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Using Trademark Law to Fight Price Gouging: Beware the Exhaustion Doctrine
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Please note: The below information may require updating, including additional clarification, as the COVID-19 pandemic continues to develop. Please monitor our main COVID-19 Task

Force page and/or your email for updates.

On April 10, 2020, 3M Company, a well-known manufacturer of scientific and medical products, became one of the first companies to file a lawsuit alleging trademark infringement,
likely dilution, and false advertising arising from alleged price gouging during the COVID-19 pandemic." This case raises a number of issues associated with the use of trademark law
to combat pandemic-inspired price gouging schemes. The most significant of these is the applicability of the first-sale, or exhaustion, doctrine, which limits the ability of trademark
owners to challenge the resale of their own products. This alert addresses the significance of that doctrine and strategies trademark owners can use to ameliorate the doctrine's effects

in lawsuits against price gouging associated with their own goods.
3M's Lawsuit

3M has accused the defendant, Performance Supply, LLC, of engaging in a false and deceptive price gouging scheme that improperly uses and trades upon the goodwill of 3M's
trademarks. Specifically, it alleges that Performance Supply submitted a bid to New York City's Office of Citywide Procurement and offered to sell 3M-branded N95 respirator masks to
the city at prices 500-600% above 3M's list price. The Office of Citywide Procurement accepted the bid to secure the critically needed N95 masks, agreeing to pay nearly $45 million
for them. On Friday, April 24, 2020, the United States District Court for the Southern District of New York entered a temporary restraining order (TRO) against Performance Supply's
conduct and scheduled a briefing hearing on whether to convert the TRO into a preliminary injunction.

The Exhaustion Problem

Potential plaintiffs inclined to follow 3M's lead should keep in mind that the relief it has received so far is relatively unusual in cases in which trademark owners seek to regulate
downstream sales of their own goods. In particular, if a plaintiff has authorized the release of goods bearing its mark into commerce, it will have to contend with the “exhaustion,” or

“first sale,” doctrine if it seeks to use trademark law as a mechanism to challenge the circumstances under which those goods are resold.4 As one court has explained:

Under this doctrine . . . a markholder may no longer control branded goods after releasing them into the stream of commerce. After the first sale, the [mark]holder's control is
deemed exhausted. Down-the-line retailers are free to display and advertise the branded goods. Secondhand dealers may advertise the branded merchandise for resale in

competition with the sales of the markholder (so long as they do not mis-represent them-selves as authorized agents).5

The doctrine therefore protects resellers and licensees from being liable, for example, for selling a mark owner's goods for what the mark owner considers too low or too high of a
price. This also prevents mark owners from simply saying, “| disapprove of the defendant's resale of my goods.” Nevertheless, mark owners may avail themselves of several
recognized exceptions to this doctrine, provided they plead them carefully and are prepared to adduce the evidence and testimony necessary to establish the exceptions' applicability
at the proof stage of litigation to protect their marks.

First, an exception exists if a defendant has repackaged the plaintiff's goods without adequately disclosing the repackaging to consumers. Thus, for example, in Enesco Corp. v.
Price/Costco,® the Ninth Circuit reversed the grant of a motion to dismiss for failure to state a claim after noting allegations in the plaintiff's complaint that the defendant had failed

adequately to disclose its repackaging of the plaintiff's goods,.7

A second exception applies if the diverted goods are materially different from their authorized counterparts.8 This usually requires a showing of a physical difference,® but the absence
of warranty protection for the resold good also can be material. !0 Likewise, the removal of product codes used to track goods for quality-control purposes can render the resale of an

otherwise genuine good actionable.!! Whatever the alleged difference may be, the standard for a finding of materiality is low. 12

A third exception applies if the diversion of a plaintiff's product from the plaintiff's authorized channels of distribution results in the product no longer being subject to the plaintiff's
quality-control procedures. Under this exception:

“[Q]uality control” is not a talisman the mere utterance of which entitles the trademark owner to judgment. Rather, the test is whether the quality control procedures established by
the trademark owner are likely to result in differences between the products such that consumer confusion regarding the sponsorship of the products could injure the trademark

owner's goodwill. '3

Consequently, to assert trademark infringement under this theory, the mark owner must establish “(i) it has established legitimate, substantial, and nonpretextual quality control
procedures, (i) it abides by these procedures, and (iii) the non-conforming sales will diminish the value of the mark.”4 The procedures at issue need not be “the most stringent

measures possible” to trigger this exception; ' nevertheless, their existence must be pleaded and ultimately proven.

A fourth recognized exception applies when the resold goods differ so fundamentally from their authorized counterparts that no amount of disclosure can cure potential confusion over
whether the goods are authorized.'® This exception can apply if, for example, a once-genuine good has been so refurbished that it is unfair to describe it as originating with the owner

of the mark appearing on it.7

Finally, a fifth exception holds if a defendant has committed independent acts of deception in the reselling process. As one court has explained:

[T]he [first sale] doctrine is not available to uses that create confusion beyond mere resale. . . . Any conduct beyond mere resale triggers liability. For example, active or
purposeful deception, false suggestion, or misrepresentation on the part of a reseller, designed or likely to cause confusion about whether or not the reseller is an authorized
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dealer.'®

Thus, “the first sale doctrine does not protect resellers who use [plaintiffs'] trademarks to give the impression that they are favored or authorized dealers for a product when in fact they

are not.”19

Conclusion

A plaintiff seeking to use trademark law to block sales of its own goods at pandemic-related inflated prices faces a serious obstacle in the form of the exhaustion doctrine. Pursuant to
that doctrine, an objection to the circumstances under which branded goods are resold is not in and of itself a basis for a finding of liability. Nevertheless, exceptions to that doctrine
exist and can form the basis for injunctive, and possibly even monetary, relief. A mark owner wishing to follow 3M's lead therefore should give careful consideration as to how to
phrase its claims so they qualify for one or more of the exceptions. A failure to do so could lead to the summary disposal of its case, whether at the pleadings stage, or on summary
judgment.
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