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Abstract: This article uses a “principal-agent-subagent” analytical framework and
data that were collected from field surveys in China to (1) investigate the nature and
causes of the parallel trade in Coca-Cola between Shanghai and Hangzhou and (2)
assess the geographic and theoretical implications for the regional monopolies that
have been artificially created by Coca-Cola in China. The parallel trade in Coca-
Cola is sustained by its intraregional rivalry with Pepsi-Cola in Shanghai, where Coca-
Cola (China) (the principal) seeks to maximize its share of the Shanghai soft-drinks
market. This goal effectively supersedes the market-division strategy of Coca-Cola
(China), since the gap in wholesale prices between the Shanghai and Hangzhou
markets is higher than the transaction costs of engaging in parallel trade. The
exclusive distributor of Coca-Cola in the Shanghai market (the subagent) makes
opportunistic use of a situation in which it does not have to bear the financial
consequences of the major residual claimants (the principal and other agents) and
has an incentive to enter the nondesignated Coca-Cola market of Hangzhou by
crossing the geographic boundary between the two regional monopolies devised
by Coca-Cola. The existence of parallel trade in Coca-Cola promotes interregional
competition between the Shanghai and Hangzhou bottlers (the agents). This
article enhances an understanding of the economic geography of spatial equilibrium,
disequilibrium, and quasi-equilibrium of a transnational corporation’s distribution
system and its artificially created market boundary in China.

Key words: regional monopoly, interregional competition, intraregional competi-
tion, parallel trade, Coca-Cola, China.
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It is common practice for manufacturers
of frequently purchased branded goods,
particularly of those with a short shelf life
that demands local warehousing, to grant a
regional monopoly to an authorized local
distributor. The consequence of such a prac-
tice is a distribution network that often gives
the illusion of involving separate geographic
submarkets for the product, each of which
houses a monopoly distributor of the manu-
facturer’s brand. This is an illusion because
the manufacturer has little control over the
ultimate disposition of its product once it
leaves its hands, notwithstanding any
seemingly inviolable contractual arrange-
ments that it may have put in place. Thus,
the manufacturer’s authorized distributors
in different geographic submarkets
frequently find themselves in competition
with unauthorized imports of the same brand
from other regions. This is the parallel-
trading issue that may create the notion that
a franchised distribution network invariably
results in artificially bounded geographic
submarkets that operate in isolation from
each other, ignoring the reality of spatial
competition among those submarkets and
its broader implications.1 This article
explores this issue and its implications with
specific respect to the distribution of
Coca-Cola in the economically important
neighboring submarkets of Shanghai and
Hangzhou in China.

Although China is the world’s largest
producer of carbonated drinks, accounting
for more than half (about 16 billion unit
cases) the global market in 2003 (Liu 2004),
only three studies on the operations of Coca-
Cola in China have been carried out. On the
basis of a case study of the Coca-Cola
bottling plant in Tianjin, Nolan (1995)
conducted the first in-depth analysis of the
microeconomic impact of a single Coca-Cola
plant in China. He found that the Coca-Cola
business system, in general, has had a posi-
tive impact on the development of labor,

capital, and product markets in China.
Nolan’s findings are in line with the conclu-
sion reached in the meticulous input-output
model that was constructed by a team of
economists from Peking University,
Tsinghua University, and the University of
South Carolina (PU-TU-USC 2000). On the
basis of the theoretical framework of inter-
nalization theory, Mok, Dai, and Yeung
(2002) investigated Coca-Cola’s choice of
mode of entry into China. They discovered
that Coca-Cola had adjusted its initial choice-
of-entry mode from franchises and equity
joint ventures (EJVs; see G. Yeung 2001
for a definition of this concept) to a hybrid
of EJVs and franchises as part of its market
expansion strategy and to consolidating the
control of distribution channels for the soft-
drinks market in China.

The existence of parallel imports of Coca-
Cola is well known to the general public, and
it is estimated that parallel imports from
other European Union countries account for
up to 20 percent of the Coca-Cola market
in the United Kingdom (Rose and Beck
1999). Few scholars have analyzed these
phenomena, mainly because the existence
of parallel imports involves proprietary infor-
mation that is well guarded by Coca-Cola.
Despite the significance of parallel imports,
none of the aforementioned studies was able
to give a satisfactory answer to the ques-
tion of where and why parallel imports
exist or to detail the geographic implications
of such activities. Specific questions
remain as to why a parallel trade in Coca-
Cola exists in China and how such a parallel
trade between Shanghai and Hangzhou is
sustained, rather than being a periodic
phenomenon, as with parallel imports in
other countries.

This article discusses the nature and
causes of the parallel trade in Coca-Cola
between two regional monopolized markets
in China (Shanghai and Hangzhou) and
assesses the geographic and theoretical
implications of this trade for regional monop-
olies in China. In doing so, it provides an
analysis of the intricate relationship of the
regional monopolies and interregional and
intraregional competition, all of which are
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Sherwin (1985).
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vital elements of economic geography. It
consequently contributes to the under-
standing of the geographic implications, in
the form of spatial equilibrium, disequilib-
rium, and quasi-equilibrium, of one transna-
tional corporation’s (TNC) distribution
system and its artificially created market
boundaries in China. Our study differs from
conventional studies in two ways. First, in
contrast to conventional studies on parallel
imports, which have focused on the gray
distribution of genuine brand-name prod-
ucts across national boundaries by unau-
thorized importers (Malueg and Schwartz
1994; Barfield and Groombridge 1998;
Maskus 2000; Maskus and Chen 2004),
this article focuses on the trading of Coca-
Cola outside the designated territory of the
Shanghai bottler (but still within China).
Second, in contrast to analyses from the
perspective of interregional and intraregional
competition—MacKinnon and Phelps
(2001a, 2001b), on regional governance and
foreign direct investment in the United
Kingdom, and Sparke, Sidaway, Bunnell,
and Grundy-Warr (2004), on geographies of
power in the Indonesia-Malaysia-Singapore
growth triangle—this article disentangles the
complex relationships between a regional
monopoly and interregional and intrare-
gional competition through a proposed
“principal-agent-subagent” (PAS) analytical
framework.

The case of Coca-Cola is especially
intriguing because of the company’s status
as one of the world’s leading TNCs and its
expanding presence in China’s large and
rapidly growing economy. Thus, although
we focus on a single pair of geographic
regions in China, the omnipresence of the
company and its products throughout the
world renders our results and the novel
methodology that we introduce to reach
them applicable in both other countries and
other contexts. Moreover, this article
contributes to the literature of economic
geography by providing valuable insights into
how intraregional rivalry between Coca-Cola
and Pepsi-Cola in China created a spatial
disequilibrium in the form of parallel trade
and how the subsequent interregional

competition between Shanghai and
Hangzhou bottlers led to a breakdown of the
regional monopolized market boundaries
that were established through Coca-Cola’s
market-division strategy. Apart from disen-
tangling the interfirm network embedded in
Coca-Cola and its bottlers and distributors,
our findings could have profound implica-
tions for corporate and public policy with
regard to the demarcation and regulation of
monopolized market boundaries on both the
macrogeographic (international) and micro-
geographic (local) scales. From the perspec-
tive of efficiency, for instance, should TNCs
or the state allow parallel trade (imports)?

To collect firsthand information on the
parallel trade in Coca-Cola, we conducted
six rounds of field surveys in China and Hong
Kong between June 2002 and December
2004 (see Table 1). A number of interviews
with veteran executives and owners of all
of the market agents were undertaken at
different periods. These agents included
Coca-Cola (China), which is the regional
headquarters of Coca-Cola; the bottler in
Shanghai, whose products are involved in
the parallel trade; the bottler in Hangzhou,
whose monopolized market is affected by
the parallel trade; and major wholesalers and
retailers in Shanghai and Hangzhou, which
operate independently of the Coca-Cola
system, selling either authorized or unau-
thorized Coca-Cola or both. All the inter-
views were conducted in a semistructured
manner to facilitate the flow of conversation,
and each interview lasted for at least an hour.
The interview questions focused on empir-
ical evidence related to the two central
research issues of this study: the causes of
parallel trade between the two regional
monopolized markets of Shanghai and
Hangzhou and the geographic implications
of parallel trade for regional monopoly and
interregional and intraregional competition.

Before we discuss the phenomenon of
parallel imports and the market-division
strategy of Coca-Cola, we review the rele-
vant literature in economic geography and
present the analytical framework of this
article. We then analyze the effects of
parallel trade and the market-maximiza-

#2626—ECONOMIC GEOGRAPHY—VOL. 82 NO. 1—82104-Yeung



92 ECONOMIC GEOGRAPHY JANUARY 2006

tion strategy of Coca-Cola on the designated
markets in Shanghai and Hangzhou and
discuss the geographic and theoretical impli-
cations. The major findings are highlighted
in the conclusions.

Literature Review and
Analytical Framework

Research on parallel imports has often
been undertaken by scholars in business
schools and economics departments (see,
e.g., Palia and Keown 1991; Dutta, Bergen,
and John 1994; Malueg and Schwartz
1994; Barfield and Groombridge 1998;
Maskus 2000; and Maskus and Chen 2004).
Game theory-based models developed by
Dutta, Bergen, and John and Maskus and
Chen are probably the most important theo-
retical works on parallel imports.

Although there have been no previous
published studies on parallel imports in
mainstream Anglo-American economic
geography, there have been numerous
studies on TNCs. These latter studies have
varied considerably. Some have adopted the
earlier corporate geographic approach to
investigate the effect of policies and struc-
tures of multiproduct, multiplant enterprises
on changes in industrial location and regional
economic development (Hayter and Watts
1983, 157). More recent work has concen-
trated on networks and embeddedness.

O’Neill (2003, 677, 679), however, noted
that the TNC “has slipped from the geog-
rapher’s view and grasp,” even though
“enlivened corporate research is likely to
yield important understandings about spatial
economies, understandings that are critically
important to contemporary policy-making
at all levels of government and allied agen-
cies.”2 Furthermore, O’Neill argued that in
economic geography, TNCs have been “side-
stepped” by studies that are conducted
around, rather than on, the issues of
contention, notably under the paradigms
of flexible specialization and the customiza-
tion of production (Eng 1997; Norcliffe
1997; Ó hUallacháin 1997; Jin and Stough
1998; Scott 1988a; Storper and Salais 1997),
and global production networks and their
embeddedness (Amin 1997; Dicken and
Thrift 1992; Dicken and Malmberg 2001;
Dicken, Kelley, Olds, and Yeung 2001;
Dicken 2003; H. W.-c. Yeung 1994, 1997,
1998, 2002; Henderson et al. 2002; Coe et
al. 2004).

These strands of literature are useful in
explaining the dynamics of industrial loca-
tion (and relocation) and provide valuable

#2626—ECONOMIC GEOGRAPHY—VOL. 82 NO. 1—82104-Yeung

Table 1

Basic Background Information for the Field Study

Date

June 2002
July 2002

November 2002
April 2003

June 2004

December 2004
a There are many beverage wholesalers in Shanghai and Hangzhou. The research assistant from the Hangzhou
University of Commerce guided the authors to visit the owners of some randomly selected wholesalers.

Interviewees

Management executives from Coca-Cola
Eight major wholesalers and three retailers

in the Shanghai and Hangzhou marketsa

Management executives from Coca-Cola
Five major wholesalers in the Hangzhou

marketa

Six major wholesalers and two retailers in the
Hangzhou marketa

Management executives from Coca-Cola

Interviews Conducted By

The second author
The second author, accompanied by a research

assistant from Hangzhou University of
Commerce

The second author 
The first author, accompanied by a research

assistant from Hangzhou University of
Commerce 

A research assistant from Hangzhou University
of Commerce 

Both authors

2 There are, however, some notable exceptions,
such as Maskell (2001) and Taylor and Asheim
(2001). See also H. W.-c. Yeung and Lin (2003,
111–15) for an excellent review of the major theo-
ries in mainstream economic geography.
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insights into the linkages of TNCs (especially
their backward linkages and their determi-
nants and forms) and their geographic impli-
cations, yet they are not particularly relevant
to the analysis of the geographic distribution
of products through unauthorized channels,
the impact of parallel imports on the market
boundaries of regional monopolies, and
the geography of supply systems.
Contemporary Anglo-American economic
and industrial geographies are unable to
provide an analytical framework to analyze
these important geographic phenomena.

The application of transaction-cost
economics by economic geographers can,
however, yield insights into the selection of
an analytical framework for this study. 
Ó hUallacháin and Wasserman (1999, 39)
applied the transaction-cost theory of the
firm to analyze the organizational, techno-
logical and territorial strategies of Brazil-
based tier-one suppliers of chassis, engines,
and bodies for automobiles. They argued
that tier-one suppliers in an automobile
production chain are vertically integrated to
internalize the production of parts and the
assembly of subsystems to exploit economies
of scale, to ensure quality, and to protect
proprietary knowledge from opportunistic
subcontractors. Scott (1988b, 1988c, 1992)
incorporated transaction-cost economics into
the reconceptualization of neoclassical loca-
tion theory and the delineation of flexible
production agglomerations. He high-
lighted the need for firms to internalize
certain production processes that could
otherwise be efficiently externalized because
of imperfect and asymmetrical information.
By internalizing these processes, firms are
able to mitigate the transaction costs that are
associated with interfirm linkages in a decen-
tralized production system. Apart from the
quality of labor, Brannstrom (2000) made
the case that supervision costs, asymmetrical
information, and risk also contribute to the
creation of coffee groves in São Paulo, Brazil.

Nonetheless, Phelps (1992) argued that
Scott’s (1988b, 1988c) transaction-cost
analysis of vertical integration and disinte-
gration applies largely to a market that is
close to perfect competition. Pietrykowski

(1995) also contended that the transaction-
cost theory of industrial production proposed
by Scott (1988b, 1988c) is unable to explain
the location decisions of Ford Motor
Company in Michigan in the mid-twentieth
century. H. W.-c. Yeung (1996, 1997) also
pointed out that conventional transaction-
cost analysis tends to overlook social and
cultural factors, such as the role of guanxi
(personal relationships), which is embedded
in the development of Hong Kong-based
TNCs.

Although the foregoing studies were not
on parallel imports, they demonstrate the
potential explanatory power and draw-
backs of transaction-cost economics. In light
of the strengths and weaknesses of existing
analytical frameworks, in this article, we use
the framework of agency theory and trans-
action-cost economics for our analysis.

Agency theory is a theory of the firm
that explores the contractual relationship
between a property rights owner (the prin-
cipal) and its employees (managers and
workers: the agents) (Jensen and Meckling
1976). Transaction-cost economics analyzes
the contractual issues of a transaction that
arise out of the existence of the bounded
rationality and opportunism (the oppor-
tunistic or self-interested behavior) of agents
and asset specificity, which is the unique
character of a durable asset that may not
be redeployed to alternative uses (see Figure
1) (Williamson 1975, 1979, 1985). According
to behavioral economics, the rational choice
of a decision maker is subject to cognitive
limits, since human beings never have
perfect information and have only a limited
knowledge and ability to forecast the future,
which means that irrational decisions may
be made because of bounded rationality
(Simon 1957, 1982).

Fama and Jensen (1983a, 302) argued that
an organization (firm) is the nexus of written
and unwritten contracts between the owners
of property rights and the factors of produc-
tion. These contracts specify the rights and
obligations, appraisal criteria, and payoff
(remuneration) functions of each agent in
the organization, in terms of either fixed
payoffs or incentive payoffs that are tied to
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specific performance benchmarks. Fama and
Jensen (1983a, 303) further divided the deci-
sion processes of the agents in an organiza-
tion into two major categories: decision
management and decision control. Decision
management involves the initiation of
decisions (the generation of proposals for
the use of resources and the structuring of
contracts) and the implementation of deci-
sions (the execution of ratified decisions),
and decision control involves the ratification
of decisions (the choice of which decision
initiatives to implement) and the monitoring
of decisions (the measurement of the perfor-
mance of decision agents and the imple-
mentation of rewards).

When an organization is the nexus of
contracts, agency problems often arise
because the preparation and enforcement
of contracts involves agency costs (see Figure
1). These costs include the costs of struc-
turing, monitoring, and bonding a set of

contracts among agents with conflicting
interests (the interests of the firm versus self-
interest) and the value of output that is lost
when the costs of the full enforcement of
contracts exceed the benefits (Jensen and
Meckling 1976). According to Williamson
(1989), agency problems are part of human
nature because employees are prone to
opportunism under a mixture of stewardship
and agentship. In the context of the theory
of incentives, employees can be motivated
by their own commitment to be loyal stew-
ards of the organization, on the one hand,
and by the promise of rewards (through
remunerations) or the threat of bearing the
financial consequences of their decision
making, on the other hand. Therefore, the
imperfect enforceability of contractual
agreements is a natural consequence of the
opportunistic behavior of agents and the
bounded rationality of decision makers
(Williamson 1989). Apart from involving the
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Figure 1. The “Principal-Agent” (PA) analytical framework.
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enforceability of contractual agreements, the
high transactions costs that are associated
with some economic activities (representing
as much as 35 percent to 40 percent of the
costs; see North 1990) suggest that trans-
action-cost theory is an appealing approach
to explaining the existence of parallel
trade, for example, that it will not exist if the
enforcement of contracts carries no cost.

Parallel Imports and
Distribution Strategies of 
Coca-Cola

Parallel imports (gray marketing) exist
when an unauthorized distributor obtains
genuine brand-name products and then
resells them to others (wholesalers, retailers,
or consumers) without the permission of the
owner of the intellectual property rights
(copyright, patent, or trademark). It is esti-
mated that in the United Kingdom alone,
the parallel trade accounted for up to 20
percent of all medicine sales in 2004 (Jack
2005). From the perspective of the manu-
facturers or authorized distributors, it is
desirable to eliminate parallel imports to
protect market share. From the perspective
of consumers, parallel trade is desirable to
achieve the lower prices and increased
choice that come with the availability of
parallel imported commodities.3

According to the doctrine of national
exhaustion, the right of the owner of the
intellectual property to control distribution
ends only upon the first sale within a country,
and therefore the owner of such a right is
allowed to exclude parallel imports from
other countries. Countries with national
exhaustion are segmented markets, since the
original manufacturers have complete
authority to distribute goods and services
directly or indirectly through authorized

dealers. This is not the case with interna-
tional exhaustion, where the right of the
owner of the intellectual property right to
control distribution ends upon the first sale
anywhere, and therefore parallel imports are
allowed. In the case of regional exhaustion,
where the right of the owner of the intel-
lectual property right to control distribution
ends upon the original sale within a group
of countries (but not the first sale outside
the region; hence, parallel imports outside
the region are not allowed), parallel trade in
the region is allowed (Maskus 2000; Maskus
and Chen 2004). Arbitrage can occur when
the differences in price between different
markets (including differences that are due
to substantial fluctuations in exchange rates)
are greater than the transaction costs that
are involved in engaging in parallel imports
or when efforts are made to offset supply
shortages in regions at below the prevailing
market price (Cavusgil and Sikora 1988).

For a product with a short life cycle or
one that requires sale economies, sales teams
are under constant pressure to sell off exces-
sive stocks to distributors (including parallel
traders) before the cost of the product is
written off on the company ’s balance
sheet. This price reduction by manufacturers
and the subsequent fire sale by parallel
importers further erode the price of the
product and may lead to a vicious circle in
which the accumulation of excessive stock
prompts price discounts by the manufac-
turers, which entails further fire sales by
parallel importers. A gray market for a
product can also exist when an authorized
distributor sells excessive stock to gray
marketers outside the designated territories
to become eligible for a volume-discount
pricing scheme or to meet sales quotas that
are assigned by the manufacturer. A manu-
facturer’s authorized distributors may end
up competing with parallel traders, which
may erode that brand’s prestige. Moreover,
parallel imports may strain the relationship
between manufacturers and authorized
dealers, partly because of the erosion of
market share and profit margins and partly
because of the disruption of marketing
strategies. It can be argued, however, that
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the existence of parallel imports actually
facilitates the penetration of the market by
manufacturers because parallel imports help
to maintain a brand’s price competitive-
ness (Maskulka and Gulas 1987; Cavusgil
and Sikora 1988; Cespedes, Corey, and
Rangan 1988).4

Manufacturers can control the gray
market by disenfranchising offending distrib-
utors or by setting a one-price-for-all
policy for all distributors. Disenfranchise-
ment is costly for manufacturers because
of the expenses that are incurred in moni-
toring the incidents of offense, and a one-
price-for-all policy eliminates the opportu-
nities for price discrimination (Cespedes,
Corey, and Rangan 1988; Cavusgil and
Sikora 1988; Palia and Keown 1991).

Coca-Cola divides the world into different
regional markets, each of which is monopo-
lized by a corresponding exclusively fran-
chised or EJV bottler. Coca-Cola implements
a market-division strategy by including “terri-
torial sales provisions” in the exclusive
contract that is signed by each independently
operating bottler. These provisions forbid
any bottler’s sales team from selling Coca-
Cola outside the designated market where it
was bottled, thus in effect forbidding the
interregional competition of Coca-Cola.5 If
Coca-Cola products are found for sale outside
their designated territories, such as the sale
of U.S. Coca-Cola in Japan, then Coca-
Cola imposes a fine on the bottler that is
responsible for the parallel import. The
fine is equivalent to the wholesale price of
Coca-Cola and is payable to the bottler that
is affected by the parallel imports. In the fore-
going example, the U.S. bottler would have
to pay a fine for its parallel export of Coca-

Cola to the Japanese bottler to compensate
for its financial losses. The actual quantity of
Coca-Cola that is involved in the parallel
trade is verified by an independent intellec-
tual property consultant who is employed by
Coca-Cola (Field survey June 2002). In other
words, Coca-Cola creates a number of de
facto regional monopolies for its products all
over the world through its market-division
strategy and its associated penalty system. In
spite of the strict distribution rules that are
imposed by Coca-Cola, the parallel import
of its products still exists because there is a
significant difference in the price of Coca-
Cola in different markets to allow arbitragers
to earn profits. For instance, at 67 cents for
a 12-ounce can from a vending machine in
Japan, the parallel-imported U.S. product
is 40 percent cheaper than the Japanese
product, even when the extra transporta-
tion costs are included (Hays 2000).

Given China’s population of 1.3 billion,
which accounts for 21 percent of the world’s
population, and its average annual real rate
of growth in its gross domestic product of
about 9 percent since 1979, the country
has long been viewed as an important market
by Coca-Cola. Faced with keen competition
from its close competitor, Pepsi-Cola, and
an unfamiliar and highly volatile local market
environment, Coca-Cola has used different
modes of market entry, from franchises and
EJVs to a hybrid of EJVs and franchises, to
penetrate the Chinese carbonated-drinks
market (Mok, Dai, and Yeung 2002).

Coca-Cola implements a market-division
strategy in China, which means that it divides
the Chinese market into different regions,
where each regional bottler is vested with
monopoly rights to sell Coca-Cola in its
own territory. In 1993, Coca-Cola signed
territorial arrangements with the Hong Kong-
based Swire Pacific Group and the Malaysia-
based Kerry Beverages Group and assumed
an equity stake of 12.5 percent in each
company. Swire Pacific is responsible for the
production and distribution of Coca-Cola
products in southern China and in selected
interior provinces, and Kerry Beverages is
responsible for the northern and interior
parts of China. At present, Swire Pacific is
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4 In May 1988, the U.S. Supreme Court upheld
the legality of gray-market imports (Cavusgil and
Sikora 1988, 83–84; see also Duhan and Sheffet
1988; Palmeter 1988; National Economic
Research Associates 1999).

5 The 1980 U.S. Interband Competition Act
allows Coca-Cola and other soft-drinks compa-
nies to grant exclusive franchise rights to bottlers
in given locations. This law, however, may not be
enforceable outside the United States, since no
such law exists elsewhere (Hays 2000).
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an equity partner in 9 EJVs, and Kerry
Beverages is an equity partner in another 10
EJVs with Coca-Cola in China (PU-TU-USC
2000, 20–21). Since its entry into China in
1979, Coca-Cola has invested $1.1 billion
in building 25 bottlers (34 bottling plants)
and in setting up a sales and distribution
system with 600 service centers and 1.1
million distributors that reaches about 80
percent of the population in China. Coca-
Cola is the number-one brand in the carbon-
ated-drinks market in China and accounts
for a 23-percent share of the market.
Together with other brands under its distri-
bution network, such as Sprite, Fanta, and
the local brand, Smart, Coca-Cola represents
more than 50 percent of the Chinese market,
nearly double the share held by Pepsi-Cola.
With an increase in sales of 16 percent over
2003, China was the second largest market
for Coca-Cola in Asia in terms of volume in
2004, just next to Japan (“China Is the Sixth
Largest Market for Coca-Cola” 2004). By
2008, China is expected to be the third-
largest market for Coca-Cola (McGregor
2004; Dai 2004; Wang 2004).

Regional Monopoly and
Interregional and Intraregional
Competition

For the sake of simplicity, we do not
discuss the roles of chain supermarkets, such
as Metro and Carrefour, since they account
for a relatively small amount of parallel-
traded Coca-Cola. The relationship between
the three major agents that are involved in
the parallel trade (see Figure 2) is as follows
(Field surveys June and November 2002,
December 2004).

• Shenmei Food (Shanghai) is Coca-Cola’s
authorized bottler in Shanghai. It was
established in the form of an EJV by
Coca-Cola (China) in 1986. Coca-Cola
(China) became the majority equity
owner of this JV (40 percent) after it
bought equity shares from its EJV part-
ners, the Ministry of Light Industry
and the Shanghai Investment and Trust

Company, in 1995. It sets the wholesale
price of Coca-Cola in the exclusive and
designated Shanghai market indirectly
by selling Coca-Cola to its exclusive
distributor, Jiashan Co. (a pseudonym).6

• Jiashan is the exclusive distributor of the
Coca-Cola that is bottled by Shenmei
in the Shanghai market. It distributes
about 80 percent of the Coca-Cola that
is bottled by Shenmei, and Shenmei sells
the remaining Coca-Cola to chain super-
markets and restaurants directly. It also
sells Coca-Cola in the nondesignated
Hangzhou market through parallel trade.

• Zhongcui Food (Hangzhou) is Coca-
Cola’s authorized bottler in Hangzhou.
It was established by Swire Pacific in the
form of an EJV (with China National
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Figure 2. Market division and parallel trade in
Coca-Cola in Shanghai and Hangzhou, China.

6 Owing to the sensitive nature of the busi-
ness dealings between Shenmei and its exclusive
distributor, we call the distributor “Jiashan,” the
geographic name of its location and business
registration, to protect its anonymity.
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Cereals, Oils and Foodstuffs Import and
Export Corporation) in 1989. Swire
Pacific is the majority equity owner (44.6
percent) of this JV, which is financially
independent from Shenmei, although
Coca-Cola has an equity holding of
12.5 percent in the Swire Pacific bottling
unit. Zhongcui distributes Coca-Cola
directly to wholesalers in the designated
Hangzhou market.

Shanghai is a monopoly market with
only one entrant—Jiashan—whereas
Hangzhou is a duopoly market with two
entrants—the authorized bottler, Zhongcui,
and the unauthorized parallel trader, Jiashan.

Interregional Competition in the
Form of Parallel Trade

Parallel trade in Coca-Cola exists between
the designated Shanghai and Hangzhou
markets when the gap in the wholesale price
between these two markets is higher than
the transaction costs, including the cost of
transporting the products from Shanghai
to Hangzhou and the risk premium of being
punished by Coca-Cola (China), that are
involved in engaging in parallel trade. By
applying agency theory and transaction-cost
economics in the context of parallel trade,
one can regard the business relationship
between Coca-Cola and its bottlers as the
nexus of contracts (or the interfirm network,
according to H. W.-c. Yeung 1994, 1997)
between the principal and its agents. Agency
problems arise when a bottler (the agent)
that engages in parallel trade does not have
to bear a major share of the financial
consequences of the major residual (profits)
claimants (shareholders, owners, or princi-
pals that are responsible for net cash flows
and bear the residual risk), which include
Coca-Cola (the principal) and the other
bottlers (agents) (see Figure 1) (Fama and
Jensen 1983a, 1983b).7 In other words, an

agent’s decision to engage in parallel trade
generates an external cost to the principal
and the other agents. When an effective
control mechanism is not available to the
principal, the bottler is thus more likely to
act against the interests of the residual
claimants. To deal with agency problems and
to maintain the distribution system in an
orderly manner, Coca-Cola creates a number
of regional monopolies through a market-
division strategy that prevents interre-
gional competition to maximize the profits
of each designated bottler within its own
designated market.

In this particular case of parallel trading
of Coca-Cola between the designated
markets of Shanghai and Hangzhou, an
extension of the “principal-agent” (PA)
framework that is outlined in Figure 1 is
required. Although Shenmei and Jiashan are
both agents of Coca-Cola (China), the
relationship between them can also be
regarded as the nexus of contracts between
the principal (Shenmei) and its agent
(Jiashan). Thus, this is not a conventional PA
relationship, but a more complex PAS rela-
tionship among Coca-Cola, Shenmei, and
Jiashan (see Figure 3). In the proposed PAS
framework, agency problems arise when the
opportunistic decision of Jiashan (the
subagent) to engage in parallel trade bears
none of the financial consequences of major
residual claimants, which include Coca-Cola
(China) (the principal) and Shenmei and
Zhongcui (agents). In the case of Shenmei,
their gain in market share and the subse-
quent increase in production value that is
brought about by allowing Jiashan to engage
in parallel trade are partially offset by the
fine that is imposed by Coca-Cola (China)
for violating the market-division strategy. In
the case of Zhongcui, the existence of
parallel trade results in a loss in market share
and profits, but Zhongcui gets part of the
lost profits back in the form of fines.
Locating the parallel trade of Coca-Cola
within a transaction-cost paradigm reveals
that the enforcement of contractual agree-
ments by the principal to rein in the oppor-
tunistic market behavior of its agents and
subagents involves a high transaction cost,
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7 Residual risk is the risk of the difference
between stochastic inflows of resources and
promised payments to agents (Fama and Jensen
1983a).
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and any reliance on a self-enforcing agree-
ment in the form of market division and their
associated penalty system appears to be inef-
fective.

Regional Monopoly versus
Intraregional Rivalry with Pepsi-Cola

It is inconceivable that Shenmei does not
know about the existence of parallel trade
in Coca-Cola in Hangzhou, since it has been
fined by Coca-Cola (China) for engaging in
such activities as the sole supplier to the
parallel trader, Jiashan. It can be argued that
Shenmei is able to manipulate the Coca-Cola
market in both Shanghai and Hangzhou by

adjusting the selling price of Coca-Cola to
Jiashan. If Shenmei lowers its selling price,
then Zhongcui will lose its designated market
share in Hangzhou to the parallel trader as
long as Jiashan can arbitrage the difference
between the prices in Shanghai and those in
Hangzhou. According to the estimate of an
experienced beverage wholesaler in
Hangzhou, the value of the arbitrage when
Jiashan can transport Coca-Cola into the
Hangzhou market and undercut Zhongcui
is about 7.4 cents (0.6 yuan) per case per 100
kilometers (about 62 miles) (each case has
12 1.25-liter, or about 42-ounce, bottles of
Coca-Cola or an equivalent quantity) (Field
survey April 2003).

#2626—ECONOMIC GEOGRAPHY—VOL. 82 NO. 1—82104-Yeung

Figure 3. The “Principal-Agent-Subagent” (PAS) analytical framework of parallel trade in Coca-
Cola in Shanghai and Hangzhou, China.
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The crux of the issue is why Shenmei is
lowering its selling price and thus
contributing to the existence of the parallel
trade and whether it is lowering the price
deliberately or has another agenda. To
answer these two vital questions, one has
to understand the marketing strategy of
Coca-Cola (China).

Coca-Cola (China) aims to dominate the
Chinese cola market and especially to defeat
Pepsi-Cola, its major competitor. Pepsi-Cola
has two key strongholds in China: Chengdu
and Shanghai. Since its Shanghai market
accounts for about 40 percent of all the
Pepsi-Cola that is sold in China, Shanghai is
the natural battleground between Pepsi-Cola
and Coca-Cola. A management executive
from Coca-Cola told us:

It is Pepsi’s pricing policy to undercut Coca-
Cola by always charging a lower price than
Coca-Cola in China.|.|.|. Therefore, the
Shanghai bottler [Shenmei] has no choice but
to simply follow the orders of the Division
[Coca-Cola (China)] to try to match the price
of Pepsi by charging the lowest possible
price for Coke, even though it is earning next
to nothing in profit. In fact, the price of
Shanghai’s Coke is already the lowest in China.
It is the aim of Coca-Cola (China) to conquer
as much market share as possible from Pepsi
in Shanghai. (Italics added, Field survey
December 2004)

This competition helps explain why the
parallel trade takes place between Shanghai
and Hangzhou, rather than between other

regional monopolies in China. This market-
maximization policy is the strategic response
of Coca-Cola (China) to its intraregional
rivalry with Pepsi-Cola in Shanghai. A similar
strategy was pursued by Toyota and Nissan
to compete with General Motors, Ford, and
Chrysler in the U.S. automobile market in
the 1970s (Johnson 1982, 1995).

In 2003, Shenmei set the selling price of
Coca-Cola to Jiashan at $5.99 (48.5 yuan)
per case (each case has 12 bottles), which
is about 6 percent lower than Zhongcui’s
selling price to the wholesalers in Hangzhou
(see Table 2). With the prevailing wholesale
price of Coca-Cola standing in the region of
$6.30 to $6.43 (51 yuan to 52 yuan) per case,
independently operating wholesalers that
sell the authorized Hangzhou Coca-Cola in
Hangzhou are in an embarrassing situa-
tion, which ranges from suffering a loss of
6.2 cents (0.5 yuan) per case to making a
minimal profit of 0.5 yuan per case. Even
with a lower wholesale price of parallel-
traded Coca-Cola to retailers in Hangzhou
at $6.18 (50 yuan) per case, the whole-
salers are still able to earn a higher profit
margin up to 18 cents (1.5 yuan) per case if
no transportation costs need to be consid-
ered by selling parallel-traded Coca-Cola
from Shanghai in Hangzhou.8 In fact, the
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Table 2

Prices of Coca-Cola Supplied by Shenmei Food (Shanghai) and Zhongcui Food
(Hangzhou), 2003

X

Per Case of 12 Bottles (1.25 liters each, approximately 42 ounces),
in Yuan

Bottlers’ selling price to wholesalers
Wholesale price (to retailers) in Hangzhou
Profit margin of wholesalers in Hangzhou

Source: Interviews with various wholesalers in Shanghai and Hangzhou markets (Field survey April 2003).

Coca-Cola Supplied by Shenmei
(Parallel-Traded Coca-Cola)

48.5
50.0
01.5

Coca-Cola Supplied by
Zhongcui in Hangzhou

51.5
51–52

–0.5 to 0.5

8 Because of the risk premium that is involved
in having stocks confiscated or having a fine
imposed by Coca-Cola (China), the parallel-
traded Coca-Cola in Hangzhou commands a
lower wholesale price (Field survey April 2003).
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real price of Shanghai Coca-Cola in certain
package formats is even more competitive.
Apart from the lower nominal selling price,
the volume in a 500-milliliter (about 16-
ounce) can of Shanghai Coca-Cola is 52
percent greater than that of a 330-milli-
liter (about 12-ounce) can of Hangzhou
Coca-Cola. Furthermore, Jiashan’s selling
price for parallel-traded Coca-Cola to
major wholesalers in Hangzhou already
includes the cost  of  transportat ion,
which is why unauthorized Shanghai Coca-
Cola has been able to capture up to 90
percent of the beverage wholesale market
in the suburban and rural  areas  of
Hangzhou and up to 20 percent of the
Coca-Cola market in Hangzhou (Field
surveys July 2002, April 2003, June and
December 2004).

As far as Shenmei is concerned, the
consequence of adopting the market-maxi-
mization strategy by charging the lowest
possible price is a tiny net profit margin
of x (a small-value single-digit) percent.
By comparison, the average net profit
margin of Coca-Cola’s bottlers in China is
about three times higher, whereas the net
profit margin of Zhongcui is up to six times
higher (at two digits), which is the highest
among Coca-Cola’s bottlers in China. It is
small wonder that a bottler’s management
executive complained that “we are oper-
ating like a transportation company by
simply earning the fees to transport the
Coca-Cola from our plant to wholesalers
.|.|. we are all ‘coolies’!” (Field survey
December 2004). The market behavior of
Shenmei is a typical example of sales-
volume maximization that is subject to a
minimal-profits constraint (Baumol 1967).
Other similar predatory pricing policies to
enlarge a firm’s market share can be found
in the Chinese beverage industry. Mr.
Kon, for example, prices its products at
the lowest level in Tianjin, which is the
major market of its major competitor, Uni-
President (Field survey December 2004).

Geographic and Theoretical
Implications of the Parallel
Trade

There are several profound implications
of the parallel trade in Coca-Cola for the
principal, its agents, and the subagent.

Spatial Equilibrium, Disequilibrium,
and Quasi-equilibrium of the Coca-
Cola Distribution System

The market-division strategy and the asso-
ciated penalty system that are implemented
by Coca-Cola (China) are cost-effective ways
to enforce contractual agreements and keep
in check agency problems with its bottlers.
This is to say that there is a spatial equilib-
rium in the market boundary between
different regional monopolies. This is
especially the case for the EJV bottlers in
which Coca-Cola is a partner.

Under the market-maximization strategy
that is implemented by Coca-Cola (China)
in Shanghai, however, the market-division
policy of the Coca-Cola system is essentially
void because of the existence of agency prob-
lems, the opportunism of the agents and
subagent, and the bounded rationality of the
principal, whereby the focus is on Shenmei’s
market share, rather than on profit maxi-
mization. Subsequently, the previous spatial
equilibrium in the market boundary has
been transformed into a spatial disequilib-
rium with interregional competition between
regional monopolies in Shanghai and
Hangzhou.

The opportunism of Jiashan is motivated
by its relatively low transaction costs (and
hence its higher profit margin) and its high-
liquidity cash flow as a result of engaging
in parallel trade in Coca-Cola. Jiashan is
physically located and registered in
Hangzhou, according to the official admin-
istrative boundaries of the Chinese govern-
ment, but according to the designated
market boundary of Coca-Cola, it is located
in the Shanghai market (see Figure 4). Since
the cost of delivering Coca-Cola from
Shenmei to Jiashan is already incorporated
into its selling price, the cost of transporting
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parallel-traded Coca-Cola from Shanghai to
Hangzhou is relatively small to Jiashan.
Obviously, the locational advantage of
Jiashan lowers the transaction costs and thus
facilitates the existence of a parallel trade in
Coca-Cola from Shanghai to the Hangzhou
market (Field survey July 2002).

Apart from earning its profit margins,
Jiashan profits from the substantial cash flow
that is generated by the parallel trade. The
wholesalers in Hangzhou have to settle their
accounts with Jiashan by cash on delivery,
whereas Jiashan settles its accounts with
Shenmei on a three-month credit basis. The
profits that are generated from the cash flow
are not inconsiderable. Since an indepen-
dent investigator has uncovered at least
125,000 cases of parallel-traded Coca-Cola
every month, we can estimate that Jiashan
generates at least $749,000 (6.06 million
yuan) in cash flow per month (Field surveys
July and November 2002). Obviously, this
high-liquidity cash flow facilitates the busi-

ness operations of Jiashan, because the cash
can be used for other business activities,
which, in turn, further strengthens the incen-
tive for Jiashan to break into the regional
monopolized market of Zhongcui.

Coca-Cola (China) is unable to control
Jiashan’s opportunistic market behavior in a
direct and cost-effective way, as is illustrated
by the PAS framework (see Figure 3). Rather
than impose administrative sanctions in
the form of fines, as it does with the bottlers
over which it has certain administrative
control, Coca-Cola can seek to influence the
market behavior of Jiashan only indirectly
by putting pressure on Shenmei. This
strategy has proved to be ineffective and
inefficient in comparison with the strategy
used with vertically integrated tier-one
suppliers for the automobile industry that
was described by Ó  hUallachá in and
Wasserman (1999). It is clear that Coca-Cola
(China) has relatively limited control over
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Figure 4. The location of Jiashan Company.
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the distribution of its products by oppor-
tunistic subagents.

Theoretically, Coca-Cola (China) may be
able to file a lawsuit against Jiashan for
disrupting its market-division policy on the
grounds of the national exhaustion of intel-
lectual property rights. In reality, the high
transaction costs that would be involved in
such a lawsuit would prevent Coca-Cola
(China) from taking legal action against
Jiashan or other participants, such as chain
supermarkets, that are involved in the
parallel trade. Legal redress is costly and
often inefficient in terms of the ongoing
PA relationship (Tesler 1981). It may even
be legally impossible for TNCs in foreign
markets to enforce private contractual agree-
ments that limit sales outside their desig-
nated monopolized markets (Chard and
Mellor 1989). There are also no legal prece-
dents for parallel trade cases in China.
Should the court rule in favor of Coca-
Cola (China), it would then leave the
effectiveness of its implementation in doubt,
since Jiashan is operating independently of
the Coca-Cola system. Furthermore,
Coca-Cola (China) would be extremely
reluctant to disclose to the general public
the operation of its market-division and
market-maximization strategies in such a
court case because these are de facto
regional monopoly and predatory pricing
policies, respectively.

As for Shenmei, it has to overcome its own
agency problems to monitor the oppor-
tunism of Jiashan (see Figure 3). Under
the bounded rationality of market maxi-
mization, Shenmei has poor incentives for
preventing Jiashan from deviating from the
self-enforcing contractual agreement with
its principal and entering the unauthorized
market in Hangzhou, say, by restricting its
supply of Coca-Cola to Jiashan. The trans-
action costs that would be incurred by
Shenmei (the agent) for monitoring Jiashan’s
(the subagent) opportunistic involvement in
this parallel trade would certainly be higher
than the potential benefits of action: the
most effective way to prevent Jiashan from
being involved in the parallel trade in Coca-
Cola would be for Shenmei to appoint

inspectors who are based at the distributor
and other major wholesalers to record and
inspect the delivery of goods. Moreover, it
would be extremely costly for Shenmei to
replace its existing distributor, since Jiashan
distributes about 80 percent of Shenmei’s
output (Field survey December 2004).

To maintain the delicate quasi-equilib-
rium between the regional monopolies of
Shenmei and Zhongcui, Coca-Cola (China)
has a penalty system in place to punish
bottlers that violate its market-division
strategy. Coca-Cola (China), however,
cannot and would not fully implement this
penalty system because of its insistence on
its market-maximization strategy of
competing with Pepsi-Cola in Shanghai.
Moreover, as the majority equity owner of
Shenmei, Coca-Cola (China) has its own
benefit at stake. In these circumstances,
Coca-Cola (China) compromises its policy
on the control of parallel trading (interre-
gional competition) by fining the offending
bottler, since it has been unable effectively
to curb the market behavior of its agent,
Shenmei, and its subagent, Jiashan.
Officially, Coca-Cola (China) imposes a fine
on Shenmei of $1.85 (15 yuan) per case of
parallel-traded Coca-Cola once an allega-
tion has been verified by an independent
consultant. As a compromise between the
principal and its agents, however, the actual
amount of the fine is negotiated by Coca-
Cola (China), Shenmei, and Zhongcui. The
result is that Coca-Cola (China) has fined
Shenmei over $2.47 million (20 million yuan)
per year for engaging in parallel trade (Field
surveys June and November 2002, April
2003, December 2004).

Can Zhongcui fight back against the
parallel trade? Given the interregional
competition from Shenmei on lower pricing,
the authorized Hangzhou bottler has few
cost-effective options to hold in check the
entrance of parallel-traded Coca-Cola
from Shanghai, other than protesting against
the practice to Coca-Cola (China). First, the
transaction costs of eliminating the parallel
trade are too high, since Jiashan is located
in Hangzhou and thus has the locational
advantage of low transportation costs when
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engaging in parallel trade. Second,
Zhongcui’s profit margin would be squeezed
should the company engage in a price war
with the parallel trader, Jiashan. Third, the
reimbursement of the fines (about $206,400
or 1.67 million yuan per month) that are
imposed by Coca-Cola (China) on Shenmei
for its violation of the market-division
strategy helps mitigate Zhongcui’s loss of
profits, but it does not prevent the erosion
of its monopolized market share in
Hangzhou. This point is illustrated by the
animated statement of a management exec-
utive from Coca-Cola:

Zhongcui cannot complain vigorously to Coca-
Cola (China) as it is literally taking money by
doing nothing; .|.|. the reimbursement of fines
alone is over 20 million yuan per year and
accounts for 15–20 percent of its total annual
revenue. What else do they want? .|.|. As long
as their profitability is able to grow annually,
the Hangzhou bottler will not complain too
much [to Coca-Cola (China)].” (Field survey
December 2004)

Given that the present net profit margin
is already the highest among Coca-Cola’s
bottlers, Zhongcui actually has a limited
incentive to match the price to fend off
parallel-traded Coca-Cola from Shanghai
(Field surveys July and November 2002,
December 2004). From this perspective, it
appears that Zhongcui is passive in handling
the issue of parallel-traded Shanghai Coca-
Cola on the Hangzhou market, even though
it is the authorized bottler and has the
regional monopoly in the designated market
of Hangzhou.

Policy and Theoretical Implications

As long as parallel-traded Coca-Cola is
not disrupting Coca-Cola’s distribution
system excessively and the spatial quasi-equi-
librium between the regional monopolies
can be maintained, Coca-Cola (China) may
not be keen to eliminate the existence of
parallel trade and thus does not have to
control the opportunistic market behavior
of Jiashan because the key priority of
Coca-Cola (China) is to dominate the

Chinese soft-drink market, rather than to
regulate the boundary disputes between
regional monopolies. First, the existence of
a parallel trade in Coca-Cola will not have
a negative impact on the reputation and
quality of Coca-Cola because the trade is
still in genuine Coca-Cola, not a counterfeit
product. Second, the existence of the parallel
trade promotes interregional competition in
Coca-Cola between the regional monopo-
lies in Shanghai and Hangzhou, which will
increase, rather than decrease, the total
market share of Coca-Cola in China because
of the relatively lower retail prices of the
parallel-traded Coca-Cola. Third, Coca-Cola
(China) could benefit from the higher
demand for concentrate, from which the
company derives the majority of its revenues
from the wholly owned Coca-Cola
Concentrate Plant Co. in Shanghai, should
the total demand for Coca-Cola in China
increase owing to the existence of the parallel
trade. It is thus not surprising that a manage-
ment executive from Coca-Cola said, “Coca-
Cola cares, most of all, about market share
and the sale of concentrate, from which it
derives its revenues.|.|.|. Bottlers have to
execute the marketing [pricing] strategy
implemented by the division [Coca-Cola
(China)], even if they are not earning a
profit” (Field survey December 2004). If this
explanation holds water elsewhere, then it
may also explain why parallel imports of
Coca-Cola exist in other parts of the world.

Our findings are incompatible with Scott’s
(1992) argument that firms have to inter-
nalize their activities to counter the existence
of imperfect and asymmetrical information.
It is not the strategy of Coca-Cola to inter-
nalize its supply chains backward and its
distribution channels forward, since the
internalization of the distribution channels
involves a tremendous amount of investment
in a vast country like China (Mok, Dai, and
Yeung 2002). We have also made a case for
parallel trade, which is different from
analyses, such as the one by Cavusgil and
Sikora (1988), that have focused on the
disruptive effects of parallel trade, saying
that it should not be tolerated. Instead of
unraveling the distribution system, our
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analysis has shown that the existence of inter-
regional competition in the form of parallel
trade is inherent in regional monopolies in
the particular context of intraregional
competition between different TNCs. This
argument is largely consistent with the
model developed by Dutta, Bergen, and
John (1994), which concluded that the
optimal enforcement policy for manufac-
turers is to tolerate some level of parallel
imports because doing so reduces the trans-
action costs on self-enforcing contracts with
distributors. Given that the transaction costs
of effectively policing parallel trade and
effectively maintaining the market-division
strategy of Coca-Cola are higher than the
economic benefits that can be gained by
Coca-Cola in the entire Chinese market, it
seems that Coca-Cola (China) is content to
tolerate the existence of parallel trade in the
Shanghai and Hangzhou markets.
Theoretically, this point can be explained by
the Coase theorem (Coase 1960): the exis-
tence of parallel trade has no effect on the
ultimate penetration into China’s carbon-
ated soft-drink market (the ultimate alloca-
tion of resources in a society), but affects
only the division of market share and prof-
itability between Shanghai and Hangzhou
bottlers.

As a strategic response to the intraregional
rivalry with Pepsi-Cola in Shanghai, Coca-
Cola (China)’s market-maximization strategy
has an intrinsic spatial disequilibrium with
its market-division strategy. Under its
market-division strategy, Coca-Cola creates
a de facto regional monopoly in each
designated market, while under its market-
maximization strategy, Coca-Cola creates an
artificial price difference between the
regional monopolies in Shanghai and
Hangzhou. This approach not only explains
the emergence of the spatial disequilibrium
in the form of parallel trade between
Shanghai and Hangzhou, but also accounts
for the creation of unintentional interre-
gional competition between these two
regional monopolies, which may contribute
to an increase in the market share of Coca-
Cola in China. This strong argument can be
partially verified by the experience of two

bottlers in Liaoning province. Liaoning is
the only province in China to have more than
one Coca-Cola bottler, one in Shenyang and
the other in Dalian (both of which are
controlled by Kerry Beverages, but each of
which has its own local EJV partners and
general manager). The spatial disequilibrium
in the form of parallel trade in Coca-Cola
here is not as significant as it is in the
Hangzhou market, but the intraregional
competition between these two regional
monopolies has actually led to a significant
increase in market share, and Liaoning has
the highest per capita consumption of Coca-
Cola in China at 24–25 bottles per person
(Field survey December 2004). An inter-
view with an experienced manager of an
authorized distributor of popular Japanese
electronic products in Hong Kong also lends
support to this proposition: parallel trade
(imports) promotes interregional competi-
tion between regional monopolies (autho-
rized dealers) because they realize that their
market shares are not guaranteed (Field
survey December 2004).

Since the parallel-traded Coca-Cola from
Shanghai already accounts for up to 20
percent of the market in Coca-Cola in
Hangzhou, parallel trade sends a strong
signal to the Hangzhou bottler: its regional
monopolized market cannot be taken for
granted, and it is up to the sales team to
maintain its market share and profitability.
Feeling the heat of parallel-traded Coca-
Cola, Zhongcui implemented a series of
marketing campaigns to try to defend its
market share in Hangzhou. In 2002,
Zhongcui twice implemented a “bundling”
sales strategy for its Coca-Cola in Hangzhou,
whereby each wholesaler would get three
bottles of mineral water at no extra charge
for every case of Coca-Cola that it ordered.
Nonetheless, this marketing strategy was
ineffective in eliminating the parallel trade
in Hangzhou, since the nominal price of
Hangzhou Coca-Cola, at $6.37 (51.5 yuan)
per case, was still higher than the parallel-
traded Coca-Cola from Shanghai, at $5.99
(48.5 yuan) per case, without even taking
into consideration the differences in volume
(Field surveys July 2002, April 2003).
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Conclusions
This investigation of the parallel trade in

the Chinese beverage industry has
contributed to the literature of economic
geography in two major ways: it is the first
study of the existence of parallel trade and
its geographic implications on the product-
distribution system of a TNC, and it intro-
duced a PAS framework to analyze the
complex relationship between regional
monopoly and interregional and intrare-
gional competition through a representative
case study—the parallel trade of Coca-
Cola in two regional monopolized markets
in Shanghai and Hangzhou in China.

First, our article analyzed the issue of
parallel trade, which is an important
phenomenon that reveals the inefficiency
and limitations of TNC distribution networks
in foreign markets. Given the opportuni-
ties for arbitrage, market players have the
incentive and means to break into the market
boundaries of the regional monopolies that
have been devised by Coca-Cola’s market-
division strategy. Jiashan, the exclusive
distributor of Coca-Cola in the Shanghai
market, can enter the nondesignated
Hangzhou Coca-Cola market only through
parallel trade when the gap between the
wholesale prices in the Shanghai and
Hangzhou markets is higher than the
transaction costs of engaging in parallel
trade. The fortuitous location of Jiashan in
Hangzhou gives it the locational advantage
of lower transportation costs to conduct its
parallel trade in Coca-Cola in Hangzhou.
Moreover, Coca-Cola’s policy of attempting
to regulate the parallel trade and to main-
tain the regional monopoly ’s market
boundary by imposing a fine upon the
responsible bottler has proved to be inef-
fective because the offending bottler,
Shenmei (Shanghai), is under the direct
management of Coca-Cola (China). In such
circumstances, Coca-Cola (China) cannot
act as an impartial referee in a case of arbi-
trage that involves parallel trade. As a
strategic response to the intraregional rivalry
with Pepsi-Cola in Shanghai, the Shanghai
bottler has to obey the market-maximization

strategy of Coca-Cola (China) and charge
the lowest possible price for Coca-Cola so
as to compete for its market share with
Pepsi-Cola in Shanghai. This situation
contributes to the spatial quasi-equilib-
rium with other regional monopolies that
have been artificially created by Coca-Cola
and has resulted in the occurrence of a
parallel trade in Coca-Cola in the nondes-
ignated market in Hangzhou. This circum-
stance is consistent with the manufacturers’-
dealers’ quasi-equilibrium hypothesized by
Dutta, Bergen, and John (1994). However,
it is different from the conventional mech-
anism whereby parallel imports facilitate a
manufacturer’s penetration of the market by
maintaining the price competitiveness of the
manufacturer’s products or by serving to
clear excessive stock (Maskulka and Gulas
1987; Cavusgil and Sikora 1988). The rela-
tively limited control that Coca-Cola (China)
has over the distribution of its products in
two presumably regional monopolized
markets in China is a prima facie case in
which although one of the largest and most
powerful TNCs in the world may have tight-
ened control over production networks
within and between different countries, it
actually has limited control over the distri-
bution and redistribution of its products in
competitive foreign markets. In addition to
showing the importance of the corporate
strategy of a dominant TNC, this article
has highlighted the limits of corporate
authority over the wider value chain of
product distribution, thus responding to
O’Neill’s (2003) criticism of the lack of
corporate research in mainstream economic
geography.

Second, this article has proposed a PAS
framework for analyzing the complex rela-
tionship between regional monopoly and
interregional and intraregional competi-
tion through the case of parallel trade in
Coca-Cola. The conventional PA analytical
framework (Jensen and Meckling 1976)
explains the basic contractual relationship
between Coca-Cola (China) (the principal)
and its bottlers (agents). However, the exten-
sion of this framework—the proposed PAS
paradigm—not only serves to explain the
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contractual nexus of Coca-Cola (China) (the
principal), its bottlers (agents), and their
distributors (subagents), but it also provides
an analytical framework for the existence
of a spatial quasi-equilibrium in forms of
parallel trade in Coca-Cola between two
regional monopolized markets in Shanghai
and Hangzhou. It furthermore accommo-
dates the effects of a market-maximization
strategy implemented by the principal as a
strategic response to its intraregional rivalry
with Pepsi-Cola in Shanghai (see Figures 1
and 3). Moreover, the PAS is able to explain
that, under the circumstances of bounded
rationality (Simon 1957, 1982) and the
high transaction costs that are needed to
enforce the contractual agreements with
agents and subagents (Williamson 1975,
1979, 1985; North 1990), TNCs (the prin-
cipals) may actually have relatively limited
control over the distribution and redistrib-
ution of their products by the oppor-
tunistic agents and subagents. This article
has demonstrated that the simplified styl-
istic representations of market area analysis
that have been produced under the geog-
raphy-of-enterprise tradition (see Hayter
and Watts 1983) do not take into account
phenomena such as parallel trade and the
complexities of constructing and maintaining
market areas by TNCs.

Another significant contribution of this
article has been to provide a prima facie case
for the proposition that the efficiency of a
regional monopoly can be improved by the
introduction of interregional competition
through parallel trade (or parallel imports,
as a result of intraregional competition), and
that the theoretically deadweight loss of
regional monopolies (vis-à-vis a perfectly
competitive market) can be minimized. The
policy and theoretical implications of this
finding are profound, if they are verified in
other regions and industrial sectors, such
as the parallel imports of electronic appli-
ances from Japan into other Asian countries
and the parallel imports of automobiles
among different European countries. From
the perspective of efficiency, should we
encourage a view that there should be a
global or national regime of parallel trade

(imports)? Further research could usefully
be conducted in these areas.
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