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Tiny Islands, Big Trouble

The South China Sea has long been a eritical waterway in
inlernational commerce. Steetching from the Steaits of Taiwan
in the north to Singspore and the Straits of Malaces in the
south, its fecund waters yield a tenth of the worlds commer-
cial fish catch. It is transited by vessels zecounting for half
the tonnage of eccan-borne interconiinenial frade. Yet squab-
bling over three small island chaing~the Spratly Islands,
the Paracel Islands, and the Pinnacle Islands —and two sub-
merged shoals and reofsthe Mueckesfield Bank and the
Svarhorough Shodl--threaten ta sndornsing trade relations
and esealate pefitical conflicts among Brunei, China, Jupan,
Malaysin, Taiwan, the Philippines, and Vietnem, which have
staked claints to part or all of these areas (Map 3.2).

The siwe of lhe territory st stake is snath no more than
10 square miles of land spread throughout the 14-million-
square-mile Svuth China Sea. But the size of the islands
underéstimates their ceonomic, strutegie, and politicsl
importance. Under the 1982 United Nations Convention on
the Law of the Sex (UNCLOS), a nation’s territorial waters
consist of those within 12 nautical miles of ifs coastal
shores. Thuse ferniorial waters are considered to be part of
its sovercign territory, although foreign vessels are permit-
ted innocent passage through them, UNCLOS alse grants
= nation #n exclosive cconomie zone (EEZ) cxtending a
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maximum of 200 nauticsl miles from Hs coastal shores,
The presence of & contineatal shelf oy also influcnce the
boundaries of an EEZ. Bach country controls sil cconomic
resources within its EEZ. Howewer, Article §21 ¢3) of
UNCLOS indicates that rocks “which carnot sustain haman
abitation or exonomic 1ife of theit own shall have no exclu-
sive seonomic zone" It is not chvious that the island groups
in dispute meet this threshald,

The Macclesfield Bank, a series of submerged shoals
and reefs, is cluimed by Vietnam, Ching, and Taiwan, (To
complicate matters, as we discussed in Chapter 2, China
believes that Taiwan is port of its sovereign territory,) The
Scarborough Shoal, an underwaster formation claimed by
China, Taiwan, and the Philippines, bas triggered commer-
cial conflicts between China and the Philippines. Incidents
involving surveillance of Chinese fishing hoats by the
Philippine nuvy have ked to boycotts of Chincse pouds by
Philippine consumers, ulleged eyber sltacks on Philippine
universities by Chinese hackers, stricter regulmtions on
Philippine banana cxports to China, and suspension of
Chinese tours to the Phifippines,

The struggles over the disputed iskend chains are
ever more inlense than over the two submerged forma-
tions. Ownership of the ixland chaing impacts a country's
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million Chinese workers are cmployed in 4,600 Japancsc-
controlied factories. Should the Chinese market turm hostile
to them, Japanese investors could redirect their investments
1o odher parts of Asia, such as Victsam or the Philippinos.
Moreover, the United States and Japan have 2 ol de-
fense treaty, which would escalate the significance of any
armed conilict between China and Japan.

Resolving these lemitorial dispules will be complex.
Nutional pride may need to b balanced ageinst the eco-
nomic benofits of peacefis] resolution. Philippine lead-
ers have progosed that Association of Southeast Nations
¢(ASEAN, discussed in more deteil in Chapier 10) and
Ching negotisle g binding vode of conduct that would
segulate commercial zctivities in the rogion. Others experts
proposs that the squabbiing nations agres 10 binding arbi-
tration under the acgis of the UNCLOS. China has rejected
arbitration, preferdng to engage in hilatersl negotations
over the disputed areas. Cynies suggest that given the
uneeual economic and milliery povar of Ching vis Bovis
ity neighbors, bilatersl nepotiations will inevitebly fvor
China,

| Case Questions

1 3.27. Pick one of the island chiing (Paracel, Spraily,
Pinnacle/Senkakw/Disoyuw/ Tisoyutal) under divpate.
Rescarch the olaims of (he parties asserting own-
ership of the island chain. Prepare a short memo

surnmsrizing the owaemship claims, the basis of those
claims, #nd a possible solution to the dispute, Are
bilatersl nogotiations, arbitration under UNCLOS,

or a region-wide code of conduet the best way to
resolve the conflicts? What are the advantages and
disadvantayes of each approech?

3.23. Suppose you are an cxecutive for Forum Encrgy PLC,
which was granted exploation rights in the Spratlys
by the Philippines. What political risks do you face?
What can you do to lessen these political risks?

3.24. Buppose you are an executive for Toyota, which has
exiensive FDI in China and hias targeted the Chingse
market &5 exitieal to the company's future growth,
What pelitical fisks do you face? What van you do to
lessen these political risks?

Sources: Based on “in Scwih China Sce, 3 dispute aver cocegy,” Waurkinglon:
Fuost, Junusry 25, 20H3; “Sealaku row raises miliunization Fears” Finmcint
Tiates, Februnry 6, 2013; *Dangerous shoals” The Zeanamist, nuary 14,
2083: "Chinu Dispute Casts Plf Over Jupun Growth,” Wall Seeet Jiarsal,
Cetober 14, 2012: “Hapamase onr sales dows in Chinal” Jupan Tines,
Octobyr 14, 272 “Roifing the waters” The Foenvuisi, huly 7, W2
“isnarn, Protests CNOOC's Mens to Divputed South Ching Sew” Walf
Strees Joarned As, Muzch 36, 2012, “Beijing in Frosh Sca Row with
Hunot” Well Sover Jowrnal, Mareh 1, 2002, “The devil in the deep blue
dewil] The Evonndsr, Fobrusry 4, 3012 “Curp among e Sprattys,”
The Eronomiss, March 19, 2031; US. tacrgy Infosmation Adminisseation
seport on the South Chine Sex, sceessible o Betpedfeww e UL govoountres!
regions-topics. m Hips=SCS.

MyManagementlab®

Go to mymanagermentlab.cont for Auto-graded writng questions as wel! as the following Assisted-graded writing questions:

3.25. Discuss the dilferences in accounting systems and procedures adopred by countries. Yhat are the primary influences on a
<ountry's accounting system!

3-26. YWhat is political risk! How can companies protect themselves from political risk?

3-17. Mymanagementlab Only—comprehensive writing assignment for this chapter.
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terriforiat waters and its EEZ, muking ownership of these
otherwise insignificant islands extremely valuable. The
three island chaing arc blessed with shundant fish siocks,
Moreover, geologists and petroleum enginecrs helisve
significant oil and gas reserves lic under the waters of the
three chains. Estimated reserves vary widely, however,
The Energy Information Administration, the statistical
branch of ibe U.B. Depastment of Energy, belicves the
South China Sex contains 11 billion barrels of oif and 190
tritfion cubic feel of natural gas; the Chinese Nationsl
Offshore Ofl Company’s (CNOOC) estimates ane much
higher, 125 billion barrels of oil and S0 triflion cubic feet
of naturaf gas.

Vietnam, China, sand Taiwen claim sovercignty over
the Peracel Istends, which are roughly equidistant from

Vietnam 4nd Ching. French naval forces administered -

the area as part Of France's colony of Indochinm Afer
 Framee ceded control of its colony in 1954, the Paracels
wore adminisiered by South Vietam, Fe 1974, the Chinese
rovy ousted Sounth Vietnum's troops sad teok control of
the Paracels. In 2012, the National Assembly of Victnam
reiterated the coustry’s clilm over both the Paracel asd
Spratdy Islands, China dismissed this action, asserting it
hay “indispuidble sovereignty” over the isiunds. The dip-
fomstic squabbies between Vietnam and China heated up
in September 2012, when Vietham charged that Chinese
forces robbed and sscaulied Vietnamese fishermen whe
sought refuge on # Paracel island during & violent storm.
Vietmam has also protested plans by CNOOC, one of
Chins"s state-owned oil companies, to call fur bids For
firms to drill for oil and gas on 19 blocks vne mile from the
Paracel Island chain.

The struggle over the Spratlys is equully contertions.
By some vstimales, the Spratlys’ oil and gas reserves are
tarper than those of Kuwail, Forum Baergy PLC, a UK com
pany, is exploring for 0il in the region uader rights pranted
by the Philippines, ONGC Videsh, a subsidiary of Indik's
state owned oil company, has been granted similar drilling
rights by Vietnam. BExcepting Brunei, all of the claimant
countries parrison portions of the Spratlys, although ane
must pity the poor soldiers stationed there becanse many
of the parrisoned islands are deseribed as “naturalfy sbove
water only at low tide” To counterset the growing naval
assertiveness of China, Vietnam and the Philippines have
sirengihened their militacy tes with the United States. The
United States has also provided two former Coust Guard
cutters (o the Philippine navy.

But the hottest dispule i over five small islands and
three barmen rocks labeled oo aineleenth-century British
raval charts as the Pinnacle 1slends. Totsling less than three
square miles, the island grovp is known in Japan as the
Seokika Islands; the Chincse govemment declares them ©
be the Disoya Islands, The Taiwanese govermment prefers
Tiaoyutei as their name. Both China and Taiwan agree that
the Pinnacles belong to Talwan; they disapree, of course,

whether Taiwan &8 an independent nation, & wrritory of the
People’s Republic of China, or the severcign of muinland
China. Convessely Japan believes that the Pinnscles are an
extension of the Ryukye Islands, which is an integral com-
ponent of Japan.

Although technically located in the Hast China Sea,
rather than the South China Sea, the problems surround-
ing the Pinnacles are similar w those involving the Paracel
and the Spratly groups, except that they are mose ine
tense and more dangerowns. Both Chinese and Japaoese
politiciang hawe used the Pinnacle dispote 10 promote their
domestic politicsl sgendas, The latest contretemps began
in September 2042, when Yoshihiko Nods, Japen’s prime
minister st the tme, nationalized theee of the islands for
domesuie politicdl reasons. The Chinese medin denownced
the move &8 an nsull to China's digaity, Beijing refused o
send its officials to International Monetary Fund (IMF) and
World Bank mectings in Tokyo. Antt-Japanese riots quickly
spread throughomt Chinn, causing dsmage 1o Japanese-
owned properly. For instance, Jepanese retadler Acon® store
in Qingdao suffered 39 million in damages. Chinese con-
sumirs also boyeotted Japanese goods, particularly Japanese
autormobiles. Toyota's Seplember sules in China dropped by
neirly 4 hatf, while those of Honda, Misson, and Mazda fell
by a third, Chinese businesspersons and tourdsts concelied
visits and vacations i Japan, hurting Japanese airlines and
hotels. Al Nippon Airhines suffered 46000 seat cancel-
lations, costing an estimated 10 billion yen in lost sules,
Chinese factories shifted their orders for component parts
from Japancse companics o their South Korean competi-
tors. Japan's GDP is estimated fo have shrunk by 0.5 percent
as & resuli of the buycotls.

China's response was not limited to cconomic heycous,
The Chinese Compumist Party was in the midst of a trensfer
of power, and wished to show no weakaess to the world,
Accordingly, the Chinese government inensified its pres.
ence in the waters surrounding the Pinnacle Islands, therehy
reasserting ity elaims to the istands, Japan too was undergo-
ing a political change, and Shinzo Abe, Noda's successor,
boosted Jupan's military budpet and increased Japanese
aaval parols around the Pinnacles. Chinese fishing boats in
the area alleged harassment by the Japanese Coast Guard.
In November 2012, Japan claimed that a Chinese fripate
locked its fire-control rudar on & Japancse destroyer, which

- iy a first stop to exchanging firc, The conflict then wmed

chetericdl: the Ching Daily declarcd thel Japan is a *'real
danger and threat 1o the world"” Japanese Prime Minister
Abe denounced Ching's actions a8 " unilatucal, provocslive
sctand exlremely regrettabhs.”

The danger and threst to the world and the world econ-
omy will indeed be significant if cooler heads fail o prevail,
The economic damage to the cancfully calibrated supply
chaing crested by multinationsl corporations would be sig-
aificant, as would the dumage Lo the Chinese ecoromy, one
of the main engines of world economic growth. Aboul |5



