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The Hague Ruling is set to escalate tensions and
later negotiations

Carlos Casanova, Alvaro Ortiz, Le Xia

On July 12™ The Hague’s Permanent Court of Arbitration (PCA) announced its ruling on the
territory dispute submitted by Philippines, which in essence rebukes almost all the China’s
claims in the South China Sea. Beijing immediately rejected the ruling of the PCA and vowed to
protect its historic and economic rights in its claimed water. We expect that the ruling could
lead to the escalation of tensions at sea in the short term as China is set to assert its control
and repudiate the ruling. In the end, the dispute needs to be solved at the negotiating table.

The ruling is in favor of Philippines
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S Philippines, and a few other neighboring countries having similar
disputes with China to celebrate their victory. However, it is noted
that there is no way for the PCA to enforce its ruling in the face of

China’s rejection and Chinese Authorities have already manifested against the PCA ruling.

Escalating tensions is in sight for the short run

As pointed out in our prior to the ruling announcement last week Global Hot Topic:South China Sea
Tensions escalate, China is set to become more assertiveness in the face of an unpalatable outcome. One
likely reaction is that China can re-start the building of artificial islands in the disputed waters, which
were suspended by mounting international pressure, to show their defiance to the tribunal’s ruling.
They may also increase the frequency of navy patrolling in the disputed waters. These assertive actions
could incur the escalation of US interference in the disputed territory although Washington claims to take no
side on sovereignty issues of the islands in the South China Sea.

The way lying ahead

In the end, both sides need to realize that the solution for territory dispute should come from the
negotiating table rather than confrontations at sea. In this respect, President Duterte of Philippines had
already released certain goodwill prior to the ruling. In China’s statement of rejecting the ruling, the
government as well called on Philippines and neighboring countries with similar territory disputes
(see table) to start bilateral negotiations with China. Nevertheless, the way lying ahead is set to be very
bumpy. Both governments should avoid being hijacked by domestically rising nationalism. Moreover, all the
sides at stake need to reduce the risk of misfiring in the prospective confrontations at sea. We reckon that
the fourth quarter of this year could open an ideal time window for Philippines and China to start
their bilateral negotiation when the upcoming US president election could reduce US interventions in
the region.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



