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South China Sea tensions escalate

Carlos Casanova / Alvaro Ortiz / Tomasa Rodrigo

The Permanent Court of Arbitration (PCA) in The Hague will announce the results of a ruling on
the South China Sea dispute between Philippines and China on July 12. China rejects the idea
that the international court has jurisdiction over the dispute and has announced a military drill
in the run-up to the decision, heralding an escalation of tensions in the coming months. The
new president of Philippines has displayed more willingness to downplay the territorial dispute.

The ruling in a nutshell

Philippines argues that under the United Nations Convention on the Law of the Sea (UNCLOS), China’s
claims to historic rights with respect to maritime areas of the South China Sea are unlawful because violate
UNCLOS agreements. A ruling in favor of the Philippines would encourage other nations who
currently have overlapping claims with China to follow suit. China will argue that this is a breach of
sovereignty and will intensify the claims and militarization efforts in the area, resulting in an escalation of
tensions. In fact, China just announced a 7-day military drill off the Parcel Islands ahead of July 12 and
has threatened with abandoning UNCLOS, which would be destabilizing for the region. Further, the
most likely verdict will avoid antagonizing China by including some compensation as Spratly Islands.

Alternative solution

Philippines and China could explore bilateral channels. In fact President Duterte has vowed that his
administration would reverse President Aquino’s policy on the South China Sea while Beijing has stated
that it is ready to start negotiations with the Philippines on South China Sea issues if Manila ighores
the arbitration ruling. As the Philippine economy is not dependent on exports to China (3% of GDP)
Duterte would use this as an opportunity to attract Chinese investments to close the infrastructure gap.

Tensions in the South China Sea on the rise Military spending has increased since 2004
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Beyond politics

Due to the economic relevance of the South China Sea in terms of revenues (energy, seaborne trade,
fishing...) some countries maintain tough attitudes. Indonesia has adopted a harsher stance over incursions
by Chinese fishing vessels, and arrested seven Chinese nationals after clashes off the Natuna Islands.
Looking forward, other South East Asian nations could re-assess their strategies in the area after the
PCA verdict, increasing the current arms build-up and the likelihood of military accidents.
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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.



