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I. INTRODUCTION 



because gray market importers are free-riding on the promotional and service 

efforts of authorized distributors. 

In response to complaints by authorized distributors, the Customs 

Service has recently proposed abandoning its long-standing "related parties" 

exception that legalizes gray market imports. Because of conflicting lower 

court opinions, the Supreme Court 







A. Free Rider 

How might free riding result in gray market imports? In the most 

widely cited scenario, authorized importers provide national promotional 

services that are more intensive in the U.S. than in other countries. lO 



attempt to limit contractual relationships that are believed to create or 

sustain market power, but may also restrict other contracts as well. 

Although the interpretation of vertical antitrust laws has eased over the past 

few years, some restrictions may continue to exist. 13 Also, European 

governments have taken a dim view of private efforts to limit exports 

between EEC members for any reason and this may make private efforts to 

restrict exports from the EEC prohibitively expensive.14 

The relative difficulties in enforcing efficient exclusive territories in an 

international context that are mention above may bive 
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Another potential source of price discrimination that might give rise 



C. Disciplining Exclusive Distributors21 

A potential source of conflict between manufacturers (or their 

vertically integrated wholesalers) and retail distributors is the size of the 

distributors' margins. A distributor with exclusive geographic distribution 

rights for a differentiated imported brand may seek to widen its margin (in 

response to an unanticipated increase in market power, for instance) when 

the dollar appreciates and the manufacturer's costs and prices therefore 

decline. In this case, manufacturers may have incentives to discipline their 

exclusive distributors to encourage them to pass any ( o r  



imposing maximum price limitations, or from establishing volume 

requirements.2S 

D. Consumer Deception 

If authorized imports and gray market goods are identical, then it 

seems unlikely that any risk of consumer deception exists. Similarly, if 

differences between gray market and authorized imports are obvious, well 

known, or easily discoverable, little risk of deception exists. A risk of 

consumer deception arises, however, if consumers are not aware of actual 

material differences between gray market goods and authorized imports. 

Such differences could conceivably arise from differences in services 

provided with the product, other products included in the transaction, or the 

variations in the product itself.24 

Consumer confusion about the actual characteristics of gray market 

goods causes both immediate and longer term injury to consumers. 

Immediate injury results if consumers pay for a characteristic that is not 

actually included in the product. Longer term injury occurs if consumers 

dissatisfied with gray market goods cannot differentiate higher quality 

authorized imports. In such circumstances, consumers eventually might be 

23 For an treatment of dealer's locational market power and the 
welfare losses induced by government restnctIOns on (automobile) 
manufacturer's efforts to discipline dealers, see R. Smith II (1982). 
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unwilling to pay a 



F. Exchange Rate Ad justment Lags 

Manufacturers' output constraints,21 strategic output and pricing 

consid era tions.ange 



prices in lock step with changes in exchange rates. To the extent that 

foreign suppliers base their decisions on these longer-run considerations, 

their pricing decisions may differ from those of independent 



Where suppliers either individually or collectively do not respond to 

exchange rate changes with prompt price adjustments, sufficient price 

differences may emerge to encourage gray market imports. Whether the 

emergence of a gray market is good, bad, or indifferent for consumers in 

these situations depends on the cause of the lag in the supplier's response 

to exchange rate changes. 

G. Inefficiencies Induced by Regulation 

Some retailers or wholesalers may be more efficient in carrying out 

some distributional functions that are usually provided by the manufacturers. 

If so, overall distributional costs and prices could be reduced if 

manufacturers were able to offer their products at a lower price to retailers 

who would undertake such distributional functions. Such cost-related 

discounts, however, could be discouraged 1) by perceptions of u.S. pricing 

regulations,3s which may make the process of justifying a price difference 

of this type both costly and problematical, 2) by threats (from 0 11.1 44arc6 475.4155656556 0 0 11.1 cej 1(by )Tj 0.05g38.p3.68 Tm.4aro 





IV. THE NATURE AND EXTENT OF THE GRAY MARKET 

Information about gray market imports is too fragmented and anecdotal 

to present in systematic tabulations. The best that can be done is to 

develop descriptive materials along with scattered price and cost 

inf ormation. On the basis of the Commerce Department survey (1985), 

news articles, FTC staff investigations of alleged consumer deception in gray 

markets, and additional empirical data provided to the FTC by GSA and 

Defence Department Post Exchange buyers, the following are characteristics 

of gray market imports: 

1. The volume of gray market imports into the United States has 

increased and decreased with the relative value of the dollar37• Few gray 

market goods were imported into the United States prior to 1981, except for 

photographic equipment, which appeared in substantial quantities beginning in do291 
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the mid-1970s.38 Since the value of the dollar began falling against other 

major currencies in 1985, gray market imports have declined significantly.39 

2. The brands involved in gray markets are usually premium brands that 

are among the most highly differentiated in their category in the United 

States40• Some of these brands are promoted with substantial media 

advertising.41 Some of these brands exclude mass merchandizers and 

38 Several respondents to the U.S. Commerce Department survey 
(1985) indicated that they knew of no gray market activity prior to the 
increase in the value of the dollar in the 1980s. For cameras, Pentax and 
Hasselblad found no gray market activity until after 1980. Nikon 
experienced gray market activity earlier. The earlier advent of gray markets 
in cameras may have stemmed from a tactical shift in the distribution 
policies of Canon, a Japanese manufacturer. In the mid-1970s, Canon 
discontinued using Bell and Howell as its U.S. distributor and simultaneously 
undertook a major expansion of output in Japan. This shift apparently 
resulted in expanded output by several Japanese manufacturers (because of 
their concern about maintaining their market shares) and substantial pressure 
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discounters from their lists of authorized retailers. The value of gray 

market imports has apparently been greatest in the premium priced 

automobile, watch, and photographic equipment businesses. Gray market 

imports are also commonly reported in premium tires, perfumes, ski 

equipment, wines, and consumer electronics. 

3. U.S. wholesale prices for products with significant gray market 

activity were commonly substantially higher than comparable foreign 

wholesale prices when the dollar was appreciating.42 Cost differences were 

often insufficient to explain these wholesale price differences.43 However, 

42 Several firms replying to the U.S. Commerce Department survey 
«(1985) question 6.d.) confirmed charging different prices in different 
countries. None of the respondents denied following this practice. Nikon, 
Nordica, Minolta, and Evinrude each noted wide differences in the prices 
that they charge at the wholesale level at least partly based on demand 
differences. K-Mart responded that price differences were the primary 
incentive for its gray market imports. 

At the request of FTC staff, military exchange-post buyers reported 
the wholesale prices paid in different countries for products that have been 
subject to gray marketing. Although the number of observations is limited, 
the data confirm that wholesale prices did differ across countries in several 
instances. (U.S. Federal Trade Commission Staff (1986).) 

Numerous press accounts note large wholesale price differences across 
national boundaries. See, for example, Washington Post (1985); Business 
Week (1986); and Forbes (1984). 

When some foreign manufacturers have equalized prices across areas, 
gray markets have largely disappeared. For example, Michelin tires were 
widely gray marketed until Michelin equalized prices across areas. Since 
this pricing action, gray market imports of Michelin tires have been nearly 
elimina ted. (Modern Tire Dealer (1986).) 

43 Consistent with this interpretation, foreign manufacturers were 
reported to have earned unusually high profits by not lowering their U.S. 
wholesale prices as the dollar rose in value. (Fortune (1985).) Wholesale 
prices have also reportedly differed by enough to make it profitable to buy 
at retail in Europe for export to the U.S. (Business Week (1986).) 

With the recent drop in the value of the dollar, Japanese firms, in 
particular, are reportedly taking much lower profit margins, transferring 
production to other countries, or making extra cost cutting efforts to 
protect their market shares in the U.S. The stature of U.S. competitors 
appears to playa role in these decisions. For example, Fuji has apparently 
raised its prices for film across the world except in the U.S. where Kodak 
has its most dominant position. (Wall Street Journal (July 30, 1986).) 
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in some industries reporting gray market imports, wholesale prices were 

similar, but U.S. retail margins were higher than those abroad.



5. Imported gray market products are usually physically close 

substitutes for the authorized imported products.47 The principal differences 

involve services sold with the product,48 particularly warranties, although 

slight model differences are common.49 Several major retail chains that 

participate substantially in the gray market50 supply their own services and 

warranties to substitute for those of the manufacturers that are not 

available on gray market goods. 

47 An exception is European automobiles. The automobiles available 
in Europe lack emission control devices required in the U.S. as well as 
several required safety features. All automobiles imported into the U.S. have 
to be refitted to include these items. Even with these adjustments, which 
usually cost several thousand dollars, European wholesale prices were 
considerably lower than U.S. wholesale prices during the early to middle 
1980s. (Forbes (I 984).) 

48 The most common bundling is with warranty or repair work. 
Submissions to the Commerce Department survey included a number of 
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6. Systematic nondisclosure of material facts has not been found by 

the FTC staff in any of its investigations of gray market goods initiated 10 

the 1980s. Although authorized importers have provided anecdotal evidence 

of consumer injury allegedly resulting from various practices associated with 

the sale of gray market goods, there was insufficient evidence of a 

systematic problem to warrant bringing a complaint. In addition, 

investigations of importers of gray market products conducted by the FTC's 

Division of Marketing Practices in 1983 and 1984 failed to substantiate 

claims of consumer injury resulting from the warranty practices of gray 

market importers. 

VI. EMPIRICAL EVALUATION OF ALTERNATIVE EXPLANATIONS 

In the previous section, several alternative theoretical explanations for 

gray market imports were identified. Of these explanations, only the free 

rider and consumer deception theories imply that gray market imports harm 

consumers and are therefore consistent with restricting gray market imports. 

The five other theories suggest that consumers are more likely to be harmed 

than helped by restrictions on gray market imports. As Figure 1 below 

indicates, the available facts are consistent with a number of alternative 

explanations and differ by industry. Figure 1 is a matrix with reported 

characteristics of gray market imports (as discussed in Section V) on the 

vertical axis and with alternative explanations on the horizontal axis. 

Despite the fact that a number of descriptive facts are consistent with 

several explanations for gray markets, characteristics tend to discriminate 

among the alternative explanations, but no single explanation is consistent 

with all of the characteristics. And many characteristics vary across 
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Figure 1 
CONSISTENCY OF FACTS· ABOUT GRAY MARKET IMPORTS AND EXPLANATIONS 

CHARACTERISTICS 
OF INDUSTRIES 
WITH EXTENSIVE GMI·· 

GMI TRACK 
EXCH.RATES 

NO GMI 
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AT THE NATIONAL 
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RETAIL SERVICES 
OFTEN CAN 
BE UNBUNDLED 

WHOLESALE PRICES 
DIFFERENT 

HIGHER U.S. 
RETAIL MARGINS 

LOW MANUFACTURER 
ENFORCEMENT IN SOME 
INDUSTRIES 

NO SYSTEMATIC 
CONS. DECEPTION 

FREE 
RIDE 

YES 

NO 

YES 

YES 

NO 

NO 

YES 

NO 

NPR 

EXPLANATIONS 

CONS. PRICE COL- DISCIP. REG. 
DECPT. DISCR. LUSION RETL. INEF. 

YES YES YES YES ? 

NO ? ? YES NO 

? YES ? YES ? 

YES YES ? YES YES 

NO YES ? YES ? 

NO YES YES NO ? 

NO ? ? YES YES 

? ? ? YES YES 

NO NPR NPR NPR NPR 

EXCH. 
LAGS 

YES 

YES 

YES 

? 

? 

YES 

YES 

YES 

NPR 

The individual cella in thia matrix indicate whether the 



industries. The most important characteristics for the purpose of this 

analysis are the ones that differentiate between the free rider and consumer 

deception explanations, which have been used to support restrictions on gray 

market imports, and the other explanations. Five of the characteristics do 

this: gray market imports were not observed in most industries before 1981; 

several types 



most likely would have occurred regularly, since manufacturers and 

distributors would have found it profitable to free ride on promotion and 

services offered by distributors abroad or to deceive consumers abroad as 

well as in the U.S. 







common in several industries when the dollar was rising. In the Commerce 

Department survey, several respondents acknowledged that they have 

different price and profit margins depending on demand conditions. Thus 

there is at least some prima facie evidence of price discrimination in several 

industries, although this may be due to adjustment lags. Neither the free-

rider nor the consumer deception theories predict these wholesale price and 

profit differences. 

Within the severe limits of the available data, it appears that some 

form of geographic price discrimination, probably related to adjustment lags, 

took place in several gray market goods. 

D. Modest Manufacturer Efforts to Curtail Gray Markets 

Although some foreign manufacturers whose products are gray marketed 

have evidenced substantial interest in curtailing gray markets, manufacturers 

in some markets have failed to take actions (for example, applying different 

marks in different countries, incorporating readily traceable packaging or 

product features and would facilitate tracing gray market shipments) that 

might curtail the practice, at least to the same extent as the proposed 

Customs Service actions. Other manufacturers have taken actions that seem 

inconsistent with full opposition to gray market imports. 59 Under a free 

rider hypothesis, territorial restrictions are imposed because manufacturers 

want to avoid free riders. Consequently, manufacturers should oppose gray 

59 Firms with exclusive territorial arrangements could conceivably 
seek to allow modest amounts of territorial "cheating" while maintaining the 
exclusive territories in general. This sort of incomplete enforcement fits 
well with the concept of vertical restraints as a bargain between 
manufacturers and retailers where each has some degree of market power. 
See Caves (I 984). 
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market imports, and ambiguous manufacturer behavior of this sort should be 

rare. 

A vailable reports indicate that manufacturers of several gray market 

goods have not been consistent in their efforts to prevent gray market 

imports and that some manufacturers implicitly favor some degree of gray 

market activity. This inconsistency in manufacturers' behavior is consistent 

with the retail discipline and distributor collusion 



by the government is probably unjustified. There may be specific instances 

in which gray market imports are predominantly a result of free riding, but 

free riding does not generally seem to be the primary cause. If there are 

such free rider problems, private contractual arrangements similar to those 

allowed by the antitrust laws in vertical domestic trade are probably 

preferable to a program of government restrictions that might fall prey to 

private ends that harm consumers and might invoke foreign trade 

retalia tion. 60 

60 If a rule of reason were to be applied to gray market import 
cases, it might be useful to apply to two stage analysis in which the 
complaining party would first demonstrate that its pricing policies were not 
discriminatory before presenting evidence that free riding caused the gray 
market imports. 
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