BBVA Geo-World Hot Topics
21 Sept 2016

GEOSTRATEGIC ANALYSIS

South China Sea: Stable but tenacious waters

Carlos Casanova / Alvaro Ortiz / Tomasa Rodrigo

It’s been over two months since The Hague ruled that China does not have historic rights to the
South China Sea. Tensions will continue to escalate further before a bilateral agreement is met,
as other players step into the scene. Upside risks remain, particularly in neighboring countries.

No real progress on bilateral talks between China and the Philippines

Philippine President Rodrigo Duterte was resolute about his intention to seek a bilateral solution to the
territorial disputes with China. However, not much has happened since The Hague announced its ruling in
favour of the Philippines on July 13. By neither rejecting nor confirming the result of the arbitration, Duterte
may in fact be playing the U.S. and China against each other. The president recently announced that his
administration will gravitate away from US dominance in the Philippines, and called for the withdrawal of U.S.
forces from the South of the country. Duterte is also allegedly considering purchasing armament from China.

Complexities increase as other players step into the scene

China and Russia conducted joint maritime drills last week. The “Joint-Sea 2016” is part on an annual
exercise, but this was the first time that the drills took place in the South China Sea. The timing is interesting
as it coincided with the end of the ASEAN Summit in Laos, where member states (and China) agreed to
have a legally binding code of conduct in the South China Sea in effect before the end of the year to prevent
accidents. Vietnam in particular could be a dark horse in the making, as tensions have been higher than in
other countries with overlapping claims.
Ei%urﬁl%ct index: Vietnam and Philippines For example, Hanoi saw big protests in March to mark
(Number of conflicts / Total events) the anniversary of the 1988 “Spratly Islands naval
battle”, where 64 Vietnamese soldiers were Killed.
Viethamese Prime Minister Nguy&n Xuan Phuc
recently concluded his first official trip to China, in a
bid to mend bilateral ties. The U.S. could seek to
intensify its diplomatic efforts in the region in
response to a more assertive China, which may not
go down well in Beijing. Of course, this will depend on
the result of the upcoming election, but other regional
powers have already started to deploy more
resources to the area. For instance, Japan recently
Y Y P e announced that it will supply the Philippines with
patrol vessels and surveillance planes to counter
Chinese expansion in the area.
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Tensions will escalate further before an agreement is achieved

While tensions have remained manageable so far, the repercussions of the PCA ruling are not over yet.
Furthermore, the political landscape just got more complicated, as new actors have stepped into the scene.
This is why we expect some upside risks and more tensions going forward.
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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.



