling clearly stated that goods marked with “Not for Sale” sign and supplied free to authorized distributors had not been “put on market” with L’Oreal’s consent and therefore the trademark rights have not been exhausted.  The Court accepted the argument that samples and testers are not considered goods and the doctrine doesn’t apply.
In conclusion the ECJ decision will have some direct implications to the way online trade is conducted within the European Economic Community.  According the Court by optimizing search for goods online-based marketplaces are important players in conducting the online trade and as such they should be held liable if they don’t provide assistance when they are “aware” of facts or circumstances that trademark infringement occurs within their control and fail to act by removing sellers accounts.  The Court’s decision transferred the cost of monitoring from the trademark proprietors who should be in the best position to determine whether there is trademark infringement to the higher cost avoider operators of online-based marketplaces.
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