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Tiny islands, Blg Trouble

The Soulh China Sea has long been a criticad waterway in
inlernational commerce. Stretching from the Steaits of Tdwan
in the nerth to Singspore end e Swails of Malaces in the
south, its fecund waters yield a tenth of the world's commer~
cial fish catch. It is transited by vessels accounting for half
the tennage: of occan-borne Interconiinensal trde. Yet squab-
bling over thee small ishind chains—the Spratly Islands,
the Paracel Tslunds, and the Pinnacke Islands —and two sub-
merged shoals and roefe—the Macclesficld Bank and the
Searborough Shoul-~thregten fo undernsine trade rolotions
and esealate political conflicts among Brunel, Ching, Japan,
Malaysia, Taiwan, the Philippines, and Vietnam, which have
staked elaims 1o part or all of these areas (Map 3.2),

The size of the territory at stake is small no more than
10 square mies of land spread throughout the 4-million-
square-mile South China Sea. Bul the size of the islands
underestimates their cconomic, strategic, wd  political
importance. Under the 1982 United Nuations Convention: on
the Law of the Sea (UNCLOS), a nation’s territoriat waters
consist of those within {2 pautical miles of its copstal
shores. These ferawral waters are considered to be part of
its sovercipgn lemilory, although foreign vessels are permit-
tedt innocent passage through them. UNCLOS aleo grunts
& nation an exclusive cconumic zone (EEZ) extending a
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maximum of 200 nautical miles from its coastal shores.
The presence of 2 continental shelf maxy also influence e
boundaries of an EBZ. Each country control all economic
resources within its EEZ. However. Adicle 121 ¢3) of
UNCLOS indicates that rocks “which cannot sostain human
habitation or economic [ife of their own shall have no exclu
sive econvmic zone” It is not obvioes tht s iskad groups
in dispute meet this threshold.

The Macclesfield Bank, a serivs of submierped shoals
and reefs, is cliimed by Vielnam, Ching, and Taiwen. (To
complicate muatters, as we discussed in Chapter 2, Chiny
believes that Taiwan is parl of its soversign territory.) The
Scarborough Shoal, an underwater fornation ¢laimed by
Ching, Taiwan, and the Philippines, bag wiggered commer-
cigl cenflicts between China and the Philippines. Tncidents
mvolving surveillance of Chinese fshisg boats by the
Philippiric navy have fed 10 boycotts of Chinese goods by
Philippine comsumers, alleged cyber attacks on Philippine
universifies by Chinese hackers, stricter repulations on
Philippine banunn cxpurts te China, and suspension of
Chine e tours to the Philippines.

The strugsies over the disputed island chains are
even more intense than over the two submerged forma-
tions. Ownership of e ind chuing impacty 4 countey's
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million Chinese workers are cmployed in 4,600 Jupancsc-
controlied factories, Should the Chinese market harn hostile
1o thern, Jupancse investars could redirect dheir investments
to ather parts of Asio, such as Vietsas ar the Philippines.
Moreover, e United States @nd Japan have & mutoal de-
fense treaty, which would escalate the significance of any
armed conflict between Ching and Japan.

Resolving these leritorial disputes will be complex.
Nautional pride may need to be balanced against the eco-
nomic benofits of pescef] resolution. Philippine lead-
ers have proposcd that Association of Southeast Nations
(ASEAN, discussed in more dotail in Chapier 10) and
China negotiate & binding code of conduct that would
sepulate commerclal zctivities in the region. Others experts
proposs that the squabbling nutions agree 10 binding arbi-
| tration under the acgis of the UNCLOS. Ching has refected
% arbilration, preforring to engage in hilateral negotstions
| owver the disputed arcas. Cynics suggest that given the
unéqual economic and militery power of Ching vis-dvis
its. nelghbors, bilatersl negotistions will inevilably favor
China.

Case Questions

3.22. Pick one of the island clusing (Paracel, Spratly,
Pirmaele/Senkeke/Dinoyw Tiaoyutai) under divpato.
Rescarch the claims of the parties asseding own-
ership of the island chain. Prepare 4 short mome
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summsirizing the ownership clainms, the hasis of those
claims, and a possible solutivn Lo the dispute, Are
bilateral negotiations, arbitratfor: under UNCLOS,

or & regionswide eode of conduct the best way to
resolve the conflicts? What are the advantaged and
disacivantapes of each approach?

3,23, Suppose you are an oxecutive for Forum Encrgy PLLC,
which was graated exploration rights in the Spratys
by the Philippines. What political risks do you face?
What. can you do to lessen these politiesl risks?

3.24. Suppose you are an executive for Toyota, which has
extensive FDI in China and has targeted the Chinese
market a8 eritical to the company’s future growth,
What pelitical risks do you face? What can you doto
lessen these political risks?
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Go to mymanagesnentiab.cont for Auto-graded writing questions as well as the following Assisted-graded writing questions:

3.25. Discuss the differences In accounting systems and procedures adopred by countries. YYhat are the primary influences on a

country’s accounting system?

3-26. What Is political risk! How can companies protect themselves from political risk!

3-27. Mymanagementlab Only—comprehensive writing assignment for this chapter.
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territorial waters and its EEZ, making ownesship of these
otherwise insigeificant islands extremely valvable. The
three island chains arc biessed with sbuadant fish siocks.
Moreover, geologists and petroleum enginesrs believe
sipnificant oll and gas reserves lic under the waters oF the
three chains, Estimated roserves vary widely, however.
The Epergy Infonmation Administration, the statisucal
branch of the U.S. Dupartruent of Energy, belicves the
South China Sexs vontains L1 billion barreds of oif ané 190
tritiion cubic feet of natral gas; (he Chinese National
Offshore Oil Company's (CNOOC) cstimates are much
kigher, 125 billion barrels oF oif and 500 triflivn cubic feet
of natural gas.

Vietnam, Ching, ard Tuiwen elaim sovereignty over
the Peracel Islands, which are roughly equidistant from

Vietazm rd Ching, French naval forces administered -

the avea as pant of France’s colony of Indochine. Afeer
France ceded contrel of its colony in 1954, the Parucels
wore adminisicred by South Vietnam, In 1974, the Chinese
rivy ousted Sonth Vietnum's troops and took control of
the Paracels, In 2012, the National Assembly of Vietnam
ruiterated the country's claim over both the Paracel and
Spratly Islands, China dismissed this action, assereing it
has “indisputable sovercignty” over the islands. The dip-
tomalic squabbies betsween Vietnam and Chiny heated up
in Seplember 2012, when Vismam charged that Chinese
forces robbed and assaulied Vielnsmese fishermen who
sought refuge on & Paracel iwland during & violeni storm,
Vietnam has also protesied plans by CNOOC, one of
Chins's state-owned oil companies, (o call for bids for
firms to drifl for oil and gas on 19 blucks oee mile from the
Parace] Island chein.

The strugele over the Spratlys is equally contentious.
By some vetimates, the Spratlys' oil and gas reserves are
Hrpor than those of Kuwait, Forum BEneepy PLC, a UK o
pany, is explariag for oil in the region uader rights granted
by the Philippincs. ONGC Videsh, 4 subsidiary of Indi's
siate owned oil company, has been granted similsr drilling
rights by Victnam. Excepting Brunei, all of the claimant
countries parrson porfions of the Spratlys, although one
must pity the pour soldiers stationed there becsuse many
of the garrisoned islands are described as “naturslly above
water only st low tide” To counteract the growing naval
assertiveness of China, Vietnzm and the Philippines have
sirengthened their military tics with the United States. The
United States hat also provided two former Coast Guard
cutters [o the Philippine navy.

But the hettest dispule 18 over five small islands and
three barren rocks labeled on ainelecnth-century British
naval charts as the Pinnacle Islands, Totaling less than three
syuare miles, the island growp is keown in Japan as the
Seokekn Isiands; the Chinese government declares them
be the Disoyu Islands, The Taiwaness government prefers
Tisoyutal as thelr name. Both Ching and Taiwan agree that
the Pinnacles belong to Taiwan; they disogree, of course,
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whether Taiwie 18 an indepeadent nation, & ervitory of the
People’s Republic of China, or the sovercign of mainlend
China. Convessely Japun believes that the Pinnscles are an
extension of the Ryukyu lslands, which is an integral coms
ponent of Japan.,

Although technically located in the East China Sea,
rather thas the South Ching Sea, the problems surround-
ing the Pinnacles are similar to those involving the Paracel
and e Spratly groups, excepl thal they are more in-
tense and more dungerous. Both Chinese and Jupanese
politiciang bave used the Pinnacle dispute t promote their
domestic political sgendas, The latest conltetemps began
in September 2012, when Yoshihiko Nody, Jupan’s prime
minister &t the tme, nationadized thee of the ishinds for
damesue political reasons. The Chincse medle denounced
tle move 4 an insull fo China’s digaity. Beijing refused o
send it officials to Internationsd Monetary Fund (IMF) and
World Bank meetings in Tokyo. Anfi-Japanese riots quickly
spread throughomt Ching, causing denage 10 Japancse-
owned propery. For Inslance, Japanese rewailer Avon’ store
in Qingdan suffered 8% miltion in damages. Chinese con-
samers also boyeatted Japancese goods, particularly Japancse
automobiles. Toyola’s Sepiember sules in China Gropped by
acarly & half, while those of Honda, Nissan, and Muzda fell
by a third. Chinese businesspersons and toorsts eanceled
visis and vacations i Japan, hurting Japanese aitfines snd
hotels. All Nippon Airlines suffered 46000 seat cancel-
Iations, costing an eslimated 10 billion yea in lost sules
Chinese factories shifled their orders for component parts
from Japancse companics to their South Korean ¢ompeti-
tors. Japan®s GDP is cstimated to have sheunk by 4.5 pereent
as a resuli of the boycotts.

China's response was not limited 1o sconomic hoyeotts.
The Chinuse Communist Party was in the midst of a transfer
of power, and wished © show no weakaass to the world,
Accordingly, the Chinese government intonsified its pres-
ence in the walers surrounding the Pinnacle 181ands, thereby
reasserting ity claims fo the isiands, Japan oo was undergo-
ing a political change, and Shinzo Abe, Noda's suseessor,
boosted Japan's military budget and incressed Japanese
naval patrols eround the Pinnacles. Chinese fishing boats in
the area alleped harassment by the Japunese Coast Guard.
In November 2012, Japan claimed that a Chinese frigae
locked its fire-control rader on o Japanese destroyer, which
fire, The conflict then wmed
chetocical: the Ching Daily declared that Japan is s *real
dunger and threat (0 the world” Jupanese Prime Minister
Abe denounced China's sotions as “a unilateral, provocalive
sel and exiremely regrettahls

The dimger and threat to the woeld aad the workd ccon-
omy will indeed be significant if ecoler heads fail to prevsil,
The ecconomic demage © the cafully colibrated supply
chaing created by multinutiont] corporations would be sig-
nificant, a5 would the damage 10 the Chinese economy, one
of the main eagioes of world cconomic growth. Aboul |5



