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The Exhaustion Principle and the "Silhouette" Case

I. History of Exhaustion Rule

The exhaustion principle of industrial property rights has become part of European patent,
trade mark and copyright law since its conception. This legal rule existed in German case law
before, 1) and it was derived by the European Court of Justice from Arts. 30 and 36 EC
Treaty. The ECJ had interpreted these articles as guaranteeing the free movement of goods
and services within the European Community. Since it was the aim of the Treaty to abolish
barriers between member states, the exercise of industrial property rights should not lead to
interference with free trade.

Therefore the definition found by the ECJ was that a sale with approval of the right holder
precludes any interference with the further distribution of the same products in another
member state. In trade mark law the most important cases involved Centrafarm v. American
Home 2) which was the first in a series of repackaging cases. 3) The most recent cases
concerning repackaging issues were decided by the ECJ in 1997. 4)

A classic definition of the principle of exhaustion can be found in a patent case, namely the
Sterling Drug case 5) where the ECJ stated:

A derogation from the principle of free movement of goods is not justified where the product
has been put on the market in a legal manner, by the patentee himself or with his consent, in
the Member State from which it has been imported, in particular in the case of the proprietor
of a parallel patent.

This rule was extended in the Merck case 6) where the patentee had marketed his products in
a member state without patent protection for pharmaceuticals (Italy). The ECJ confirmed that
the decisive criterion is not the existence of patent protection in the country of first sale but
the consent of the patent owner to the marketing of the product in question.

The exhaustion rule in patent law was later confirmed in another Merck case (Merck v.
Primecrown) where it was stated by the ECJ that the "old" Merck rule is still valid law.
Therefore the ECJ confirmed that the first marketing of a product within a member state with
the consent of the patent owner will lead to exhaustion independent of the fact whether price
regulations in the first country had impeded the marketing possibilities and thereby the
remuneration of the patentee. 7) The ECJ reminded the patent owner that it is clearly his
choice if he wants to market his products in such a country in the first place.

II. Facts of ""Silhouette"

The Silhouette case was referred to the ECJ by the Austrian Supreme Court for a preliminary
ruling under Art. 177 on the interpretation of Art. 7 of the Harmonization Directive. 8)
Article 7 provides for an exhaustion of rights for goods that have been marketed by the
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proprietor or with his consent in the European Community or in the European Economic
Area.

Silhouette manufactures high-price spectacles that are marketed worldwide and normally sold
by the producer to opticians. Hartlauer, the defendant in this case, is a low-price chain of
distributors, which is not supplied by Silhouette because of its low-price policy.

In 1995 Silhouette sold approximately 20,000 out-of-fashion spectacle frames to Bulgaria for
export in that country or in the countries of the former Soviet Union. The agreement with the
Bulgarian company contained an export prohibition to the European Union. Hartlauer then
apparently had purchased those spectacles directly from the Bulgarian company and re-
imported them into Austria. Silhouette brought action requesting a preliminary injunction
before the Austrian courts arguing that these spectacles had been commercialized within the
EU without the consent of the trade mark owner.

Silhouette lost in two instances and filed an appeal on the law to the Austrian Supreme Court.
The Supreme Court acknowledged that no consent of the trade mark proprietor was in fact
given. It examined the scope of Art. 7 of the Harmonization Directive and its implementation
into Austrian law by Art. 10a of the Trade Mark Act. It noted that the explanatory
memorandum of the Austrian legislators indicated that in view of the former principle of
international exhaustion in Austrian law it was intended to leave the interpretation as to
whether the European-wide exhaustion excluded the recognition of international exhaustion
under Austrian law to judicial decision. The Austrian Supreme Court therefore stayed the
proceedings and referred the case to the ECJ. 9)

II1. First Question

With its first question, the Austrian Supreme Court wanted to know whether national rules
that provide for international exhaustion are contrary to Art. 7 of the Directive. With respect
to the European-wide exhaustion of trade mark law, a number of authors were of the opinion
that Art. 7 of the Directive pronounces a minimum standard that leaves room for national
legislators or courts to apply international exhaustion. 10) Most of these authors overlooked
that it could not have been the intent of the European legislators to leave this question to
national law. The application of an international exhaustion rule in one country would
immediately have European impact, since products sold outside the Community would come
back through that country flooding the Community. 11) If one or a few countries apply the
principle of international exhaustion within the Community, internal barriers would be
established which were intended to be abolished by the Trade Mark Directive. 12)

In the case before the ECJ, the Austrian, French, German, Italian and the UK governments,
together with the Commission, all argued that such an interpretation of Art. 7 must be
rejected. The only government that took a different view was the Swedish one which referred
to Art. 100 of the Treaty under which the Directive had been adopted and which allegedly
excludes a rule governing relations among member countries and non-member countries of
the Union. This argument was rejected by the ECJ. 13)

The ECJ agreed with the majority and the opinion of the Advocate-General and argued that it
is the purpose of the Directive to safeguard the functioning of the internal market, and that
different exhaustion rules would give rise to barriers to the free movement of goods.
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IV. Second Question

With its second question, the Austrian Supreme Court was not asking for a clarification of the
procedural consequences of an international exhaustion principle as such, but limited the
question to the interpretation of Art. 7 of the Directive, namely whether Art. 7 can alone
constitute the basis for the grant of an injunction against parallel imports.

Austrian trade mark law normally allows prohibitory injunctions only if, in addition to a trade
mark infringement, there is also a breach of unfair competition law, namely the existence of a
risk of confusion as to the origin of the products. This of course is not given if the original
products of the trade mark proprietor are concerned, and not even a difference in quality - as
would be the case in production by a licensee - can be alleged as in some of the earlier
exhaustion cases, e.g., the Cinzano decision of the German Supreme Court. 14) Therefore,
the Austrian Supreme Court wished to know in its second question whether Art. 7 of the
Directive constitutes a right in itself for granting an injunction, since the Austrian legislators
had implemented Art. 7 into Austrian law in virtually identical terms, but did not implement
Art. 5 (1)(a) of the Directive.

The ECJ argued that the Directive normally does not have direct effect and therefore does not
of itself impose obligations on an individual. However, as the Advocate-General had already
stated, this was not the question asked by the Austrian Supreme Court. The ECJ then
continued that the rights for restraining someone from making use of a third party's trade
mark must be derived from Art. 5 of the Directive. It is not clear whether the Court wanted to
take the position that Art. 5 provides for prohibition rights only against third party marks, but
not against use of a trade mark by a third party if the mark has been affixed to the product by
the proprietor himself. This would mean that if there is no violation of Art. 5, additional
circumstances must be given for the grant of an injunction, and it is up to the national courts
or the legislators to define the prerequisites for such a prohibition. The Court did not follow
the suggestion of the Advocate-General that Art. 5 should be read into national law with the
aim to interpret national law in conformity with the goal of the Directive. This is surprising,
since according to the ECJ's very own case law, national courts must provide effective
remedies for the enforcement of Community rights. Such enforcement must not be rendered
impossible in practice or excessively difficult. 15)

Therefore one would have expected that the Court would interpret Art. 5 by telling the
Austrian legislators that they had perhaps wrongly implemented the Directive into national
law, and that a restrictive interpretation of Art. 7 would make its enforcement practically
moot. Denying an injunction to the trade mark owner means taking back with the right hand
what the ECJ had first given with its left hand in respect to Question 1. If indeed a national
law requires confusion as to the origin of the respective products for the grant of an
injunction, trade mark owners will have a problem, since in a situation of re-importation of
original products neither a risk of confusion as to source nor as to the quality of the products
normally exists. This would mean that the exhaustion principle as contained in Art. 7 is
limited to the enforcement of contractual rights in a license agreement, i.e., the allowability of
an export prohibition, so that the trade mark owner could not file an action for trade mark
infringement against third parties that are not bound by contractual obligations. If one leaves
the enforcement to national law, a distortion of the free movement of goods within the
Community would still be inevitable.

In the Advocate-General's opinion, he agreed with the Court on the first question and had also
rejected the principle of international exhaustion, indicating a possible price difference with
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respect to identical goods between a country allowing international exhaustion and other
countries in the Union. As already mentioned, he was however of the opinion that the trade
mark owner could enjoin, on the basis of Art. 7, the use of his trade mark by third parties for
products coming from outside the EU.

V. Critical Remarks

The decision of the ECJ must be criticized for several reasons.

a) It must first be remembered that without an exhaustion rule the trade mark owner enjoys
exclusive rights within a certain territory, and he therefore is normally entitled to stop goods
at the borders of the respective territory bearing an identical mark to his own. This right exists
against all third parties as an absolute right under trade mark law. The German legislators
therefore correctly explained in the government notes on Sec. 24 - the rule implementing Art.
7 into the German Trade Mark Act - that the trade mark owner enjoys "rights based on trade
mark law" (markenrechtliche Anspriiche) as opposed to contractual rights.

Therefore Art. 5 is the general rule for the granting of an injunction, and Art. 7 defines an
exception or limitation to this right. If that is the case, the right to an injunction remains, if the
conditions of Art. 7, the exception, do not exist, i.e., if exhaustion must be denied. 16) While
the argument of the ECJ might be acceptable that an individual cannot directly rely on Art. 7
for the grant of such a prohibition, in its hint to Art. 5 it should have been more specific in
order to make it clear that in such a case there are no restrictions that exclude the enforcement
of trade mark rights against parallel imports. If Art. 7 does not contain a mechanism for the
grant of an injunction, Art. 5 does. This clarification has not been given by the ECJ which
apparently felt obliged to interpret the question of the Austrian Supreme Court very
restrictively, thereby leaving all other points open.

b) This clarification would have been more appropriate since the application of Art. 5 to
situations where no confusion as to origin is given was the very issue of the Silhouette case. It
is therefore surprising that one does not find a confirmation in the decision that Art. 5 does
not require confusion, as far as identical marks and identical products are concerned.

Article 5(1)(a) reads: "The proprietor shall be entitled to prevent all third parties not having
his consent from using in the course of trade: a) Any sign which is identical with the trade
mark in relation to goods or services which are identical with those for which the trade mark
is registered."

Only in paragraph (b) where similar marks and services are dealt with, can one find the
condition of likelihood of confusion as an additional requirement. This provision has been
taken over from the Directive by the German legislators in Sec. 14(1) Trade Mark Act, and
German scholars and practitioners are unanimous in their view that no risk of confusion is
necessary in case of identity of marks and identity of goods. 17)

In fact, this author was of the opinion so far that it was one of the basic elements of the new
harmonized European trade mark law that indication as to origin is no longer the only
function of a trade mark and has been extended to other functions like quality and
advertisement, 18) so that the confusion as to origin is no longer a necessity for being able to
enforce trade mark rights. In fact, in most countries the harmonized trade mark laws do not
require likelihood of confusion if there is identity of marks and identity of goods and/or
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services. 19) If therefore a country did not recognize the significance of Art. 5 and did not
properly implement this rule into national law, the ECJ should have corrected this mistake.

c) Were the view to be taken with respect to Art. 7 that the enforcement of trade mark rights
by way of a trade mark infringement action is excluded, this article would be limited - if at all
- to a "white clause" in trademark licensing agreements that would allow parties to agree on a
prohibition as to the re-importation of goods but not give the trade mark owner the necessary
weapon to stop re-imported products on the market that are no longer in the hands of the
licensee.

The distinction between contractual and absolute rights is of primary importance in licensing
practice. Under the laws of many countries a licensee who exceeds the rights granted to him
by the license agreement commits patent or trade mark infringement. This means that
products sold by the licensee in violation of the agreement are infringing products and can be
stopped even after they have been sold on the market. This is the logical result of the
definition of an absolute right of which the licensee has only received a part that he has been
allowed to exploit while the trade mark owner, i.e. the licensor, has retained all other rights.

In the past this interpretation had been applied in Germany only to patents. Under the new
Trade Mark Act, trade marks are also regarded as absolute rights with the same consequences
as described before. The additional result of a violation of an absolute right in contrast to
contractual violations is that the licensor is not limited to requesting royalties, but he can also
ask for damages calculated as in any other trade mark or patent infringement suit.

Does this mean that the ECJ does not regard a trade mark as an absolute right with respect to
Art. 7?7 This would be in contradiction to the Puma decision where the Court had confirmed
that no risk of confusion must be proven if the marks are identical. 20) A limitation of the
enforcement of trade marks would also mean that those who had hoped that licenses to
countries outside the EU could be granted without any risks, and therefore more generously,
have been deceived. Who will take the risk of granting licenses to developing countries if it
must be feared that "original" products can so easily be brought into the Community, as was
the case with the Silhouette products?

It is indeed regrettable that when answering the two questions asked by the Austrian Supreme
Court the ECJ has tried to answer the trade mark part of the problem without considering the
commercial implications and ramifications that a more difficult enforcement of re-importation
clauses in license agreements will have. The ECJ is certainly aware that practitioners have
repeatedly demonstrated that licensing of technology and licensing of trade marks have an
enormously beneficial effect on international trade. Many more license agreements would be
concluded if the licensor could effectively limit a license outside the Community to a certain
territory and if he could rely on clear and safe rules against re-importation. 21)

Where a licensor, himself, produces in a market with high production costs and high safety
standards, environmental restrictions and so forth, he has a general commercial interest in
being protected against the re-importation of "his" products manufactured in a different
environment, with lower wages, lower safety standards and less environmental protection in
regard to the manufacturing process. No one can force all governments in developing
countries to raise the safety and environmental standards to the level of that in Europe and the
US. No developing country could afford to raise wages to western standards, and Germany
has experienced that even raising the wages in East Germany without improving productivity
at the same time can lead to high unemployment because of lack of competitiveness.
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Therefore, it makes sense to manufacture products in other parts of the world, with know-how
from industrialized countries but at lower prices, and distribute them under trade marks that
guarantee the same quality, or at least the quality that satisfies the needs of the local market. If
there 1s a high risk that those products come back through gray trade channels without the
possibility of stopping them at the borders of the EU, licensing will certainly not increase and
probably even be reduced - not only in the trade mark field, but also in regard to patents. The
view that a limitation of the exhaustion principle would only benefit multinational companies
22) can therefore not be shared. Licensing is a chance for small and medium-size companies;
multinationals can manufacture themselves. The limitation of the exhaustion principle in
copyright law therefore has the primary goal of protecting the individual author by allowing
him to apply a selective pricing and distribution policy. 23)

VI. Practical Cases

While the economic and political principles are far from being reconciled, the legal rules of
what constitutes exhaustion in a given case might even pose more problems.

One case was recently decided by the Cologne Court of Appeals that concerned the sale of the
famous Mercedes star which the cars of that manufacturer proudly carry on the front of the
automobile and which are very often the object of souvenir collectors. While the original star
is fixed to the car by a roller bearing joint, but easily breaks if one turns it beyond a certain
point, the stars of the defendant who had marketed them without authorization of Daimler
Benz could be easily removed by the owner with a bayonet joint so that he could always take
it off when parking the car. The court of appeals decided that the modification of the original
construction principle can be enjoined by the trade mark owner, and exhaustion of his trade
mark right must be denied. The general admissibility of the reproduction of spare parts has its
limits where absolute rights like a trade mark are infringed.

Some cases go even further. The German Supreme Court decided the case of a towel
dispenser normally installed in bathrooms of restaurants, airports etc. The container for the
paper towels carried a particular trade mark for which a third party had delivered paper towels
in violation of the delivery agreement between the manufacturer of the dispenser and the
restaurant. The Supreme Court affirmed the existence of an infringement and that no
exhaustion of the trade mark on the dispenser had occurred.

A similar case was later decided by lower courts for soap dispensers. If the dispenser shows a
particular trade mark, the consumer must assume, according to the court, that the product
within the dispenser has been produced by the trade mark owner. The trade mark right of the
proprietor is not exhausted, independently of the fact whether he had given the dispenser for
free to the restaurant or whether it was sold. 24) Similarly a number of cases have been
decided in the context of the repair of patented or trade marked products. Normally the courts
consider whether a repair comes close to being a new manufacture and must therefore be
subject to the authorization of the trade mark or patent owner. 25)

From the above considerations it becomes clear that it was certainly premature to argue, as
some commentators did, that parallel import cases in the future will easily be dealt with by
preliminary injunctions. In this author's view, the interesting part of the discussion, as to what
the Silhouette case actually means, has only started.

In particular, the following questions will have to be examined:
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- What does consent mean? Is express consent required or is also implied consent sufficient?
What if the consent is limited to a certain territory, but the importer has no contractual
relations with the trade mark proprietor?

- What does putting on the market mean? If the products are still in the hands of distributors,
are they already on the market? What if the distributor is contractually linked with the trade
mark proprietor who has made a reservation as to a certain form or territory of sale?

- Is there a difference between parallel imports (source outside of the EU) and re-importation
(source within the EU with subsequent exportation and re-importation)?

- What is the relationship with Art. 85? Does Art. 7 of the Directive allow prohibition of re-
importation? Can the Javico/Yves Saint Laurent 26) decision of the ECJ be interpreted as
allowing a re-importation prohibition if it concerns a territory outside the Community, or
would Art. 85(1) EC Treaty be also applicable in such a case? Should one keep silent about
re-importation in a sales agreement? Is a clause "To be sold in country X" to be preferred to
an express prohibition?

It remains to be seen whether the other exhaustion cases that are still pending before the ECJ
might answer some of these questions.

*) Dr. jur.; LL.M., Harvard University; Attorney-at-Law, Munich.
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