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Counterfeiting as an Externality Imposed by
Multinational Companies on Developing
Countries

DANIEL CHOW

Although multinational companies (MNCs) often complain
about enormous financial losses from counterfeiting, they are not
really harmed by counterfeiting. MNCs cannot substantiate their
claims of massive losses through credible evidence, instead, they
use methods for calculating losses based upon dubious and
spurious assumptions. MNCs make claims about massive
economic losses in order to divert attention from the real harms
of counterfeiting and their role in perpetuating these harms.
While counterfeiting may not truly harm MNCs, counterfeiting
does create serious social harms to the countries in which it
occurs. The MNCs’ introduction of technology and intellectual
property into developing countries with weak governments and
legal systems creates a predictable and irresistible opportunity
for lucrative economic crimes in which criminal organizations
and corrupt government officials play a significant role.
Counterfeiting provides a significant source of new revenue that
strengthens organized crime and further encourages and deepens
government corruption. These social harms retard developing
countries’ progress in the development of the rule of law, human
rights, and transparency in government, which combine to
intensify a mistrust of government and awareness and fear of
crime.

These harms from counterfeiting are externalities for MNCs

* Joseph S. Platt-Porter Wright Morris & Arthur Professor of Law, The Ohio State University
Michael E. Moritz College of Law; Yale University, B.A., J.D. Thanks to Judy Y. Kim, Moritz
Class of 2011, for her research assistance. Thanks to the participants in faculty workshops held at
Capital University School of Law, the University of Cincinnati College of Law, and to Andy
Spalding and Timothy P. Trainer for their many useful comments. The author was in-house
counsel at a large multinational company a decade ago and witnessed first hand the rise of the
global trade in counterfeit goods.
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because the bulk of these harms do not fall upon MNCs
themselves but on developing countries. So long as counterfeiting
is an externality, MNCs have no incentives to take the full costs
of counterfeiting into account; MNCs continue to provide access
to commercially valuable intellectual property rights by investing
in developing countries and feed the steady rise of the global
trade in counterfeit goods.
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INTRODUCTION

In recent years, multinational companies (MNCs) have repeatedly
warned the public about the unprecedented and staggering financial
losses that they claim to be suffering due to a surge in the global trade in
counterfeit goods.l Recent industry estimates place annual worldwide

1. This Article focuses on trademark counterfeiting, which refers to the unauthorized use of an
identical or substantially similar trademark that belongs to another company’s goods. The
counterfeit is often identical in appearance to the genuine product and masquerades as a genuine
product. Copyright piracy, which refers to the unauthorized copying of the content of movies,
music, and business and entertainment software without any effort to use the trademark of the
product, will not be the focus of this Article. Patent infringements will also not be discussed in
this Article. In any given case involving a single product, several forms of intellectual property
rights violations may be involved. For example, a counterfeited product may also involve
copyright piracy and patent infringement. The focus of this Article is on trademark counterfeiting,
which is generally considered by experts to be the most serious form of commercial piracy in the
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losses due to counterfeiting and other forms of commercial piracy in the
hundreds of billions of dollars per year.” MNCs — owners of the
world’s most commercially valuable intellectual property — claim that
they suffer the vast bulk of these losses. MNCs claim that counterfeiters
located in developing countries are the main culprits of this surge in
counterfeit goods. According to MNCs, corrupt governments in many of
these countries —in  particular, China — protect or support
counterfeiters that harm their businesses and the global economy.’

Despite their claims, however, MNCs are not really harmed by
counterfeiting. Upon closer examination, the financial losses that MNCs
claim to suffer from lost sales caused by counterfeiting are based on
methods that grossly exaggerate both the levels of counterfeit goods
sold and the losses suffered.* These claims of severe financial losses are
unsubstantiated and based upon dubious assumptions that do not
withstand scrutiny.5 The actual losses suffered are most likely only a
tiny fraction of the amounts claimed; in dollar terms, lost sales of
genuine products due to counterfeits are likely insignificant and cause
little or no financial damage to a majority of MNCs.® Suppressing
counterfeiting is not a major business priority of MNCs — it is part of
their larger effort of to control every facet of how their brands are
presented to the consuming public.” Counterfeiting undermines the
ability of MNCs to control their brand image, but these types of harms
do not translate into lost sales of genuine products. Harm to goodwill is
difficult to measure in economic terms and MNCs have made no
attempts to do so, but the economic impact of these harms as measured
in lost sales, when and if a scientific study is done, will most likely be
revealed to be trivial in comparison to the tens and hundreds of billions
of dollars that MNCs claim that they lose to global counterfeiting.

world with losses that far exceed those for copyright piracy and patent infringements. See DANIEL
CK. CHOW & THOMAS J. SCHOENBAUM, INTERNATIONAL BUSINESS TRANSACTIONS:
PROBLEMS, CASES, AND MATERIALS 560-62 (2d ed. 2010). For example, according to industry
estimates, the total losses in 2008 from copyright piracy were $15.9 billion in the business
software industry, $2.6 billion in the entertainment software industry, and $35.8 billion in the
motion picture industry. See id. at 557. These figures are dwarfed by the hundreds of billions
claimed to be lost due to trademark counterfeiting. See discussion infia Part 1.

2. See discussion infia Part 1.

3. China: Intellectual Property Infringement, Indigenous Innovation Policies, and Frameworks
for Measuring the Effects on the U.S. Economy 105-09, Inv. No. 332-514, USITC Pub. 4199
(Nov. 2010) (original transcript on file with Virginia Journal of International Law Association)
[hereinafter USITC].

4. See infra Part LA.

5. Id.

6. See infira notes 56—57 and accompanying text.

7. See discussion infra Part ILA.
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Although MNCs may not be harmed by counterfeiting, substantial
harms do occur because of counterfeiting. Most of these harms are
social and political costs that fall on the developing countries in which
the bulk of counterfeiting occurs. Once the opportunity for
counterfeiting is presented (which typically occurs when MNCs
introduce commercially valuable intellectual property into developing
countries), organized crime, working in conjunction with corrupt
governments, quickly seizes the opportunity to earn huge profits from
this lucrative but illegal trade in counterfeit goods.® Some counterfeit
goods, such as foods and drugs, contain substandard and dangerous
ingredients that lead to health and safety hazards.” Illness and death
from counterfeit foods and medicines occur dis]proportionately in
developing countries and least-developed countries,'® and rarely occur

8. See Daniel C.K. Chow, Organized Crime, Local Protectionism, and the Trade in
Counterfeit Goods in China, 14 CHINA ECON. REV. 473, 473-84 (2003).

9. See Press Release, U.S. Food & Drug Admin., FDA Warning on Mislabeled Monkfish
(May 24, 2007), http://tinyurl.com/6gjl9n6 (mislabeling of pufferfish as monkfish); see also
David Barboza & Alexei Barrionuevo, Filler in Animal Feed Is Open Secret in China, N.Y.
TIMES, Apr. 30, 2007, http://tinyurl.com/2fuvkw (discussing contamination of pet food and
animal feed products); Andrew Bridges, Imported Food Rarely Inspected, USA TODAY, Apr. 16,
2007, http://tinyurl.com/ys7yat (noting that imported foods are rarely inspected); Jaime Holguin,
Dangers of Imported Shrimp, CBS NEWS, Sept. 17, 2004, http://tinyurl.com/p9253 (reporting on
wheat gluten and rice protein concentrate mislabeled as wheat flour); Elizabeth Weise, Buying
Only U.S. Food Is a Tall Order, USA TODAY, July 11, 2007, at 1A (highlighting the difficulty of
avoiding Chinese products in the United States), available at http://tinyurl.com/6488esw; Rick
Weiss, FDA Finds Chinese Food Producers Shut Down, WASH. POST, May 11, 2007, at A10
(concerning Chinese companies that tainted pet food ingredients being shut down), available at
http://tinyurl.com/35ugkz.

10. There is no official definition of a developing country or a least-developed country. The
classifications used by the World Bank, although not mandatory, are widely followed. The World
Bank divides all countries into four income groups:

Low Income: $975 or less

Lower Middle Income: $976-$3855
Upper Middle Income: $3856-$11,905
High Income: $11,906 and above.

Of these categories, countries that fall within the first three — low income, lower middle
income, and upper middle income — are all considered developing countries; high-income
countries are not considered developing countries, with the exception of five countries. The five
high-income countries that are considered to be developing economies are Hong Kong (China),
Israel, Kuwait, Singapore, and the United Arab Emirates. Despite their high per capita income,
these five economies are classified as developing countries because of their economic structure or
the official opinion of their governments. Several countries with transition economies are
sometimes grouped with developing countries based on their low or middle levels of per capita
income, and sometimes with developed countries based on their high industrialization. More than
eighty percent of the world’s population lives in the more than 100 developing countries. The
World Bank defines “least-developed countries” as low-income countries where, according to the
United Nations, economic growth faces long-term impediments such as structural weaknesses and
low human resources development. This category is used to guide donors and countries in
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in advanced developed countries, such as the United States.!! In

developing countries where counterfeiting occurs, there is an increase in
organized crime, government corruption, and health and safety issues.'?
All of these harms have serious social, political, and human costs. No
doubt these harms also result in substantial economic losses, although
no comprehensive attempts have been made to quantify them."

Because the bulk of harms from counterfeiting do not fall on MNCs
but on the developing countries in which the counterfeiting occurs,
counterfeiting is a corporate externality for MNCs.'* An externality is a
cost (or benefit) that is not directly borne by the actor whose conduct
causes the externality.15 Rather, the costs fall on others. Externalities
can lead to inefficiencies because the actor does not take into account all
of the costs (or benefits) of its conduct.'® In making their decisions to
locate their manufacturing operations overseas in low-cost countries,
MNCs do not consider the costs of counterfeiting imposed on
developing countries. Like other rational economic actors, MNCs do not
consider the social harms created by counterfeiting in their decision-
making since MNCs do not bear these costs.'” But these costs, while
external to MNCs, fall upon others. Primarily, they fall on developing
countries, their national governments, and their constituencies,
including those in advanced industrialized countries, which are being
asked to fund the costs of enforcement against the global trade in
counterfeit goods. Of course, all conduct creates some externalities and
different externalities may attach to the same conduct. The externalities
that are the focus of this Article are the social harms imposed on
developing countries by counterfeiting.

The analysis above suggests that the real attribution of responsibility
for the global counterfeiting problem may be the reverse of what is
popularly portrayed in the media. Developing countries are usually

allocating foreign assistance. For more information, see Glossary to Beyond Economic Growth,
THE WORLD BANK GROUP, http://tinyurl.com/ydutfg.

11. See discussion infira Part 11.B.3.

12. Telephone Interview with Timothy P. Trainer, President, Global Intellectual Prop.
Strategy Ctr., Former Attorney Advisor, U.S. Customs Serv. and U.S. Patent & Trademark Office
(Mar. 31, 2011).

13. Some attempts have been made to quantify efficiency losses from government corruption.
See discussion infia Part 1.

14. Simon Mackenzie first elaborated the economic thesis that counterfeiting is an externality
for MNCs in Simon Mackenzie, Counterfeiting as Corporate Externality: Intellectual Property
Crime and Global Insecurity, 54 CRIME L. & SOC. CHANGE 21 (2010). This Article explores
some of the legal ramifications of this thesis.

15. The classic discussion of externalities is set forth in Harold Demsetz, Toward a Theory of
Property Rights, 57 AM. ECON. REV. 347 (1967).

16. See id. at 347-50.

17. See Mackenzie, supra note 14, at 22-23, 34-35.
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shown as the perpetrators or supporters of counterfeiting and
commercial piracy, but these countries, not MNCs, in fact suffer the
bulk of the harms created by counterfeiting.18 By contrast, MNCs are
often portrayed as the victims of counterfeiting, but they actually
contribute significantly to creating the problem that harms developing
countries. MNCs are responsible because counterfeiting is a predictable
result of moving manufacturing and production to developing countries
in order to take advantage of low labor and manufacturing costs.'” As
part of establishing manufacturing facilities in developing countries,
MNCs transfer commercially valuable intellectual property rights to
developing countries with weak legal systems and corrupt
governments.20 By introducing commercially valuable intellectual
property rights that are easily copied in countries where corruption and
crime are rampant and enforcement is weak, MNCs are providing an
opportunity for lucrative economic crimes that prove impossible to
resist for many segments of the poor population in developing
countries.”’ MNCs are also making the problem worse because their
anti-counterfeiting strategies (which concentrate exclusively on
enforcement) actually have the opposite effect of provoking a frenzy of
even more counterfeiting at ever-increasing levels.”” As long as MNCs
benefit from low-cost manufacturing in developing countries that
involve the transfer of technology to those countries, global trade in

18. China has been popularly portrayed as the leading culprit in the rise in the global trade of
counterfeit goods. See Daniel C.K. Chow, Counterfeiting in the People’s Republic of China, 78
WasH. U. L.Q. 1, 1, 7 (2000). There is no doubt that China is the largest source of the global
trade in counterfeit goods, but the discussion in this Article suggests that China may be harming
itself most of all through various social and political harms from counterfeiting and that these
harms outweigh those that fall on MNCs that do business in China.

19. See Mackenzie, supra note 14, at 26-28; see also discussion infia Part I11.

20. See Mackenzie, supra note 14, at 26-28; see also discussion infia Part I11.

21. See Mackenzie, supra note 14, at 26-28; see also discussion infia Part I11.

22. For example, MNCs use an anti-counterfeiting strategy in China that is based primarily on
enforcement: the use of raids and seizures designed to smash counterfeiters by the use of brute
force and intimidation. When brand owners undertake enforcement actions against counterfeiters,
there are no serious consequences for counterfeiters who get caught. Fines are so low as to be just
the cost of doing business and counterfeiters rarely face incarceration. Many counterfeiters are
back in business within several days or weeks. Enforcement actions have the effect of disrupting
the business of counterfeiters, who become agitated and then return to work with a vengeance to
produce even more counterfeits. Even counterfeiters who are not agitated by enforcement actions
are motivated to produce even more counterfeits after a disruption since it is rational economic
behavior to recoup losses. In China, there is plenty of enforcement, but little deterrence. The
result is that the more enforcement that MNCs undertake, the more counterfeiting that results. For
a fuller discussion, see Daniel Chow, Anti-Counterfeiting Strategies of Multi-National Companies
in China: How a Flawed Approach is Making the Problem Worse, 41 GEO.J. INT’L L. 749, 765—
67 (2010).
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counterfeit goods will continue to grow because the bulk of the harms of
counterfeiting are corporate externalities for MNCs.”?

If MNCs are not harmed by counterfeiting, why do MNCs complain
so vociferously that they are suffering economic losses at unprecedented
levels?** In part, MNCs are accustomed, as part of their corporate
culture, to frame all business problems in terms of financial losses and
have done so with counterfeiting as well.”> MNCs may also wish to
divert attention from their significant role in creating the global
counterfeiting problem and the harm that counterfeiting inflicts on
developing countries. Media campaigns that highlight the massive
losses that MNCs claim to suffer also help to engender public sympath
in favor of MNCs and to direct antipathy toward developing countries.
MNCs seek to do just enough in the way of enforcement against
counterfeiting to demonstrate that they take the problem seriously.27
However, when examined closely, the efforts of MNCs indicate that
anti-counterfeiting is not a business priority for MNCs and reinforces
the point that MNCs are not really harmed by counterfeiting.28 An
additional reason why MNCs continue to paint a dire and alarming
picture of the global trade in counterfeit goods is to pass on the costs of
enforcement against counterfeiting to national governments and their
taxpayers.29 If, on the one hand, as MNCs contend, counterfeiting is an
economic crime perpetrated or supported by developing countries on a
vast global scale, then counterfeiting becomes too large a problem for
private parties (such as MNCs) to handle without the assistance of
enforcement by the U.S. government and governments of other
advanced industrialized countries.*’ If, on the other hand, MNCs are

23. See Mackenzie, supra note 14, at 26-28.

24. 1 am not suggesting that MNCs have made conscious management decisions to exaggerate
losses in order to mislead or deceive the public. The conduct can be explained as rational
economic behavior to deal with a persistent business problem and, in particular, to avoid costs.

25. See Chow, supra note 22, at 751 (“However, as brand owners in China also know,
enforcement does not result in any serious consequences for the counterfeiter; to the contrary, the
consequences of being caught as a counterfeiter are usually so insignificant that such
consequences can be considered just a cost of doing business.”).

26. See The Spread of Counterfeiting: Knock-Offs Catch On, ECONOMIST, Mar. 6, 2010, at
81-82, available at http://tinyurl.com/yhbmtm5; see also Sarah Boumphrey, Fake Brands
Recognising a Real Trend, EUROMONITOR, July 217, 2007,
http://www.euromonitor.com/fake_brands_recognising_a_real_trend; Kristi Heim, Inside China’s
Teeming World of Fake Goods, SEATTLE TIMES, Feb. 12, 2006, at Al, available at
http://tiny.cc/pvSwu; Louisa Lim, Chinese Crackdown Fails to Stem Counterfeit Goods, NPR,
Aug. 23, 20006, http://tinyurl.com/2u8wqe.

27. See Chow, supra note 22, at 760—65.

28. See infra note 57 and Part 1.C.

29. See Mackenzie, supra note 14, at 23-24, 26-28.

30. At the urging of U.S.-based multinational companies, the United States is now pressing
for the conclusion and promulgation of the Anti-Counterfeiting Trade Act (ACTA), a multilateral
treaty that will be implemented outside the scope of the World Trade Organization (WTO). Some
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responsible in large measure for creating the global trade in counterfeit
goods, then they should bear a greater share of the financial costs
associated with international efforts at better enforcement. By casting
counterfeiting as a public crime and positioning themselves as the
victims, MNCs may also be able to avoid financial responsibility to
those developing countries into which MNCs introduced the opportunity
for economic crimes. Portraying themselves as the parties most harmed
by counterfeiting, MNCs seek to avoid the argument that they bear
ethical and financial responsibility for the unprecedented rise in the
global trade in counterfeit goods and that they should bear some of the
costs of compensating for the harms that are caused by them.?!

This Article will develop the points introduced here by proceeding in
three parts. Part I of this Article examines the claims by MNCs that they
are suffering massive financial losses due to global counterfeiting and
demonstrates why these claims are based upon spurious assumptions.
This Part will also detail why most MNCs do not suffer any serious
economic harms from counterfeiting, contrary to their assertions. Part 11
examines the harms that MNCs do suffer from counterfeiting, which are
minor in comparison to their claims of severe financial losses, and also
the harms that are inflicted upon developing countries. Part III examines

observers believe that the United States is seeking to work outside of the WTO in order to be free
of the legal constraints that would be imposed by the WTO. For example, because the ACTA is
being negotiated outside of the WTO, the negotiations are cloaked in secrecy, leading many
observers to believe that the ACTA, once revealed, will be a harsh and draconian super-weapon
of enforcement. See, e.g., Peter K. Yu, Six Secret (and Now Open) Fears of ACTA, 64 SMU L.
REV. 1, 17-19 (forthcoming 2011), available at
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1624813. Observers also believe that the
negotiations of the ACTA outside of the WTO might reflect the views of the United States and
some other countries that the WTO has not adequately enforced intellectual property rights. See
id. at 47 n.286. On the issue of funding, the ACTA is expected to call for extensive collaboration
among the customs authorities of many different countries to coordinate efforts to stop the global
trade in counterfeit goods. The costs of implementing the ACTA, if and when it is approved, will
be extensive and will be funded by the governments of the implementing nations, not private
industry. So far, only a small group of countries, home to many of the world’s most powerful
MNCs, are involved in the negotiations: the United States, Canada, the European Union, and
Japan. Many observers suspect that once the ACTA is approved, the United States will likely
begin to pressure its trading partners to join the ACTA and to share in the costs of implementing
and enforcing the ACTA. See id. at 77-85. Many other efforts are underway in the WTO, the
World Customs Organization, Interpol, and other international agencies to combat counterfeiting.
See, e.g., Intellectual Property: Protection and Enforcement, WORLD TRADE ORG.,
http://tinyurl.com/20l20v (last visited Mar. 26, 2011) (explaining the Agreement on Trade-
Related Aspects of Intellectual Property Rights); Intellectual Property Rights (IPR) Programme,
INTERPOL, http://tinyurl.com/40kd9ff (last visited Mar. 26, 2011); The WCO and the Protection
of Intellectual Property Rights (IPR), WORLD CUSTOMS ORG., http://tinyurl.com/47vlpxc (last
visited Mar. 26, 2011). These operations are funded through public funds via annual contributions
by member states.

31. For a discussion of the social responsibility of MNCs to pay for the costs of
counterfeiting, see discussion infia Part IV.C.
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the role of MNCs in contributing to the rise of global counterfeiting and
draws some tentative conclusions about the ethical and financial
responsibility of MNCs for the rise in the global trade in counterfeit
goods.

I.  MNCSs’ CLAIMS OF FINANCIAL LOSSES FROM COUNTERFEITING

In the past several decades, the global trade in counterfeit goods has
surged at an unprecedented pace. In 1982, the U.S. International Trade
Commission (USITC) estimated that commercial piracy caused annual
worldwide losses of $5.5 billion.** Just six years later, in 1988, the
USITC revised its estimate to over $60 billion in annual losses.” In
2009, the Organization for Economic Cooperation and Development
(OECD) estimated that the global trade in counterfeit goods was over
$250 billion (almost two percent of world trade) and caused losses of
$150 billion to the G20 countries, the leading industrialized nations of
the world, led by the United States.** Estimates that are circulated
directly by industry groups are significantly higher. Some industry
groups estimate that counterfeit goods comprise seven percent of total
world trade and that the total annual losses on a global basis to
counterfeiting are $650 billion per year;> of this figure, the United
States suffers between $200—250 billion in annual losses.*

These statistics are impressive and present a daunting picture, but on
what are these figures based? When one examines these statistics
closely, it becomes clear that they are not based on any independent
scientific or economic studies on the losses caused by counterfeiting. To

32. See S. REP. NO. 104-177, at 3 (1995); see also USITC, USITC PUB. 1479, THE EFFECTS
OF FOREIGN PRODUCT COUNTERFEITING ON U.S. INDUSTRY xiv, 24 (1984).

33. See USITC, USITC PUB. 2065, FOREIGN PROTECTION OF INTELLECTUAL PROPERTY
RIGHTS AND THE EFFECT ON U.S. INDUSTRY AND TRADE app. H (1988).

34. See Press Release, World Intellectual Property Organization, Counterfeiting and Piracy
Endangers Global Economic Recovery Say Global Congress Leaders, WIPO Press Release
PR/2009/621 (Dec. 3, 2009), available at http://tinyurl.com/yd9edmgq.

35. The Coalition for Intellectual Property Rights credits the World Customs Organization
(WCO) and Interpol with this estimate. See First Global Congress on Combating Counterfeiting,
COALITION FOR INTELLECTUAL PROPERTY RIGHTS (CIPR), http://tinyurl.com/4nckel6 (last
visited Mar. 26, 2011); Putin Assures ICC That Global Business Concerns Will Be on G8
Agenda, INTERNATIONAL CHAMBER OF COMMERCE [ICC] (July 5, 20006),
http://tinyurl.com/4fu5Sxug.

36. INT’L ANTI-COUNTERFEITING COALITION, THE NEGATIVE CONSEQUENCES OF
INTERNATIONAL INTELLECTUAL PROPERTY THEFT: ECONOMIC HARM, THREATS TO THE PUBLIC
HEALTH AND SAFETY, AND LINKS TO ORGANIZED CRIME AND TERRORIST ORGANIZATIONS 3—4
(2005), available at http://tinyurl.com/4p95qcj; Press Release, Fed. Bureau of Investigation, The
Federal Bureau of Investigation and the U.S. Customs Service Today Announced the National
Intellectual Property Rights Coordination Center’s First Conference for Members of Congress
and Industry in Washington (July 16, 2002), http://tinyurl.com/4rugjza.
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the contrary, all of these statistics, including the ones provided by the
USITC and OECD, rely on information provided by MNCs and their
industry groups.”’ What methods do MNCs use to arrive at these
figures?

MNCs estimate the size of the counterfeiting trade and the losses
suffered using the following methods or a variant thereof.® First, MNCs
will determine the size of the counterfeit trade in any given location by
conducting an on-the-ground market survey to determine the total
amount of product in that location. The MNC then determines how
many units of genuine product are shipped through the MNC’s own
distribution channels to the particular location. The difference between
the amount of total product and the amount of product shipped by an
MNC is treated as counterfeits. For example, suppose that a market
survey indicates that there are 1000 units of total product in a given
location and the MNC’s own records indicate that 800 units were
shipped by the MNC’s factories and warechouse to the location. The
MNC will conclude that the additional 200 units are counterfeits and
that counterfeits comprise twenty percent of the market. The same
approach, with some variations, is used for business or entertainment
software. The MNC will conduct a survey to determine the number of
applications in a given location and then review its records to determine
how many applications were supplied to the location by the MNC. The
difference between the number of total applications and the number
supplied by the MNC equals the number of pirated applications in that
location.

Once the amount of counterfeit product is determined, MNCs will
determine the losses sustained from counterfeiting. Some MNCs seem
to take the position that the existence of a counterfeit product on the
market is the equivalent of a lost sale of the genuine product at the retail
price. In our example above, if the size of the counterfeit trade is twenty
percent of total trade, or 200 units in the location in question, MNCs
will estimate the losses due to counterfeiting to be twenty percent of
total trade or the revenue that would have been earned on sales of
twenty percent, or 200 genuine products, at the retail price.39 The gist of
this approach is that the mere existence of a counterfeit — regardless of
whether there is any evidence that the counterfeit was sold to a

37. See USITC, supra note 3, at 7677, 109-12, 118-19; see also Joe Kafchinski, Global
Counterfeit Trade 8-10 (May 11, 2009) (unpublished manuscript), available at
http://tinyurl.com/4c5sy37.

38. See infra note 56 (statement of Professor C. Fritz Foley); see also CHOW &
SCHOENBAUM, supra note 1, at 563—64. The author was involved in determining both the volume
of trade and losses while working as in-house counsel for an MNC with substantial counterfeiting
problems.

39. See CHOW & SCHOENBAUM, supra note 1, at 564.
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consumer — equals a loss of a sale of the genuine product at the retail
price. There appears to be no defensible justification for this approach;
one of the reasons given by MNCs for the use of this approach is the
difficulty in tracking sales of counterfeits, which often occur out of
plain sight and under clandestine circumstances. Other MNCs seem to
take the approach that every sale of a counterfeit product blocks a sale
of the genuine product; thus, each counterfeit that is sold results in a
loss of a sale of the genuine product at the retail price.*

A.  Assumptions Used by MNCs in Determining Volume and Losses
from Counterfeiting

These methods for determining the size of the counterfeit trade and
the resulting losses suffered are based upon several questionable
assumptions. First, in determining the size of the counterfeit trade for a
given location, the method described above makes the assumption that
the only genuine goods in a particular location are those that were
directly shipped by the MNC. This assumption ignores the possibility of
the horizontal movement of goods, that is, genuine goods sold by the
MNC in one location that are then resold or reshipped to another. For
instance, in our example above, the market survey indicated that MNC
supplied only 800 units, or eighty percent, of the genuine product to a
particular location, so the other 200 units, or twenty percent, were
deemed to be counterfeits. But suppose that the MNC had previously
supplied a large number of genuine products to a different location and
a wholesale distributor purchased those products and then resold them
to retailers in the location in question.*' It would also be possible for a
retail chain that purchased goods for a store in one location to ship some
of the goods to stores in other locations to meet increased demand in the
other locations. In this instance, because of the horizontal movement of

40. See id.; see also USITC, supra note 3, at 117-19, 121-22.

41. Under U.S. trademark law, the first sale in the domestic U.S. market results in an
exhaustion of the trademark; the trademark owner is unable to control the distribution or
movement of the product after the first sale occurs. See Prestonettes, Inc. v. Coty, 264 U.S. 359,
368 (1924); see also DANIEL C.K. CHOW & EDWARD LEE, INTERNATIONAL INTELLECTUAL
PROPERTY: PROBLEMS, CASES, AND MATERIALS 523-32 (2006). The Agreement on Trade-
Related Aspects of Intellectual Property Rights (TRIPS) allows each country to determine its own
exhaustion doctrine. See Agreement on Trade-Related Aspects of Intellectual Property Rights art.
6, Apr. 15, 1994, Marrakesh Agreement Establishing the World Trade Organization, Annex 1C,
1869 U.N.T.S. 299 [hereinafter TRIPS]. Not all national exhaustion doctrines are the same, but
most countries adopt some variation of the first-sale principle, leading to an exhaustion or
termination of the right to control resale of the product. See CHOW & LEE, supra, at 523-32. It
would be possible to have a contract clause that prohibits the resale of the product, but such a
provision would then become an issue of contract law (and perhaps competition law) and, in any
event, might be difficult to enforce even in the United States. In developing countries, effective
enforcement of contract rights could prove to be elusive.
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genuine goods from one location to another, it is quite possible that
genuine goods were supplied to the location in question for legitimate
business reasons by a business entity other than the MNC. In this case,
the number of genuine products is higher than that supplied by the MNC
and the number of counterfeits is correspondingly lower. The same
result would hold true if parallel imports or gray-market goods were
involved. Gray-market goods are genuine goods originally intended for
sale in a location abroad that are then imported into the home market,
such as the United States, often without the permission of the U.S.
trademark owner.*” If some of the MNC’s products were manufactured
in foreign factories for sale abroad but then purchased abroad by an
unrelated distributor, who then exported them back to the United States
(or another home market), genuine goods would also be available in
markets that are unaccounted for by the MNC. These parallel imports or
gray-market goods would be treated as counterfeits. The method used
by MNCs to determine the volume of counterfeit goods in any location
can lead to overestimates and inflated numbers.

The assumptions on which economic losses are calculated are also
questionable. As noted earlier, some MNCs adopt the approach that
every sale of a counterfeit results in the loss of the sale of a genuine
product at the retail price. This appro