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Preface

It is now widely recognized that foreign direct investment can play an important role in economic
growth and development. Consequently, governments strive to create a favourable climate to attract such
investment. They do so by providing an enabling regulatory framework which includes reducing investment
restrictions, granting certain standards of treatment, legal protection and guarantees, and strengthening
measures aimed at securing the orderly functioning of markets.

Bilateral treaties for the promotion and protection of foreign investment are an element of that
framework. Exclusively dedicated to investment, the legal issues they address are among the most important
for foreign investors. Bilateral investment treaties were introduced for the first time four decades ago and
have since remained largely unchanged in terms of their format and the issues they cover. However, some
new issues were introduced over the years, and there are also important differences in the formulation of their
provisions that deserve scrutiny.

The United Nations has analysed bilateral investment treaties for many vears as part of its work on
foreign direct investment, which is"presently carried out by the Division on Investment, Technology and
Enterprise Development of the United Nations Conference on Trade and Development (UNCTAD). In 1988,
it published its first comprehensive study of bilateral investment treaties (UNCTC, 1988). That study was
followed in 1992 by the publication of a comprehensive list of treaties signed since 1959, which was prepared
jointly with the Intemational Chamber of Commerce (ICC) (UNCTC-ICC, 1992). Since then, the list of
bilateral investment treaties has been updated and published in the World Invesrment Reports. At the same
time, analyses of new trends and issues regarding these treaties have been reflected in a number of studies,
the latest being chapter V of the World Investment Report 1996: Investment, Trade and International Policy
Arrangements.

A number of significant developments have taken place in recent years that suggest that the time is
ripe for a new analysis of bilateral investment treaties. The number of treaties concluded has risen dramatically
since the publication of the 1988 study, while investment flows to developing countries during the same period
have increased rapidly. In fact, more than two-thirds of the total 1,513 treaties signed by the end of 1997 came
into existence in the 1990s. Apart from this rapid growth in the number of treaties, a considerable number of
new countries have become active participants in this treaty practice in the late 1980s, with the total number
of countries and territories reaching 169 by the end of 1997. Furthermore, the number of treaties being
concluded between developing countries and between these countries and countries with economies in
transition has also risen substantially in recent years.

These new developments, in turn, have policy implications for the role bilateral investment treaties
play as instruments of international policy on foreign investment, and these implications need to be analysed.
A key question in this regard is whether bilateral investment treaties have had an impact on attracting
investment flows. It is also of interest to examine to what extent bilateral investment treaties have found
acceptance in the international community and, in particular, among developing countries. To the extent that
these treaties have been concluded in large numbers, cover most countries in all regions and have similar
provisions, a question that may be raised is whether they have an influence in shaping and clarifying the
principles and concepts of international law applying to foreign investment. A related question is whether
bilateral investment treaties have influenced the elaboration of regional and multilateral investment agreements
and, if so, how; and what the interrelations are between investment agreements at all levels. The contents of
the new treaties also need to be analysed, and their differences and similarities with those negotiated in
previous decades need to be identified in order to appreciate the evolution and present policy approaches to
foreign investment. Finally, an issue that deserves special attention is whether and how bilateral investment
treaties address development concerns and, in particular, what can be done to increase their potential as
instruments to advance the development of the developing countries.

In parallel with these developments, the increasing recognition of the importance of foreign direct
investment in the global economy has led to a number of initiatives at the regional and multilateral levels
which, in turn, have placed foreign direct investment issues high on the international economic policy agenda,
raising the possibility of increasing international cooperation in this area. First, the conclusion of the Uruguay
Round of Multilateral Trade Negotiations resulted in multilateral agreements that, for the first time, addressed
directly issues relating to foreign direct investment in the context of the General Agreement on Tariffs and
Trade/the World Trade Organization. Second, the number of regional agreements that have incorporated
investment rules has increased considerably in various parts of the world. Third, negotiations began in 1995
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in the Organisation for Economic Co-operation and Development on a multilateral agreement on investment.
Fourth, more recently, the countries members of the World Trade Organization, at its first ministerial
conference held in Singapore in December 1996, agreed to establish a working group to examine the
relationship between trade and investment. This group was requested to draw upon the work of UNCTAD,
among others, in this area. Pursuant to paragraph 89 (b) of "A Partnership for Growth and Development",
adopted by UNCTAD IX in Midrand, South Africa, in 1996, UNCTAD’s work in this area includes
"identifying and analysing implications for development of issues relevant to a possible multilateral framework
on investment" (UNCTAD, 1996a, para. 89 (b)).

Given the significance of bilateral investment treaties as instruments relevant to the treatment of
foreign investors, this study is intended to assist policy makers, business executives, academics and other
interested groups in dealing with these treaties and, in particular, to contribute to a better understanding of the
issues involved in their negotiation, conclusion and application. More generally, it is hoped that the study will
contribute to international discussions on international policy arrangements in the area of investment, paying
special attention to the development dimension.

A working draft of this study was made available to the Expert Meeting on Existing Agreements on
Investment and Their Development Dimensions, held in Geneva on 28-30 May 1997, as a background
document for the discussions. These discussions and the outcome of the meeting, in turn, are reflected in the
final version of this study. The study, which is dedicated to one type of investment agreement only, does not,
however, pretend to exhaust the analysis of issues involved in international investment law, or the
development dimensions of such issues. Specific issues will be discussed in more detail in the forthcoming
series of papers on issues relevant to international investment agreements and their development dimensions.

The study is divided into four chapters. Chapter 1. by way of introduction, reviews the purposes of
bilateral investment treaties and their origins, evolution and geographical distribution, looking in particular
at recent trends and how these trends have atfected some of the earlier assumptions about these treaties.
Chapter II discusses briefly the negotiating process of such treaties; given that more and more countries are
negotiating more and more such treaties, it is meant to provide a practical guide for negotiators, particularly
those from developing countries. Chapter III analyses individual clauses in bilateral investment treaties,
focusing in particular on the definition of the terms and principles involved, how these are used, the
differences and similarities between present and former treaty practice, and the implications of individual
treaty provisions for development. Chapter IV examines the impact bilateral investment treaties have on
investment flows. Finally, the study provides general conclusions. Annex I contains the list of bilateral
investment treaties signed as at 1 January 1997, while annex U reproduces a selection of model treaties
prepared by individual countries or groups of countries.

A tinperss,

Geneva, October 1998 Rubens Ricupero
Secretary-General of UNCTAD
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Chapter I

INTRODUCTION

A. Purposes

For nearly 40 years, countries have been concluding bilateral treaties with a view towards
promoting and protecting foreign investment.! These treaties, known generically as bilateral
investment treaties (BITs), impose certain obligations on the contracting parties with respect to the
treatment of foreign investment, and they create dispute-resolution mechanisms to enforce those
obligations.?

Traditionally, home countries (mainly developed countries) have relied on BITs as a
mechanism to ensure protection for their investment in developing countries, while developm%
countries have entered into BITs as part of their strategies to attract foreign direct investment (FDI).
However, as some developing countries achieve the status of home countries, they pursue the twin
objectives of investment promotion and investment protection in negotiating BITs.* BITs are not
usually concluded between developed countries.’

! Unless otherwise stated, throughout the study BITs are referred to by the names of the two countries that
are signatories to them. For further identification of the relevant treaties, the list contained in annex I of this study
includes information on the date of their adoption and, where available, the date of entry into force. The texts of most
BITs mentioned in this study can be found in the United Nations Treaty Series and in the collection of bilateral
investment treaties maintained by the International Centre for Settlement of Investment Disputes (ICSID) (ICSID,
1972-).

2 For the recent literature on BITs see, among others, Voss (1981), Mann (1981), Bergmann (1983),
Klebes (1983), Kunzer (1983), Hashem (1984), Gann (1985), Laviec (1985), OECD (1985), Sornarajah (1986,
1994), Akinsanya (1987), Denza and Brooks (1987), Kohona (1987a, b), Ocran (1987), UNCTC (1988),
Vandevelde (1988), Matsui (1989), Salacuse (1990), Paterson (1991), Khalil (1992), Reading (1992), Vandevelde
(1992, 1993a, 1993b), World Bank (1992), Dolzer and Stevens (1995) and Karl (1996).

* Insome cases, the conclusion of BITs by a capital importing country is a condition for the issuance of
political risk insurance by a capital-exporting country. Capital exporting countries that have linked conclusion of
a BIT with their political risk insurance programmes include Germany and France, which are among the countries
with the most extensive BIT programmes. Developing countries thus sometimes conclude BITs in order to become
eligible to participate in such insurance programmes. In addition, the Multilateral Investment Guarantee Agency
(MIGA) - which offers political risk insurance for investors — has also encouraged the adoption of BITs as a test
to ensure that investments are sufficiently protected, thus minimizing political risk (Convention Establishing the
Muitilateral Investment Agency, chapter III and Operanonal Regulanons (UNCTAD, 1996b, vol. 1, p. 213)).
(Polmcal risk insurance programmes are discussed in further detail in section I.B. below.)

* On this point see, for example, China (1997).

5 Developed countries are members of the Organisation for Economic Co-operation and Development
(OECD) and are bound by commitments adopted by the members of the Organisation in the area of foreign
investment.



Bilateral Investment Treaties in the mid-1990s

There are numerous preconditions for the successful mobilization of FDI, including
attractive markets, adequate infrastructure and sufficiently trained manpower, to name just a few.
It also requires satisfactory policy and legal frameworks. Developing countries typically seek a
framework that encourages the flows of capital and technology to their territories while, at the same
time, maintaining control over the effects of FDI on their economies, to ensure in particular that it
contributes to growth and development. From the investor’s perspective, however, national
frameworks on foreign investment, particularly if they seek to restrict and control managerial
flexibility, may raise a number of concerns about the conditions for entry and operation of an
investment, the stability of benefits granted and the commitments made by a host Government, the
security of the investment, and the resolution of investment disputes. Also, foreign investors are
often hesitant to rely on host country laws alone for the protection of their investments because of
the fear that host Governments may change their laws and may not fully respect investors’ interests
when administering the laws. For this reason, countries seeking to protect their firms abroad have
often turned to international law to deal with FDI issues and relations.

1. Protection of foreign investment under international law

Bilateral investment treaties are one of the policy instruments available to provide legal
protection to foreign investments under intemnational law and thus to reduce as much as possible the
non-commercial risks facing foreign investors in host countries. In this respect it is useful to recall
that there are two principal sources of international law: customary law and international treaties.®
Under customary international law, the ability of a foreigner to make an investment in a host country
is subject exclusively to the territorial sovereignty of that host country. It is well established in
international law that a State has the right to control the movement of capital into its territory and
to control the entry and activities of aliens.’

On issues concerning the treatment of investments once they have been made, customary
international law has been a contentious matter among countries and scholars. In 1970, the
International Court of Justice, in the Barcelona Traction, Light and Power Company Limited case
(Belgium v. Spain) involving the exercise of diplomatic protection, summarized the state of the
debate as follows :

Considering the important developments of the last haif-century, the growth of foreign investments and the
expansion of the international activities of corporations, in particular of holding companies, which are often
multinational, and considering the way in which the economic interests of states have proliferated, it may at
first sight appear surprising that the evolution of law has not gone further and that no generally accepted rules
in the matter have crystallized on the international plane (International Court of Justice, 1970, pp. 46-47).3

® The sources of international law are spelled out in Article 38 (1) of the Statute of the International Court
of Justice. In addition to treaties and custom, which are considered the principal sources, the article mentions a
number of subsidiary sources, namely (a) general principles of law, (b) judicial decisions and (c) writings of
publicists. For a detailed discussion on this topic see, for example, Oppenheim (1992).

7 Onthe customary international law affecting foreign investment. see, among others, Shawcross (1961),
Fatouros (1962), Brierly (1963), Schwartzenberger (1969), Diez de Velasco (1978), Brownlie (1991) and Sorarajah
(1994),

® It should be noted, however, that the issue under contention in the quotation from the Barcelona Traction,
Light and Power Company Limited case referred to the inadequacies of customary international law in the narrowly
circumscribed field of protecting a corporate citizen as distinguished from the shareholders of that company. The
case did not address the wider subject of the principles of customary international law governing the treatment of
foreign investment.
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The doctrine of State responsibility for injuries to aliens and their property’ has long held
that a State is entitled to exercise diplomatic protection for its nationals who are injured by acts
contrary to international law committed by another State, from which they have been unable to
obtain satisfaction through local remedies.'” A number of countries, mainly developed ones, have
asserted that a breach of international law could arise because a State does not respect the "minimum
standard of protection" required by customary international law with regard to the treatment of
aliens, in particular, foreign investors.

That view was not unanimously accepted, however, by countries as an accurate statement
of customary international law (Sornarajah, 1994). At the end of the nineteenth century, the Latin
American countries took the position that, under international law, States are required to accord
aliens the same treatment they accord their own nationals under national law, but no more than that.
Where an alien or a foreign company has been injured by actions of the State that do not
discriminate between aliens and nationals, there is no breach of international law. It follows from
the same principle that foreign companies are not entitled to preferential treatment; claims by aliens
against the host State must be decided solely by the domestic courts of that State and not by arbitral
or other international tribunals; and diplomatic protection by the State of the alien's nationality can
be exercised only in cases of direct breach of international law. This position was reflected in many
Latin American constitutions and in contracts with foreign investors.'!

Moreover, in the post-Second World War period, the developing countries undertook a
number of initiatives in multilateral fora aimed at asserting their economic sovereignty and
independence. The resuits were reflected in a series of United Nations General Assembly resolutions
that affirmed States' permanent and inalienable sovereignty over natural wealth and resources.'? The
position of most developing countries with respect to customary international law on foreign
investment at that time appears to be summarized in article 2 of the United Nations Charter of
Economic Rights and Duties of States, which provides:

l. Every State has and shall freely exercise full permanent sovereignty, including possession, use and
disposal, over all its wealth, natural resources and economic activities.

2. Each State has the right:

(a) To regulate and exercise authority over foreign investment within its national jurisdiction in

accordance with its laws and regulations and in conformity with its national objectives and priorities. No State
shall be compelled to grant preferential treatment to foreign investment;

(b) To regulate and supervise the activities of transnational corporations within its national jurisdiction
and take measures to ensure that such activities comply with its laws, rules and regulations and conform with
its economic and social policies. Transnational corporations shall not intervene in the internal affairs of a host

® For a discussion of the origins and early developments of the principles of customary international law
relating to the protection of aliens and their property abroad see, for example, Borchard (1915), Freeman (1938),
Amerasinghe (1964), Lillich (1983), Garcia Amador (1984).

' The right of diplomatic protection was discussed by the Permanent Court of International Justice in the
Mavrommantis case (Greece v. the United Kingdom) (Permanent Court of Intemnational Justice, 1924). The Court
made clear that, under international law, diplomatic protection is a right of the State, not of the individual or
company.

" The traditional Latin American view of international law with respect to foreign investment is best
known as the "Calvo doctrine”. It was named after the Argentine jurist Carlos Calvo, who elaborated this doctrine
in a treatise published in 1868 (Calvo, 1868). Since the mid-1980s and early 1990s, however, Latin American
countries have adopted investment regimes that seem to depart from the Calvo Doctrine.

2 See, for example, United Nations General Assembly resolutions 1803 (XVII) (UNCTAD, 1996b, vol.
1, p. 21), 3201 (S-VI) (vol. 1, p. 47), 3202 (S-VI) (vol. 1, p. 52) and 3281 (XXIX) (vol. 1, p. 57).
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State. Every State should, with full regard for its sovereign rights, co-operate with other States in the exercise
of the right set forth in this subparagraph;

(©) To nationalize, expropriate or transfer ownership of foreign property, in which case appropriate
compensation should be paid by the State adopting such measures, taking into account its relevant laws and
regulations and all circumstances that the State considers pertinent. In any case where the question of
compensation gives rise to a controversy, it shall be settled under the domestic law of the nationalizing State
and by its tribunals, unless it is freely and mutually agreed by all States concerned that other peaceful means
be sought on the basis of the sovereign equality of States and in accordance with the principle of free choice
of means. (UNCTAD, 1996b, vol. 1, p. 61).

However, the Charter of Economic Rights and Duties of States, and article 2 in particular, were not
accepted by a number of major developed countries.

Given the controversy surrounding customary international law relating to foreign
investment, international agreements could provide a source of clear and certain rules." At the
regional level, countries have succeded in adopting agreements dealing partially or solely with
foreign investment, and the number of such agreements is growing. In particular, many developing
countries have been party at one time or another to regional and subregional integration schemes.
While economic cooperation and collective self-reliance on the basis of regional agreements have
been pursued for wider purposes, one of their underlying considerations has been that they may also
serve as a means to strengthen the bargaining power of developing countries with respect to foreign
investors by means of common trade programmes, coordinated development, and cooperation in
policies regarding foreign investment (UNCTC, 1988). At the multilateral level, the adoption of
agreements on investment has proved to be far more difficult.'* Although a number of global
agreements address partial aspects of the issue,'” a comprehensive multilateral agreement on foreign
investment does not exist.'®

Thus, over the years, for many countries BITs have provided the second best solution in the
absence of a universal investment agreement. Indeed, many developing countries found that
acceptance of certain rules as lex specialis between the two contracting parties was not inconsistent
with critical positions on the same principles as a source of general customary international law. As
a result, BITs constitute at present a principal source of substantive and, especially, procedural rules
for the international protection of FDI. But it is debatable whether they reflect general principles of
customary international law."’

As noted in the previous United Nations study on bilateral investment treaties (UNCTC,
1988), the policy of negotiating BITs received support from the investment clauses inserted in
interregional agreements concluded by the European Community, such as the Fourth Convention

13 See footnote 6 on the main sources of international law.

14 Efforts to create conventional multilateral rules for foreign investment started in the early 1940s in the
framework of the Havana Charter. Positions on FDI issues at that time were too far apart to allow consensus. Even
within the OECD, a draft convention on the protection of foreign property abroad could not enter into force. For a
more detailed discussion on the historical background and evolution of the international framework on investment,
see Sauvant and Aranda (1993) and UNCTAD (1996b, c).

15 For a detailed discussion of the various attempts to elaborate multilateral instruments on FDI, see, for
example, Sauvant and Aranda (1993) and UNCTAD (1996¢, chapter V).

1 1t should be noted, however, that, in a number of United Nations General Assembly resolutions it was
possible to find compromise language and, as a result, some of them were adopted by consensus. A prominent
example is General Assembly resolution 1803 (XVII) of 1962.

"7 See below for a discussion of the various views on this topic.
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of Lomé and several association agreements with individual countries.'® At the multilateral level,
article 23 of the Convention Establishing the Multilateral Investment Guarantee Agency mandates
the Agency to undertake activities aimed at facilitating "the conclusion of agreements, among its
members, on the promotion and protection of investments" (UNCTAD, 1996b, vol. 1, p. 223).

At present, apart from BITs,' other bilateral treaties dealing with important aspects of
investment relations include bilateral treaties for the avoidance of double taxation. In these treaties,
of which there are many, the parties agree to observe certain commitments for the allocation of tax
revenue between the jurisdictions involved, in order to avoid and resolve the conflicts that occur
when income and capital of firms operating abroad are considered as taxable in more than one
jurisdiction. In the area of competition law and policy, some countries have also concluded in recent
years bilateral agreements for cooperation in various aspects relating to the enforcement of
competition rules (UNCTAD, 1997a). In addition, bilateral free trade agreements containing
investment chapters similar to chapter 11 of the North American Free Trade Agreement (NAFTA)
have been signed between a number of countries.”

2. Promotion of foreign investment

Bilateral investment treaties, through improved protection of FDI — a purpose that matters
especially for home countries — are aimed at promoting FDI between the two country partners and,
more specifically, at attracting FDI to host countries — a purpose that matters especially for these
countries. Bilateral investment treaties may encourage foreign investment in a number of ways. The
basic assumption is that the existence of a BIT with clear, simple and enforceable rules to protect
foreign investors increases investor confidence, improving the investment climate. In particular, it
reduces the political risks that an investor would otherwise face, and a reduction in risk, all other
things being equal, encourages investment. It is important to emphasize that a BIT does not
ordinarily impose an obligation upon the parties to take concrete measures to encourage their
nationals to invest in the other country. Under BITs, the objectives of attracting foreign investment,
technology and expertise are operationalized through the following strategies:

. Facilitating and encouraging entry of FDI in the host country's territory by nationals and
companies of the other contracting party;

. Guaranteeing foreign investors high standards of treatment including, in particular, fair and
equitable treatment, non-discriminatory treatment, most-favoured-nation and national
treatment;

. Providing, as discussed in the preceding section, legal protection under international law and

guarantees for investments, notably with respect to the transfer of funds and expropriation,
including the standards for the compensation to be paid, and thus reducing the likelihood of
arbitrary nationalization (small as it is in today's FDI climate);

. Guaranteeing access to international means of dispute resolution in the event that a dispute
concerning an investment arises;

'8 On this point see, among others, Lebanon (1997).

1 See below, under "Origins and evolution", for a discussion of earlier bilateral treaties dealing with
investment issues.

2 These include the free trade agreements between Bolivia and Mexico (chapter 15) (10 September 1994);
between Costa Rica and Mexico (chapter 13) (signed on 5 April 1994); and Canada and Chile (chapter G) (signed
on 5 December 1996). In addition, Chile, for example, has signed "bilateral complementary agreements" with the
following countries: Mexico (signed on 22 September 1991); Venezuela (signed on 2 April 1993); Colombia (signed
on 6 December 1993); and Ecuador (signed on 20 December 1994). It also signed such an agreement with the
Southern Common Market (MERCOSUR) (on 25 June 1996).
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. In some cases, addressing issues that foreign investors consider important but that are not
addressed in a country’s national law; providing more reliable and transparent conditions for
investors than national laws and enhancing the stability and predictability of the regulatory

environment;*!

. Satisfying a precondition for the provision of political-risk insurance often found

. In national, regional and multilateral insurance agencies and thus facilitating insurance and
resulting possibly in reducing insurance premiums;

. Allowing economies in transition to provide guarantees for foreign investors while they

undertake national legislative reforms (and thus contributing to the success of such reforms
by attracting the necessary foreign capital, technology and management know-how);?

. Protecting intellectual property as a form of FDI, a protection that is valuable in particular
to investors in high-technology and some service industries where companies rely on
intangible assets such as patents, copyright and brands.

BITs are only one among several confidence-building measures that can be used to improve
a host country's investment climate. Thus, signing a BIT may be a way of inducing firms at least
to consider undertaking investments in a given country.” Moreover, while a BIT may not directly
result in an influx of foreign capital (see chapter IV), it may be one of several diplomatic and other
steps to improve relations with a foreign country from which various additional economic
advantages, such as increased trade and economic cooperation, are sought. Just as friendship,
commerce and navigation treaties (see below under "Origins and evolution") were intended by the
United States as a means of starting political and economic relations with other countries, similar
considerations may be a motivating factor for some BITs.

Consequently, countries actively seeking FDI consider BITs as an important component of
their enabling regulatory framework, further spurred by the increasing competition among countries
for FDI.* At the same time, countries need to bear in mind that BITs, in and by themselves, will
not secure FDI. Other determinants of investment flows also come into play.

3. The development dimension

The presumed effect of BITs on development rests on the premise that the protection of
foreign investment encourages investment flows to developing countries, and this, in turn,
contributes to their economic development. In this respect, it is worth noting that FDI can, indeed,
be an important vehicle for the transfer of resources such as capital, technology and managerial
skills, which are vital to a country’s economy and for the integration of a country into international
production and distribution networks. These and other components of the FDI package can also
significantly contribute to improving the international competitiveness of firms and the economic
performance of countries (UNCTC, 1992; UNCTAD, 1995). BITs may help to attract certain types
of investments that are particulary conducive to development. The long-term nature of some of the
most important FDI projects for development (e.g. in infrastructure) increases investors’ exposure
to political risks. Investors in these projects therefore pay more attention to the protection clauses
in a BIT (e.g. on expropriation, preservation of rights or settlement of disputes).

21 On this point, see, for example, the Philippines (1997).
Z On this point see, among others, Romania (1997).

3 Some countries have emphasized the relevance of BITs when facing questions regarding the risk rating
of a country by evaluating agencies; on this point, see, among others, Lebanon (1997).

2 See, among others, Germany (1997) and the Philippines (1997).
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Given the many determinants that influence locational decisions, however, policy measures
aimed at protecting foreign investment alone are not sufficient to attract the level and quality of
investment flows that developing countries seek. Consequently, BITs sometimes complement their
protection provisions with investment promotion commitments. Thus far, however, home country
commitments in this respect are usually quite vague and weak. And there are no specific
commitments in BITs regarding investors' behaviour, although all foreign investments are bound
by the laws of their host countries.”

At the same time, however, and despite the potential benefits of BITs for development,
countries need to carefully consider the advantages and disadvantages of these treaties before
concluding them. It is true that, under most BITs, a host country maintains wide discretion to control
the establishment of foreign investment from the other party in its territory. However, by entering
into a BIT, a country assumes obligations that may prove costly at some time in the future. More
specifically, BIT obligations may create obstacles to the ability of a host country to change certain
of its economic policies or to develop new policies in the future. In other words, in concluding a BIT
- or any other international agreement, for that matter — a country reduces its future flexibility to
pursue particular economic strategies or take specific measures.

The goal for a developing country in concluding a BIT, then, is to maximize its benefits in
the form of increased flows of FDI, while minimizing its costs in the form of obligations and
commitments that may prove burdensome or expensive in the future or may impinge on its
development efforts. The achievement of this goal requires a clear understanding of the
consequences of assuming particular BIT obligations so that the costs and benefits of each specific
obligation can be weighted. The task of achieving this balance can be particularly difficult for
developing countries that are not capital-exporting countries.

Still, developing countries that wish to commit to the standards of treatment and protection
of investors typically stated in BITs while retaining a margin of freedom to deal with their specific
development concerns can use of a number of techniques, including the introduction of exceptions
and derogations to, and temporal exemptions from, such standards. These and other bargaining
techniques can lead to mutually satisfactory results, as nearly 40 years of BIT negotiating processes
(discussed in chapter II) have demonstrated.

* * %

In sum, BITs are symmetrical in form, in the sense that they establish identical rights and
obligations for both countries. However, their provisions typically focus on the treatment to be
accorded to foreign investors by the host country only. They do not prescribe corresponding home
country obligations (other than some general obligations as treaty signatories), or investor
obligations. This raises the question of whether BITs are balanced instruments, in the sense that they
provide mutual (if not symmetric) benefits to both parties. The answer to this question requires a
parallel examination of two related aspects: first, whether the issues addressed in BITs and the
manner in which these are addressed cover adequately the concerns of developing countries (the
issues typically addressed in BITs are examined in chapter III); and, second, whether BITs help
developing countries in attracting FDI for development (this aspect is addressed in chapter IV).

3 In fact, some treaties, like the Indonesian and Australian treaties, protect only foreign investment that
conforms with host country laws (see below under chapter III for a more detailed discussion on this point).
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B. Origins and evolution

BITs are not the first bilateral treaties to provide protection for foreign investment.
Beginning in the late eighteenth century, the United States and, to a lesser extent, Japan and a few
other Western European countries, concluded a series of treaties, known as Friendship, Commerce
and Navigation (FCN) treaties, Treaties of Establishment or Treaties of Amity and Commerce, that
included various property protection provisions, such as restrictions on a host country's right of
expropriation. After the Second World War, when bilateral trade agreements lost significance due
to the establishment of the multilateral trading system under the auspices of the General Agreement
on Tariffs and Trade (GATT), investment protection became a major purpose of these treaties. The
FCN treaties differed from BITs in two main respects: first, the former addressed numerous subjects
other than investment, including trade, maritime and consular relations; and, second, while BITs
have been concluded predominantly between developed and developing countries, FCN treaties have
been concluded also between developed countries (e.g. between the United States and European
countries). A significant number of these FCN treaties remain in force.?

Also, after the Second World War, the United States initiated a political risk insurance
programme as part of the Marshall Plan of foreign assistance to Europe. Over the next several
decades, other countries developed similar programmes to insure investment in developing
countries. Under these programmes, the home country insures the foreign investments of its
nationals against certain non-commercial risks, such as expropriation or currency transfer
restrictions. Some of these countries, notably the United States, also initiated a series of investment
guarantee agreements to facilitate the operation of their political risk insurance programmes. Under
these agreements, the home country and the host country agree that, in the event that an investor is
paid compensation by the home country insurance agency, the insurer shall be subrogated to the
claims of the investor and shall be entitled to seek resolution of the claims through binding
arbitration. Investment guarantee agreements, however, do not confer protection on foreign
investment. Rather, they establish a remedy for the home country where it has been required to pay
compensation to an investor under its insurance programme.

In 1959, the Federal Republic of Germany negotiated the first two BITs, with Pakistan and
the Dominican Republic, soon to be followed, in chronological order, by France, Switzerland, the
Netherlands, Italy, the Belgium—-Luxembourg Economic Union, Sweden, Denmark, and Norway in
the 1960s (annex I). The BITs concluded by European countries in the early years included many
of the same kinds of provisions that had appeared in the FCNs and the investment guarantee
agreements. Unlike the FCNs, however, they were devoted entirely to the protection of investment,
and, unlike the investment guarantee agreements, they included substantive terms for the protection
of investment.

Most of the early BITs were concluded between Western European countries and African
countries. As many as 26 African countries concluded BITs in the 1960s, whereas only 10 Asian
countries did so in the same decade. Latin American countries, adhering to the Calvo doctrine, were
more reserved, with only two countries concluding BITs in the 1960s.%’

% The United States concluded such treaties with some 30 developing countries, although some of these
treaties never came into effect. For a more elaborate discussion of the FCN treaties, see Wilson (1949, 1951, 1953,
1956, 1960), Hawkins (1951) and Walker (1956, 1958). For a discussion of the effects of FCN treaties and BITs
on international investment see Fatouros (1962).

27 On the State practice of the Calvo doctrine in Latin America, see Roffe (1984).
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The negotiation of BITs gained new impetus in the 1970s. As noted, during that period, the
developing countries were actively promoting multilateral investment instruments associated with
a "New International Economic Order" in various international fora, emphasizing control of
transnational corporations (TNCs) by host countries. That did not prevent them from concludin%
BITs, many of which contained clauses stating principles that they opposed in multilateral forums.?
In other words, developing countries were against certain principles and standards when these were
put forward as general international law norms, but were prepared to accept, for the pragmatic
reason of attracting FDI, the same norms as Jex specialis in the context of special bilateral
relationships created by BITs. Among the developed countries, Austria, Israel, Japan® and the
United Kingdom® began their BITs programmes during the 19708) Among the developing
countries that concluded their first BIT in this decade were Haiti, Jordan, Kenya, Mali, Singapore
and Yemen. Also some Central and Eastern European countries, such as Romania and Yugoslavia,
signed their first BITs during the same decade.

Until the early 1980s, developing countries had relied heavily on external loan financing for
their development needs. But with the onset of the debt crisis and the subsequent sharp reduction
in commercial bank exposure in these countries, attracting and retaining foreign investment emerged
as an important option for development financing. At the same time, the experiences of various
countries led an increasing number of developing countries to recognize the positive effects of FDI
for development. As a result, many developing countries that had not concluded BITs before (e.g.,
Bangladesh, China, Ghana, Guyana) introduced this practice as part of their efforts to attract FDI.
China concluded its first BIT in 1982 and pursued a vigorous BIT practice, concluding 25 treaties
by the end of 1980s. The total number
of treaties signed by the end of 1980s
jumped to 386 from a total of 167 at

Figure 1.1 Growth of BITs 1959-1996
(Cumulative total) the end of the 1970s (see figure I.1).
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the conclusion of BITs. As noted
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doctrine and State practice followed by
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FDI to that region — signed guarantee
agreements with most Latin American
countries, as a complement to the
1959-1969 1970s 1980s 1990-1996 political risk insurance granted by the
Overseas Private Investment
Corporation. Over time, countries in
the region relented in their opposition
to BITs. In fact, since the late 1980s,
Latin American countries have been
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Source: UNCTAD database on BITs

B See, for example, with respect to the standard of compensation on expropriation, article 2 (2) (c) of the
Charter of Economic Rights and Duties cited above.

¥ For a detailed analysis of the Japanese BITs, see Matsui (1989).

3 For a detailed analysis of the United Kingdom BITs, see Denza and Brooks (1987).

3! The United States began its BIT programme formally in 1977, aithough no treaty was actuaily concluded
for several years.
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actively pursuing BIT negotiations, again as a mechanism for attracting FDI (Organization of
American States, 1997).

As mentioned above, initially BITs were concluded predominantly between developed and
developing countries. Typically, the developed country prepared a model treaty that it proposed for
negotiation with various developing countries. A country preparing a model treaty often based the
text on models already in use by other countries. These models also drew upon the 1967 Draft
Convention on the Protection of Foreign Property (UNCTAD, 1996b, vol. II, p. 113)), which was
prepared and adopted by the OECD but never opened for signature. As a result, the model treaties
prepared by developed countries were often quite similar or even identical in many respects.
However, there were also fundamental differences between, for example, the United States model
and those of European countries in respect of issues such as admission of investment, performance
requirements and admission of key personnel. Developing countries eventually also developed their
own models, notable examples being the models developed by Chile and China and the three models
proposed by the African-Asian Legal Consultative Committee (AALCC models A, B and C,
reproduced in annex IT).*? In addition, some multilateral agreements such as the Fourth Lomé
Convention have established broad principles for the negotiation of BITs.

C. The present universe of bilateral investment treaties

During the 1990s the number of BITs has increased dramatically. By the end of 1996 a total
of 1,332 such treaties existed, of which 824

owt;r; ggﬁ;gﬁ:(t f}gulie;/ell)o %ﬁ:&iﬁ?ﬁﬁtg Figure 1.2. Growth of the number of countries
increase from the 322 BITs signed by pa&“:;ﬂ::gf;;g};rs
developed countries by the end of the 1980s.

The number of BITs concluded between 180

developing countries and economies in 160 o
transition has also increased dramatically during 140

the 1990s, from 64 by the end of the 1980s to 120 107

508 at the end of 1996. Since the late 1980s, 100

countries with economies in transition, 28 51 £

including those that emerged as independent 40

States after the dissolution of the former Soviet 20

Union, have also rapidly expanded their 0

network of BITs with both developed and 1960s  1970s 1980s  1990-1996
developing countries. Currently 162 countries Source: UNCTAD database on BITs
and territories from all regions have concluded '

at least one BIT (table 1.1 and figure 1.2).

32 Unless otherwise stated, throughout the study models of bilateral investment treaties are identified with

tt;e name of the country or organization that prepared them. The texts of selected models are included in annex II
of this study.
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Table I.1. Countries/territories that have concluded bilateral investment treaties, end 1996

Economies in
Developed countries Developing countries transition of Central
Countries and territories' ~ Western  United Other developed Within their ~ Outsige ~ and Eastern Europe
Europe  States  Japan countries __region their region  2ad Central Asia®
Albania 10 1 - 1 - S 7
Algeria 5 - - - 1 4 1
Antigua and 1 - - - - - .
Barbuda
Argentina 13 1 - 3 9 9 9
Armenia 4 1 - - - 7 4
Australia - - - - 1 9 5
Austria - - - 1 - 12 i3
Azerbaijan 2 - - - - 2 3
Bahrain 1 - - - - - -
Bangladesh 6 1 - - 5 - 1
Barbados 4 - - 1 2 - -
Belarus 8 1 - - - 4
Belgium and - - - - 1 28 11
Luxembourg
Belize 1 - - - - - -
Benin 3 - - - - - -
Bolivia 10 - - - 5 2 1
Bosnia and - - - - - 2 1
Herzegovina
Brazil 8 - - - 2 1 -
Buigaria 14 1 - l - 8 13
Burkina Faso 2 - - - 1 - -
Burundi 3 - - - - - -
Cambodia 1 - - - 2 - -
Cameroon ) 1 - - - - 1
Canada - - - 1 7 2 7
Cape Verde S - - - - - -
Central African 3 - - - - - -
Republic
Chad 4 - - - - -
Chile 13 - - 1 13 4 5
China 16 - 1 3 20 16 24
Colombia 2 - - - 2 - -
Congo 5 1 - - -
Costa Rica 4 - - - 1 - -
Céte d’Ivoire 7 - - - - - -
Croatia 3 1 - - - 5 8
Cuba 6 - - 1 6 3 3
Cyprus 2 - - - - - 5
Czechoslovakia
Czech Republic 2 - - 1 - 12 15
Democratic Republic 5 1 - - - i -
Republic of Congo
Denmark - - - 1 - 23 14
Dominica 2 - - - - - -
Dominican 2 - - - - - -
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Economies in
Developed countries Developing countries transition of Central
Countries and territories* ~ Westem  United Other developed Within their  Outside and Eastern Europe
Europe States Japan countries region their region and Central Asia®

Republic
Ecuador 5 1 - 1 6 2 2
Egypt 12 i 1 1 5 12 11
El Salvador 3 - - - 3 - -
Equatorial 1 - - - - - -

Guinea
Eritrea [ - - - - - .
Estonia 11 1 - 1 - 1 5
Ethiopia 2 - - - - 1 -
Finland - - - - - 15 15
France - - - 2 1 52 19
Gabon 5 - - - 1 - 1
Gambia 1 - - - - - -
Georgia 4 1 - 1 - 3 7
Germany 2 - - 2 1 86 22
Ghana 5 - - - - 2 2
Greece 1 - - - - 9 12
Grenada 1 1 - - - - -
Guatemala - - - - 1 - -
Guinea 3 - - - 1 1 1
Guinea-Bissau 1 - - - - - -
Guyana 2 - - - - - .
Haiti 3 1 - - - - -
Honduras 4 1 - - 1 - -
Hong Kong, China 9 - - 2 - - -
Hungary ' 15 - - 3 - 15 10
Iceland - - - . R 1 .
India 5 - - 1 2 6
Indonesia 13 - - 1 9 4 8
Iran 1 - - - 4 - 10
(Islamic Republic of)
Iraq - - - . 1 1 .
Israel 2 - - - 3 1 11
Italy . - . - 1 39 13
Jamaica 6 1 - - 1 1 .
Japan - - - - 3 1 ;
Jordan 5 - - - 4 3 1
Kazakhstan 7 1 - 1 - 8 7
Kenya 3 - - - . - _
Republic of Korea 14 - - 1 13 10 11
Kuwait 5 - - - 5 5 7
Kyrgyzstan 2 1 - - - 3
Lao People’s 5 - - 1 7 . 1
Democratic Republic
Latvia 14 1 - 2 - 3 5
Lebanon 1 - - - 1 1 3
Lesotho 2 - - - N . i
Liberia 4 - - - . . i
Libyan Arab - - - - 3 1 ;

Jamahiriya
Lithuania 13 i - 1 - 6 7
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Economies in
Developed countries Developing countries transition of Central
Countries and territories' ~ Westem  United Other developed Within their  Outside and Eastern Europe
Europe States Japan countries region their region and Central Asia”
Madagascar 5 - - - - - -
Malawi 1 - - - - 1 -
Malaysia 13 - - - 11 6 10
Mali 2 - - - 2 - -
Malta 7 - - - - 2 1
Mauritania 3 - - - 1 - 1
Mauritius 3 - - - - 1 -
Mexico 2 - - - 1 - -
Republic of Moldova 5 1 - - - 4 6
Mongolia 7 1 - - 5 - 6
Morocco 13 4 - - 4 5 5
Namibia 2 - - - - - -
Nepal 3 - - - - - -
Netherlands - - - 1 1 40 16
New Zealand - - - - - 2 -
Nicaragua 4 1 - - 1 1 -
Niger 2 - - - 1 - -
Nigeria 3 - - - - - -
Norway - - - - - 7 8
Oman 6 - - - 1 2 -
Pakistan 7 - - - 7 | 5
Panama 4 1 - 1 2 - -
Papua New 2 - - 1 - 1 -
Guinea
Paraguay 9 - - - 4 2 2
Peru 12 - - 1 6 4 2
Philippines 6 - - 2 5 1 2
Poland 16 - 3 - 19 19
Portugal 1 - - - - 12 9
Qatar 2 - - - - 2 1
Romania 20 1 - 3 - 40 18
Russian Federation 5 1 - - - 7 8
Rwanda 3 - - - - - -
Saint Lucia 2 - - - - - -
Saint Vincent and 1 - - - - - -
the Grenadines
Saudi Arabia 3 - - - 1 1 -
Senegal 6 1 - - l 2 l
Sierra Leone 2 - - - - - -
Singapore 6 - - - 7 - 2
Slovakia 1 - - - - 1 13
Slovenia 5 - - - - 1 5
Somalia 1 - - - - -
South Africa 7 - - 1 - 2 -
Spain - - - - - 28 9
Sri Lanka 11 1 1 - 6 1 1
Sudan 4 - - - 1 - |
Suriname - - - - - 1 -
Swaziland 2 - - - - - -
Sweden - - - - - 22 13
Switzerland - - - 1 1 61 18
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Economies in

Developed countries Developing countries transition of Central
Countries and territories* ~ Western  United Other developed Within their ~ Outside and Eastem Europe
Europe States Japan countries __region their region and Central Asia

Syrian Arab 3 - - - i - -

Republic
Taiwan Province - - - - 2 2 i

of China
Tajikistan - 1 - ' - - 8 2
Thailand 5 - - - 9 1 5
The former : 2 - - - 1 1 4

Yugoslav Republic

of Macedonia
Togo 2 - - - 1 - -
Trinidad and Tobago 2 1 - 1 - - -
Tunisia ) 13 1 - - 10 10 4
Turkey 10 1 1 1 7 2 20
Turkmenistan 2 - - 1 - 7 4
Uganda 3 - - - 1 - -
Ukraine 12 1 - 1 - 13 12
United Arab 4 - - - 3 3 4

Emirates
United Kingdom - - - 1 1 63 22
United Republic 4 - - - - - -
of Tanzania
United States - - - - 9 11 19
Uruguay 8 - - 1 - 1 3
USSR (former) ¢ i1 - - 1 - 3 -
Uzbekistan 7 1 - - - 6 9
Venezuela 9 - - 1 8 - 2
Viet Nam 10 - - 1 3 2 11
Yemen 5 - - - 2 1 .
Yugoslavia 5 - - - - 4 7
Zambia 2 - - - - 1 .
Zimbabwe 5 - - - - 1 1
Total 732 40 4 61 287 873 669

Source: UNCTAD.

¢ The broad categories of regions used in this study are as follows:

Western Europe: European Union countries, Iceland, Norway and Switzerland
Other developed countries: Canada, Australia, Israel, New Zealand and South Africa
Developing country regions: Africa, Latin America and the Caribbean, Asia (West Asia, South, East
and South-East Asia) and the Pacific
Transitional economies of Central and Eastern Europe and Central Asia (including the countries of
the former Yugoslavia)
Including the countries of the former Yuioslavia
The Czech blic and the Slovak Republic have upheld all bilateral treaties for the promotion and
protection of FDI concluded by Czechoslovakia

¢ All international obligations undertaken by the USSR have been assumed by the successor States
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Another interesting development in BIT practice in the 1990s is the increasing number
of BITs concluded between developing countries, usually from within the same region, pointing

to the change in the status of some of these

Figure [.3. Number of BITs concluded by

developing countries, by decade
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250 +
200 -
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L
0 — - —— - —

1960s 1970s 1980s  1990-1996

B With developed countries
W Among developing countries

Source: UNCTAD database on BITs.

* Until end 1996.

countries from exclusively home countries to
home and host countries. Whereas there were
only three such BITs in the 1960s, the total
number now stands at 159 (figure 1.3). The
number of BITs concluded within developing
regions has also increased considerably, led by
Asia and the Pacific (75), and followed by Latin
America and the Caribbean (37) and Africa (17)
(figures 1.4 and 1.5).*

The broad use of BITs among countries in
all regions in recent years is attributable to a
number of factors. The move towards market
economies in the formerly socialist countries of
Central and Eastern Europe led to a widespread
recognition of private sector development as a

development. Shrinkages in foreign
aid placed renewed emphasis on the
need to create favourable conditions
to attract private investment in
developing countries, which also
began to recognize the potential of
FDI as a source of economic
growth, new technologies, access to
markets, etc.,, and took steps to
attract FDI. Today, virtually all
countries acknowledge the
importance of FDI and are
frequently in competition with each
other to attract investment projects.
All these factors led to the
conclusion that developed and
developing countries (as well as
transition economies) had a
common interest in guaranteeing
legal protection for FDIL. In other
words, ideological differences gave
way to more pragmatic attitudes
(Sornarajah, 1994). In that context,
previous arguments concerning

promising path towards economic growth and

Figure L.4. BITs between developing countries and
between economies in transition,* by region,

1960-1996
(Cumulative total)
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I BITs between developing countries

E3BITs between economies in transition

& BITs between developing Latin American and Caribbean countries
I BITs between developing Asian and Pacific countries

[JBITs between developing African countries

Source: UNCTAD database on BITs.
*  Economies in transition of Central and Eastern

Europe, Central Asia and the countries of the former
Yugoslavia.

—
1990-1996

33 In fact, the Islamic Republic of Iran has concluded 15 BITs, and all but one (signed with the Federal
Republic of Germany in 1965) were concluded with developing countries and economies in transition. The fact that
all these BITs have been concluded with countries that belong by and large to the same region highlights how
regionalism may contribute to the conclusion of BITs and set the horizon for further development of a broader
framework and arrangments for investment. On this point, see, for example, Iran (1997).
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whether BITs are one-sided
agreements in favour of the
capital-exporting country
became less relevant than
in past decades, as
developing countries made
special efforts to create
conditions favourable for

attracting FDI.

individual
countries (figures 1.6 and
1.7), reveals the following [
patterns:

A closer look at
regions and

Not surprisingly, the
largest number of
BITs have been
concluded by
countries in Western

Figure L.5. Growth of intra-regional BITs
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Source: UNCTAD database on BITs.
*  Economies in transition of Central and Eastern Europe, Central
Asia and the countries of the former Yugoslavia.

Europe as a group,

reflecting their status as traditional capital-exporting countries. Indeed, they are parties to
732 BITs, representing about 55 per cent of all the BITs concluded to date.

Early BITs were almost
exclusively between
developed countries and
developing countries. For
example, in the 1960s, 71
out of 72 BITs were
concluded with a
developed country as one
of the parties. Africa was
more actively involved in
concluding BITs during
that decade than any other
developing region.

Among capital-exporting
countries, Germany ranks
as the country that has
concluded the largest
number (113) of BITs
(figure 1.8 and annex I).
The United Kingdom
ranks second, with 87
BITs, and Switzerland
ranks third, with 81 BITs.

Figure 1.6. Participation of countries in BITs, by region
and by decade

1960s 1970s 1980s

1990-1996

B8 Developing Africa

M Developing Asia and the Pacific

[J Developing Latin America and the Caribbean
(3 Economies in transition

B Developed countries ®

Source: UNCTAD database on BITs.
*  Economies in transition of Central and Eastern Europe,
Central Asia and the countries of the former Yugoslavia.
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Japan, in spite of its
extensive  outward
investment in Asian
developing countries
and developed
countries, has
concluded only four
treaties to date.

With 39 BITs, the
United States, the

largest outward
investor, ranks below
the Belgium-

Luxembourg
Economic Union in
terms of the number
of BITs.

Among capital-
importing countries,
Romania ranks first
in terms of the
number of treaties
concluded, with 82
BITs. China is a close
second, with 80 BITs.
Poland, with 58 BITs
concluded, is the
third.

African  countries
continue to conclude
BITs, although at a
slower pace than in
the previous decades.
To date, some 45
African developing

Figure L.7. Average number of BITs per country, by region (1996)
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22 1
20 1
18 1
16
14 1
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Developing Developing Developing Developing Developing Economies

North Sub- Latin West Asia  South, East in transition®
Africa Saharan America and South-
Africa and the East Asia
Caribbean and the
Pacific

Source: UNCTAD database on BITs.
* Economies in transition of Central and Eastern Europe, Central
Asia and the countries of the former Yugoslavia.

Figure 1.8. Ranking of countries in terms of the number of
BITs concluded (1996)

Germany

United Kingdom
Romania
Switzerland
China

France
Netherlands
Poland

Italy

Republic of Korea
Argentina

Egypt

Hungary

Turkey

Belgium and Luxembourg

countries have at ,
least one treaty. Malaysia
Altogether they have  Ulkraine
concluded 284 BITs, United States
of which 17 are pamat
among countries in e
the region.* 0 0 40 60 80 100 120

Source: UNCTAD database on BITs.

34 Despite the number of BITs concluded, most African countries continue to have serious difficulties in

attracting FDI. On this point see, for example, Gabon (1997).
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. A number of developing countries in South and South-East Asia and the Pacific have
become more active in concluding BITs recently. Countries like Cambodia and India began
to sign BITs in the 1990s. Currently, about 33 countries in the region have concluded a
total of 567 BITs. Intraregional BITs are also on the increase, with 74 such BITs
concluded so far.

. Developing countries from West Asia were active in concluding BITs as early as the 1960s
and have continued to do so to date, although not in large numbers. The fact that Arab
countries are signatories to a number of regional agreements for the protection and
promotion of investment among themselves® may have obviated the need for signing BITs
between countries in the region, some of which are important capital-exporting countries.
In spite of this, a number of countries in the region have signed BITs with other developing
countries in the region and in Northern Africa, as capital exporting countries. Currently,
14 West Asian countries are parties to one or more BITs.

. Latin American countries have embarked on signing BITs in increasing numbers during
the 1990s. At present, 21 countries in the region have concluded one or more BITs; the
regional total is 264 treaties (Organization of American States, 1997).

. The Caribbean countries for the most part did not become actively involved in BIT
negotiations until the 1980s, despite the fact that the first BIT to enter into force was
signed by the Dominican Republic with Germany in 1959. However, since then they have
signed 34 treaties (Organization of American States, 1997).

. The Latin American and Caribbean region as a whole has concluded 298 treaties, of which
37 are between countries within the same region.*

. Since the late 1980s and early 1990s, countries in Central and Eastern Europe have started
concluding BITs with developed countries in large numbers. After the dissolution of the
Soviet Union, the successor States also started their own practice of entering into BITs.
They were also concluded extensively with other countries in the region and with
developing countries as well. To date, of the 669 BITs concluded by the economies in
transition as a whole (figure 1.9),*” 104 BITs are among themselves and 205 BITs are with
developing countries.

* X ok

In spite of the rapid increase in the number of BITs concluded, the network of BITs
among countries of various regions is far from complete. (Indeed, if every country or economy
in the world concluded a BIT with every other country or economy, the number of BITs would
be about 20,000.) As a result — and leaving aside FDI within the OECD area — a substantial
portion of FDI flows is not covered by BITs. For example, although the United States is a major
investor in China, to date there is no bilateral investment treaty between these two countries.

3 For example, the Agreement on Investment and Free Movement of Arab Capital among Arab Countries,
signed in 1970 (UNCTAD, 1996b, vol. II, p. 121); the Convention Establishing the Inter-Arab Investment Guarantee
Corporation, signed in 1971 (vol. I, p. 127); and the Unified Agreement for the Investment of Arab Capital in the
Arab States, signed in 1980 (vol II, p. 211).

3 Only a number of small island countries in the region have not concluded BITs.

37 For the purpose of this study, transitional economies include countries in Central and Eastern
Europe, Central Asia and the countries of the former Yugoslavia.
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Figure L.9. Number of BITs concluded by the economies in transition, by decade*

V1 - B

1960s 1970s 1980s 1990-1996

B With developed countries
B With developing countries
(0 Between economies in transition 2

Source: UNCTAD database on BITs.

*  Economies in transition of Central and Eastern Europe, Central Asia and the
countries of the former Yugoslavia.
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NEGOTIATING A BILATERAL INVESTMENT TREATY

Bilateral investment treaties (BITs) are the result of negotiations. Through the negotiating
process, the benefits of BITs for either party can be either enhanced or diminished. Therefore, to
achieve the best results, it is important that countries consider carefully not only the substance of
the treaty provisions but also the negotiating process. Indeed, despite the great similarity among
BITs and despite the relatively few issues that they treat, any two BIT negotiations are seldom
identical. The special needs and conditions of the countries concerned, as well as the skills of the
individuals involved in the negotiations, can undoubtedly influence the outcomes. This chapter
examines key aspects of a typical BIT negotiation.

A. The present context

As noted in the preceeding chapter, in the early years, BITs generally involved a developed,
capital exporting country and a developing, capital importing country. The negotiation was almost
invariably initiated and driven by the developed country, and it was common to regard a BIT as
constituting a series of concessions made by the developing country to the developed country. The
assumption was that the developed country sought as much protection as possible for its investment
abroad, while the developing country sought to promise no more than what was necessary to attract
new investment.

Changing circumstances have altered this assumption. First, the international economic
climate has changed dramaticaily, with the result that many developing countries are now actively
seeking to attract FDI, indeed competing for it." Consequently developing countries often see a BIT
as a means of signalling their favourable attitude towards inward investment and are more willing
than in the past to offer concessions to foreign investors. Second, as already noted, it is increasingly
the case that BITs are not necessarily concluded between a developed country and a developing one;
developing countries and transitional economies are concluding BITs among themselves,’ either as
capital exporters or as protected platforms from which other countries may export capital. For
example, the BIT between China and Singapore was intended to protect both Singaporean investors

' On changing attitudes towards FDI see, for example, Wiesner (1993).
2 See, for example, Reading (1992).
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and foreign companies established in Singapore coming from home countries which have no BIT
with China. (A substantial share of Singapore's outward FDI is by foreign affiliates in Singapore.)

The result is that the traditional setting of BIT negotiations is no longer a true reflection of
current practice. Rather than passively responding to proposals to negotiate from individual
developed countries, developing countries may now decide as a matter of policy to negotiate and
conclude a large number of BITs within a relatively short time. Moreover, while negotiators must
still determine the appropriateness of particular treaty language for the circumstances of a given
country, they less often see negotiations as a process in which a gain by either party necessarily
represents a loss to the other. In this respect, the general trend in national policy frameworks for FDI
has facilitated the conclusion of BITs. This does not mean, of course, that developing countries do
not have important interests that need to be safeguarded in BIT negotiations. Indeed, one of the main
purposes of looking at the BIT negotiating process is to ensure that developing countries make the
best use of this process to advance their interests.

Despite the changes in the setting for BIT negotiations, the steps in the negotiating process
remain relatively unchanged.

B. General considerations

The goal of negotiations is to achieve agreement on the formulation of a BIT that advances
common interests while accommodating conflicting ones.” Consequently, an important task for the
negotiators at the outset of BIT negotiations is to identify the areas where the interests of their
country are the same as those of the other side and those where they are in conflict with those of the
other side.

There is no single approach to negotiating. Some negotiators begin by stating extreme
positions in which they ask for far more than they ever hope to obtain. Others prefer to find ways
of advancing their own interests while leaving room for the other side also to do reasonably well;
the key to this latter approach is for negotiators not to argue about positions (i.e. what each side says
it must have), but rather to discuss the underlying interests on which those positions are based.

Negotiating style can be instrumental in successful negotiations. A good understanding of
the other side's negotiating style may enable a negotiator to reach a better agreement. For example,
some negotiators prefer to reach agreement on general principles before discussing detailed
provisions, while negotiators from other countries prefer to "build" a treaty from agreement on
specific provisions. In general, one must remember that international negotiations not only cross
political frontiers, but also cultures. As a powerful factor in shaping communication and behaviour,
culture conditions the negotiating process in fundamental ways. Cultural factors might explain, for
example, why certain countries that are important home countries have concluded only a relatively
small number of BITs (e.g. Japan). On the other hand, one should avoid any overly deterministic
view of the impact of culture on negotiations.

It is often assumed that the side with the most resources has the greatest bargaining power
and therefore the ability to force agreement on its terms. Thus, in the case of negotiations between
an industrialized country and a developing country, it is often assumed that the developing country
is in a weak bargaining position and that genuine negotiations between weak and strong cannot take
place. However, the history of international negotiations does not always bear out that assumption.

3 OnBIT negotiations in general, see Vandevelde (1988) and Robinson (1993).
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Very often what "power" means in international negotiations is the ability to influence the decisions
of the other party. The challenge for the weaker country in a BIT negotiation is to devise strategies
and to mobilize its resources so as to enhance its ability to influence the other side's decision-making

(Habeeb, 1988).

C. Negotiating phases
The negotiation of a BIT can be divided into a series of distinct phases.
1. Determining the need
Negotiations essentially begin when a country determines that one or more of its investment
policy goals — generally either the goal of protecting its investment abroad or the goal of attracting
investment to its territory — could be advanced by negotiating a treaty. If the potential benefits seem
great enough to justify the costs incurred in negotiations, the country is likely to begin the process
of identifying prospective treaty partners.
2. Selecting treaty partners

Various factors are considered by a country in selecting the countries to approach:

. The status of diplomatic relations: favourable diplomatic relations are typically an important
condition for BIT negotiations;
. The extent to which nationals of the prospective BIT partner have already invested in the

other country or the likelihood that they may invest in the future, if the investment climate
is favourable;

. The extent to which its own nationals have invested or could be expected to invest in the
other country in the future (the status of trade relationships may give clues as to the potential
for FDI);

. The general attitude of prospective BIT partners towards FDI;

. The broader economic and political interests that may be served by a BIT negotiation.

While capital-exporting countries have concluded BITs with countries that are the hosts or
potential hosts to significant quantities of investment by their nationals and companies, historically
that has not been a necessary condition for successful negotiations. Similarly, while many countries
are eager to conclude treaties with countries that are likely to be the source of FDI, conclusion of
a treaty with a country that does not appear to be a likely source of investment in the foreseeable
future may still have benefits that justify the effort to negotiate. Such benefits may include
demonstrating to investors from other countries a commitment to providing a safe investment
climate or demonstrating to the local population a commitment to attract FDI. This said, however,
developing countries with meagre resources might find it necessary to prioritize the list of potential
treaty partners.

3. Preparing a model negotiating text

Countries that are active in BIT negotiations often begin their involvement with the
preparation of a model negotiating text, sometimes referred to as a prototype. (For some examples,
see annex II and UNCTAD, 1996b) This text, in effect, represents the ideal treaty, or at least an
acceptable treaty from the particular country's perspective.
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The development of a model negotiating text serves several purposes. It provides an
opportunity for the Government to study the entire question of investment protection, to consult with
various interested governmental and private-sector organizations, and to formulate a national policy
on the question. It also helps to identify potential problems associated with the conclusion of a BIT,
provides an opportunity to resolve any such problems before negotiations begin, and helps to ensure
that the model negotiating text that emerges from the consultations will enjoy broad political support
inside the country.

The preparation of a model negotiating text also serves to communicate to other countries
the type of treaty desired by the country that has prepared it. Potential treaty partners can study the
text before deciding to negotiate and perhaps determine whether the parties are sufficiently in
agreement about the desirable content of the treaty to warrant spending time and other resources in
the negotiations. At the same time, the opportunity to study the language carefully and formulate
questions before negotiations begin can expedite the negotiations considerably and prevent the last-
minute problems that can arise when negotiators find themselves working with new language that
neither party has had much time to analyse.

The preparation of a model negotiating text also promotes uniformity in the language of the
BITs concluded by a single country, thus facilitating their implementation and interpretation.

Finally, the use of a model text provides a negotiating advantage for the country that has
drafted it, since such a text sets the agenda and indicates the ideal outcome for the drafting country
on every issue addressed by the treaty. While the non-drafting or receiving country is free to contest
any provision with which it disagrees, if it does not question a given provision, the drafting country
obtains by default its preferred language on the issues addressed by that provision.

4. Determining the other party's interest

The precise means by which a country makes contact with its prospective treaty partner
varies from case to case. Many countries inquire directly through formal diplomatic channels.
Others adopt a more indirect approach, preferring not to be the party formally to request
negotiations. Regardless of how the initial contact is made, the second country has to make a basic
decision as to whether it has any interest in entering into negotiations with the country that has
proposed the treaty, taking into account all circumstances, including the considerations described
above.

5. Responding to the proposal to negotiate

The process by which the country approached responds to an invitation to negotiate and,
where relevant, to the model negotiating text, is analogous to the process by which the drafting
country prepares the treaty text. The receiving country must assemble a group of experts to
determine whether negotiations would be desirable and to review the proposed text. Such a review
must ascertain both whether conclusion of the treaty would be consistent with that country's foreign
and economic policy and whether it would be feasible as a practical matter. The feasibility study
should consider the legal framework within which the BIT would operate. It must focus in
particular on whether the treaty is consistent with domestic law and whether there is sufficient
political support for the treaty in the receiving country to ensure that the treaty will receive approval
from the constitutionally appropriate body and that the obligations imposed by the treaty can be met.
This precaution will prevent embarrassment later on if the country is unable to ratify a signed BIT
because of a lack of parliamentary support.
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Another initital task is to review and evaluate the other country's proposal so as to determine,
among other things, the effect of the treaty on other international agreements to which the country
is a party, and on foreign policy positions it has taken in other arenas.

Finally, a potential signatory to a BIT should make a realistic assessment of the costs of the
treaty for the country. Inevitably, there will be divergent views on these issues, but any such matters
must be resolved before negotiations begin. In particular, developing countries might need to assess
whether the loss of flexibility with regard to specific investment measures that might arise as a result
of signing the BIT would be compensated for by significan increases in FDI flows.

Assuming that the review ends in a decision to proceed with negotiations, it is nevertheless
likely to result in a list of political or practical issues that must be addressed in negotiations. Once
a country has determined that it is interested in negotiating a BIT with the proposing party, it
communicates its decision to that country. At that point, the two countries must agree upon the
time and place for the first session of formal negotiations.

6. Preparing for formal negotiations

The key to a successful negot1at1on is thorough planmng and preparation before discussions .
with the other side begin. The first step in preparation is to organize a team of experts from the
relevant government departments to study the matter and prepare a negotiating strategy based on the
country's interests. Very often developing countries will face difficulties arising from a lack of
qualified personnel; however, every effort should be made to ensure that the team includes a lawyer
and an economist from the relevant ministry. In some developing countries there might be a need
for technical assistance and training of negotiators before a team with the necessary knowledge of
the issues involved can be assembled. The difference that a well-trained team can make in the BIT
negotiating process can far outweigh the financial cost of such training and technical preparation.
A number of government departments should have a voice in the negotiating process, not merely
for the substantive reason that their expertise will be useful in negotiating a treaty that will advance
the country's interests, but also for the purely pragmatic reason that a government agency
unjustifiably excluded may oppose approval or ratification of the treaty. In addition, the team may
need to consult with private organizations such as local chambers of commerce and specific sectors
that may be significantly affected by FDI. Widespread consultations help to ensure broad support
for the country's negotiating policies and to avoid sudden disagreements that may be exploited by
the other party. The team must be given a clear mandate defining the extent of its authority to
commit its country to the treaty.

In general, the team should be chosen both for the institutions its members represent and
for their professional expertise. In particular, the team should include an expert from a foreign
investment agency or department. If a country is contemplating the negotiation of several BITs over
a longer period, it may be wise to establish a permanent task force or negotiating team for this
purpose so as to build up its expertise and experience.

The receiving party faces two alternatives in responding to the model negotiating text:
accept the proposed model negotiating text as the basis for negotiations or propose its own model
text as a counterdraft. In the early days of the BIT programmes, many developing countries lacked
the resources to prepare their own model texts. A model text, however, need not be a country's own
original product. There are a number of models prepared by developing countries that can be used
(see annex II and Vol. III, annex B, in UNCTAD, 1996b). Alternatively, a country may simply select
any one of the hundreds of existing treaties and propose it as a basis for negotiations.
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As noted above, there are numerous benefits associated with the preparation of a model
negotiating text. The chief advantage of proposing a counterdraft is likely to be that it eliminates
the negotiating advantage of the other country. It removes the receiving country from the posture
of implicitly accepting by default any language in the drafting country's model text that it does not
explicitly question or oppose.

While the counterdraft tactic may seem obvious, it is not frequently used in BIT negotiations
for a number of reasons. Too much delay can reduce the momentum that pushes forward a
negotiation. It may not be productive to spend time debating which text shall constitute the basis for
negotiations. If the parties cannot agree on which text to use, they may attempt to prepare a
consolidated text, in which provisions addressing similar issues are laid side by side to permit easy
comparison, If the treaties are organized differently, however, this can be a difficult task.

The importance of a counterdraft, in any event, should not be overstated. In most cases it is
sufficient that the negotiating team is ready to make counter-proposals to specific provisions in the
proposed draft.

As part of their preparation for negotiations, each country is likely to obtain copies of other
BITs concluded by the country with which it is negotiating.* These BITs contain language that has
been acceptable to the other country in the past, and it will be difficult for that other country to
refuse to agree to the same or similar language in present negotiations. It would also be advisable
to collect and study existing agreements that may have provisions with implications for foreign
direct investment and its treatment, such as double taxation treaties and commerce and navigation
treaties in force between the two negotiating parties. Similarly, prior to negotiation it would be
advisable to verify whether the negotiating parties are signatories to international conventions that
are usually referred to in BITs, such as the Convention on the Settlement of Investment Disputes
between States and Nationals of other States, and the United Nations Convention on the Recognition
and Enforcement of Foreign Arbitral Awards.

If the receiving party decides not to offer a counterdraft, it may blunt the controlling effect
of the model treaty by suggesting that the model be put aside temporarily while the two teams
discuss the basic principles and concepts that should govern the investment relationships between
the two countries. The negotiators may then record their general understanding in the form of
simple principles that would become the framework for the treaty instead of the model originally
proposed.

Alternatively, if the model treaty is accepted as the basis for negotiation, the receiving party
may be well advised not to proceed to discuss the draft treaty provision by provision, in the order
stated in the draft. Rather, the receiving party may identify the principal issues to be discussed and
present them for consideration in the order it judges appropriate. At the very least, this approach
enables that party to shape the order of the agenda. Moreover, the receiving party may choose not
to negotiate on the basis of exceptions to the rules and principles proposed in the model treaty but,
instead, it may frame its concessions in the form of positive formulations. For example, if the draft
treaty presented prohibits ten types of performance requirements and there are five the receiving
party may wish to retain, it may decide not to seek exceptions to those five but rather to list the five
that can be eliminated as a specific concession on its part.

4 Asnoted above, the texts of many BITs can be found in several collections, including the United Nations
Treaty Series and ICSID (ICSID, various years). In addition, the American Society of International Law also
publishes BITs from time to time and the Organization of American States has started to publish texts of BITs
between countries in the Americas on the Internet.
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Finally, the choice of language in which the negotiations are to be conducted is something
to be kept in mind, since the experts on the team may not speak the other party's language. In these
situations, a third language, acceptable to both negotiating parties, may be agreed upon.

7. The formal negotiating rounds

The two countries must agree initially on the location of the negotiations. Most countries
prefer to host the negotiations to avoid the expense of travel and to facilitate consultations between
the negotiating team and other members of the Government if unanticipated problems arise. It is
not unusual to alternate negotiations between the two countries. Questions of cost are important
factors for developing countries in deciding on the venue of the negotiations and may lead the
parties to choose the process of written diplomatic exchange rather than face-to-face negotiations.
The process of diplomatic exchange to conclude a BIT should, if possible, be avoided. Because of
the issues it raises, a BIT generally is not best negotiated by the process of diplomatic exchange,
which could be drawn out over a long period of time without resolving outstanding issues. Face-to-
face negotiations may be more productive; they allow for interpersonal exchange and facilitate
accommodation and compromises. If a developing country finds that it cannot afford to send a
delegation abroad, it would be better advised to host the negotiations at home where it can field its
strongest delegation, leaving the process of diplomatic exchange for the final resolution of less
difficult issues or the main issues previously discussed during face-to-face negotiations.

A typical negotiation proceeds as follows: a first round of negotiations will eliminate minor
issues and identify any major problems; a second round is directed at attempting to resolve the
major problems; between negotiating rounds, countries can often resolve a variety of issues through
normal diplomatic channels, using embassy personnel to communicate questions, objections and
suggested solutions to the members of the negotiating team from the other country.

The first round of negotiations typically begins with an explanation of the model negotiating
text by the drafting party. If the receiving party wishes to propose a counterdraft, it may do so
through diplomatic channels prior to the first round or it may present the counterdraft at the first
round. Presenting the counterdraft before the first round permits the other party to analyse it and
potentially expedites the negotiations, but may also send a signal that the negotiations are going to
be difficult, thereby slowing the momentum before negotiations even begin. In either event, if there
is a counterdraft, the proponent of the counterdraft may use the first round as an opportunity to
explain its reasons for rejecting the original model negotiating text as a basis for negotiations and
to draw attention to what it regards as the important differences between the drafts, thus laying the
groundwork for the preparation of a consolidated draft, if that is the route chosen.

After the initial presentation of proposals and counter-proposals, the issues are identified and
discussed. The resolution of these issues can take place in various ways:

. Acceptance. The party receiving the proposal may agree to accept a provision after hearing
an explanation of its nature and purpose. .
. Clarification. In some cases, the receiving party does not fully understand the meaning or

intended effect of a provision and seeks clarification of the language. Often the issue can
be resolved by an oral explanation of the provision by the proposing party.

. Redefinition. The receiving party may feel that the meaning of the provision is unclear and
the parties may therefore agree to redefine or define more specifically the terms of the

provision.
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. Reformulation. The receiving party may agree with the fundamental underlying principle,
but object to the precise language used for political or other reasons, thus requiring
modification of the language though not the principle.

. Substantive modification. The parties may agree on a provision only after the original
proposal has been substantively modified due to concessions made by one or both of the
parties.

. Use of protocols and exchange of letters. Any modification, explanation or reservation can

appear in the treaty itself or in a separate document known as a protocol, or in an exchange
of letters or notes. Such documents have the same binding force as the treaty itseif, and are
an integral part of it. The parties may use this technique rather than modify the treaty itself
for any of several reasons; for example, they may wish to minimize any appearance of
having made a substantive change.

. Omission. The receiving party may oppose the provision, and the proposing party may
ultimately agree to omit the disputed provision from the treaty.

This description of negotiating patterns, however, does not imply that there are any set
patterns or predetermined approaches to a negotiation. Indeed, the key point to be stressed is that
each negotiation is a unique and peculiar process requiring flexibility and accommodation. Also,
it should be noted here that many issues are resolved on the basis of political accommodation, using
a package approach with linkages internal to the BIT, and, sometimes, even external to it.

8. Conclusion and ratification

When all issues have been resolved, the negotiators generally signal their agreement by
initialling or signing the treaty text. If one or both parties wish to draw attention to the conclusion
of the treaty, the negotiators may initial the text at the end of face-to-face negotiations and then
schedule a formal signing ceremony later.

In many countries, a signed BIT requires ratification by a legislative body before it becomes
binding.* Thus, BITs often provide that the treaty will enter into force some period of time after the
parties have notified each other that all domestic requirements for approval of the treaty have been
completed. Typically, this notification occurs through the exchange of instruments of ratification.
In such cases, the treaty may provide that it will enter into force, for example, 30 days after the
parties exchange the instruments of ratification. It is important for each country to determine
whether the treaty will require the enactment of any implementing legislation.®

Once they are ratified, BITs are promulgated. It is also advisable that the agencies
responsible for the implementation of the treaty make sure that the existence of a BIT is made public
in ways that reach the potential investors to whom it would apply.

5 The legislative body may refuse to ratify on any of several grounds, including that it violates some

constitutional principle. For example, the Constitutional Court of Colombia declared the BIT between Colombia
and the United Kindom to be unconstitutional.

¢ Some countries have stressed the importance of having good knowledge of the details of the ratification
procedure as well as information about the legal character of a BIT in the legal systems of the countries involved.
This means knowing, for example, whether a BIT will require approval by the Government, by the parliament or
by presidential decree; and whether it consequently becomes an international treaty which prevails over national
laws. On this point see, among others, Czech Republic (1997).
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MAIN PROVISIONS OF BILATERAL
INVESTMENT TREATIES

Bilateral investment treaties cover similar issues, which are few in number and which relate
exclusively to investment. Their principal provisions address a host country's obligations towards
investors from the other treaty partner, but the treaties also cover, directly or indirectly, other aspects
of the relations between the host and the home countries involved.' The usual provisions of such
treaties are discussed in the following sections.

A. Title and preamble

Although the title and the preamble do not directly create rights and obligations, they may
be relevant to the interpretation of the treaty to the extent that they constitute part of its context and
reflect its object and purpose. Article 31 (1) of the 1969 Vienna Convention on the Law of Treaties
provides that "[a] treaty shall be interpreted in good faith in accordance with the ordinary meaning
to be given to the terms of the treaty in their context and in the light of its object and purpose”; it
further provides that "[t]he context for the purpose of the interpretation of a treaty shall comprise,
in addition to the text, ... its preamble ... " (United Nations, 1987). Although not specifically
mentioned, the title of the treaty should also be considered part of its context and, therefore, a
reflection of the treaty's object and purpose.

Some early BITs refer to themselves in their titles as treaties for the protection of foreign
investment; for example, the BIT between Sweden and Egypt is entitled "Agreement between the
Government of Sweden and the Government of the Arab Republic of Egypt on the Mutual
Protection of Investments". The almost universal practice now, however, is to refer to both
protection and promotion. A typical example of this practice is the "Agreement between Japan and
the Democratic Socialist Republic of Sri Lanka concerning the Promotion and Protection of
Investment".

! The issues examined in this chapter are analysed in the context of BITs only. However, the analysis does
not exhaust all aspects of the issues when examined from the broader perspective of customary international law
and other international investment agreements. To analyse these and other issues of international investment law
and their development dimensions, UNCTAD is preparing a series of papers on issues relevant to international
investment agreements.
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In view of the developing countries' desire to attract FDI, arguably a formulation that
expresses both protection and encouragement would be more advantageous to them, since this
formulation could be interpreted as expressing an intent by each country — and especially by the
capital exporting country — to encourage its nationals to invest in the other country. In fact, it could
be argued from the title that there may be a general duty on the part of the home country to promote
investment in the host country. On the other hand, the word "encouragement” in the title could also
be interpreted to mean that each country is to encourage the other country's nationals to inv.est'in its
territory. In the latter case, there might therefore be a basis for arguing that the treaty's title indicates
an intent by the host country to take actions to encourage investments from the other country, an
argument that foreign investors might raise, for example, to avoid or lighten investment-screening
procedures used by the host country.

The titles of BITs often include the word "reciprocal” or "mutual” (e.g. treaty for the
"reciprocal encouragement and protection of investments”). By expressly mentioning reciprocity
or mutuality in their titles, BITs acknowledge their formal reciprocal nature, that is, the fact that they
grant identical rights and obligations to both treaty parties. But this term can also suggest that both
parties to a BIT expect to derive benefits from it, although the benefits derived from BITs need not
be identical for both countries (it is not necessary to achieve equal levels of FDI, for instance). In
other words, in the final analysis, if the objectives of a BIT are fulfilled, each country should be
satisfied that it is benefiting from the operation of the treaty. In the case of developing countries,
the benefits to be derived from a BIT could be measured by the extent to which it contributes,
directly or indirectly, to its growth and development.’

The preamble of a BIT is typically brief, comprising only three or four paragraphs. These
paragraphs usually recite the same small number of objectives underlying the treaties, including the
enhancement of economic cooperation, the promotion of private investment (which is sometimes
linked explicitly to economic prosperity) and the protection of investment. A typical example is the
preamble of the BIT between Malaysia and the United Arab Emirates (table III.1).

Variations in the language of the preamble, however, are sometimes significant. For
example, the Swiss model treaty of 1979 makes a reference at the outset to "economic cooperation
based on international law", while reaffirming the right of the host country to define the conditions
under which an investment is admitted. There is also a reference to cooperation between private and
public companies of the two countries. The models A, B and C prepared by the African—Asian
Legal Consultative Committee (AALCC) (see annex II and Vol. III, annex B, in UNCTAD, 1996b)
mention the promotion of "wider co-operation between the countries of the Asian—African region
to accelerate their economic growth and to encourage investments by developing countries in other
developing countries".

In another fairly common variation of the preamble, the parties recognize that "agreement
on the treatment to be accorded to investment will stimulate the flow of capital and technology and
their economic development"; they also include a reference to fair and equitable treatment (table
III.1). Identifying economic development as one of the objectives of the treaty is, of course, a matter
of interest to developing countries. Such recognition would help to ensure that individual clauses
in BITs are interpreted in ways that support their growth and development, or at least in ways that
do not obstruct it.

2 Similarly, the word "reciprocal” does not imply that the parties are obliged to maintain the same level
of openness in terms of admission of investments or to accord identical protection to that accorded in the other
country's territory,
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Table II1.1. Examples of preambles in BITs

BIT between Malaysia and the United BIT between Argentina
Arab Emirates and the Netherlands
(1991) (1992)
Preamble Preamble
The Governments of ...; ' The Government of ...;
and

The Government of ...;

Desiring to create favourable conditions for greater | Desiring to strengthen the traditional ties of friendship
economic co-operation between them and in| between their countries, to extend and intensify the
particular for investments by investors of one | economic relations between them, particularly with
Contracting State in the territory of the other | respectto investments by the investors of one Contracting
Contracting State; Party in the territory of the other Contracting Party.

Recognizing the need to protect investments by the | Recognizing that agreement upon the treatment to be
Contracting States and by natural and juridical | accorded to such investments will stimulate the flow of
persons of the Contracting States and to stimulate the | capital and technology and the economic development of
flow of investments and individual business initiative | the Contracting Parties and that fair and equitable
with a view to the economic prosperity of the | treatment of investments is desirable,

Contracting States;

While the wording of preambles often reflects the texts proposed in the developed country
models, some treaties have gone a bit further and have used the preamble to define specific areas
in which cooperation is sought. Thus, for example, the agreement between Egypt and Greece
mentions "production, industry, commerce, exploitation of natural resources, energy, tourism,
transports, agriculture, science and technology". The BITs concluded by Switzerland with Egypt and
Sudan stress cooperation in the areas of "production, commerce, tourism and technology", and the

treaty with Singapore refers specifically to "science, technology, industry and commerce".?

* kK

Given the role of the preamble as a reflection of the treaty's object and purpose, it is
important that the language of the preamble should not express intentions that are not shared by the
countries concerned or that impinge upon an obligation contained in the body of the treaty. For
example, if the preamble states that "each country is desirous of establishing a free flow of
investment with the other”, a statement in the body of the treaty to the effect that "each contracting
party shall consider favourably applications for investments of capital in its territory ..." could be
taken to mean that such consideration is to be of a "pro forma" nature and that permission to invest
will be given automatically, when in fact the intention of the host country may be to ensure that
investments are made in accordance with the laws and procedures applicable to all FDI. On the
other hand, a country could also view the preamble as an opportunity for including language (such
as "desirous of seeking ways to encourage the flow of capital for developmental purposes") that,
when coupled with appropriate provisions in the treaty, might be used as a basis to argue that the
home country should take positive action to encourage its nationals to invest in the developing

3 More recent examples of this practice include the treaties signed by Switzerland with Uruguay and

Turkey.
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country, particularly in industries or activities that the latter country wishes to attract as part of its
development strategy.

B. Scope of application

The purpose of definitions in legal instruments is to determine the object to which the
instrument's rules shall apply and the scope of these rules' applicability. Definitions, therefore, are
not neutral. They form part of the normative content of the instrument.

The typical BIT protects investment made by investors of one contracting party in the
territory of the other contracting party. The scope of a treaty's applicability thus depends on the
definition of certain terms, particularly "investment", "investor" and "territory”. Definitions of these
terms are a key element of any BIT. They determine which investments and investors are to benefit
from its provisions and which are excluded from the coverage of the treaty. The definitions section
may also specify the precise relationship that must exist between the investor and the investment for
the investment to be protected.

Generally, home countries seek to give these definitions the broadest possible scope. Host
countries, on the other hand, sometimes prefer to limit their coverage so as to protect certain national
interests.’

1. Definition of terms
(a) Investment

The concept of "investment" does not have a generally accepted definition and is constantly
evolving as new forms of investment are created and developed by entrepreneurs, financiers and
TNC:s. In the absence of a generally recognized definition of investment, the definition of this term
in BITs is of critical importance. While investment is usually understood as involving a commitment
of resources over period of time, with a view to future benefit, important variations exist in the
formal definitions found in international instruments. They generally fall into two broad categories.
Instruments dealing with the cross-border movement of capital and resources tend to define
investment in narrow terms, and stress foreign control over a company as a necessary element of
such a definition.’ Instruments aimed at the protection of investment, on the other hand, tend to use
broad and comprehensive definitions that are asset-based, to cover not only the capital that crosses
the borders, but also other kinds of assets of an enterprise.’ BITs follow the second approach.

Recent BITs contain a relatively standard definition of investment. It emerged in the 1960s
and has undergone relatively few changes since then (table I11.2). The most commonly used
definition is "every kind of asset".” It is also common to add an illustrative list of assets that are

* For a detailed discussion of the scope of BIT's and other international investment instruments, see Parra
(1995).

3 See, for example the definition of investment in annex A of the OECD Code of Liberalisation of Capital
Movements (UNCTAD, 1996b, Vol. I, p. 17).

® For a more detailed discussion of the types of definitions used in international instruments, see UNCTAD
(19960, Vol. I, Introduction).

7 In the case of the United States treaties, the term used is "every kind of investment" (see, for example,
the BITs between Albania and the United States, article I (1), and between Bulgaria and the United States, article
I1(1)).
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included within the definition. The following are categories of assets that typically appear in recent
BITs:

. Traditional forms of property, sometimes described as movable and immovable property.
This category generally includes property rights such as mortgages, liens and pledges.
Tangible assets are forms of property clearly protected under traditional customary
international law, as an extension of the protection of aliens.

. Companies and interests in companies (e.g. shares or bonds). Companies are treated in
BITs both as assets (hence they are part of the definition of "investment") and as actors
(hence they are part of the definition of "investor"). As assets, interests in companies may
include equity as well as debt. Thus, a host country that seizes a company could be
considered to have expropriated the property of both the owners and the creditors of that
company.

As this suggests, most BITs do not distinguish between direct investment and portfolio
investment; the language of the treaties generally is broad enough to cover both forms of
investment. Thus, a single share of stock in a company, though it is portfolio investment,
would be protected by the treaty to the same extent as a number of shares sufficient to permit
the owner to exercise control. In some treaties, portfolio investment is expressly addressed.®
In some other BITs, however, it is clearly stated that only direct investment is protected: for
example, the BIT between Denmark and Lithuania (article 1 (1)) defines investment as
"every kind of asset connected with economic activities acquired for the purpose of
establishing lasting economic relations between an investor and an enterprise...". Similarly,
the treaty between Germany and Israel (article I (1) (a) (i)) defines investment as "investment
in an enterprise involving active participation therein ...".

Whether portfolio investment was an asset protected under traditional rules of customary
international law has been an open question. The outcome of the Barcelona Traction case
suggests that it was not protected. In fact, in reaching that conclusion, the International Court
of Justice suggested that bilateral and multilateral agreements on investment protection
would be the obvious way of ensuring its protection.” One reason why portfolio investment
was not protected under traditional customary international law might have been that the risk
involved in some portfolio investments for the investor may not be as high as that involved
in a direct investment, since the former investment could normally be pulled out more easily
than the latter (Sornarajah, 1994). It has been observed that the inclusion of portfolio
investment under the protection of a BIT does not raise particularly important concerns for
the host country because such investment does not involve foreign control. On the other
hand, portfolio investment could raise a number of important problems if it was included
under agreements aimed at the liberalization of foreign investment entry.

. Intellectual property, including copyrights, industrial property rights and know-how.
Business goodwill is often included in this category as well. Traditionally, such intangible
assets as intellectual property were not thought to be assets that came within the ambit of

8 See, for example, the BIT between France and Sri Lanka (article 1).

? The International Court of Justice in the Barcelona Traction, Light and Power Company Limited case
(cited above) denied Belgium Jocus standi to maintain an action against Spain to protect the interests of the Belgian
shareholders of a Canadian company whose investments in Spain had been affected by actions of the Government
of Spain.
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Table II1.2. Examples of definitions of investment in BITs

BIT between Italy and Romania

BIT between Bangladesh

BIT between Ecuador

(1977) and Italy and the United Kingdom
Article2 (1) (1990) (1994)
Article 1 Article 1 (a)

(a)

(®

©)

(d)

(e

Definition of investment

For the purpose of the present
agreement:

"Investment of capital" shall mean a
contribution to the achievement of
an economic objective, including
any category of goods and services
in which capital is invested. In
particular, but not restrictedly,
"investment of capital" shall mean:

ownership or movable and
immovable assets and any
other real right acquired or
constituted in conformity with
the legislation of the country in
which the invetsment was
made;

rights of participation in
companies, enterprises or other
economic initiatives, including
any capital allocation to which
the investor is entitled and any
other form  of  share
participation;

monetary claims or other rights
relative to services having an
economic or financial value;

industrial or intellectual
property rights, technical
procedures, trademarks, trade
names and goodwill, know-
how;

concessions granted by law or
by contract, including those for
research and exploitation.

For the purposes of this Agreement:

The term

"investment" shall be

construed to mean any kind of
property invested before or after the
entry into force of this Agreement by
a natural or legal person being a
national of one Contracting Party in
the territory of the other, in conformity
with the laws and regulations of the
latter.

Without limiting the generality of

the foregoing, the term "investment”
comprises:
(a) movable and  immovable

(®)

(©)

(C)

(e

property, and any other rights in
rem including, insofar as they
may be used for investment
pruposes, real guarantees on
others' property;

shares, debentures, equity
holdings and any other
negotiable instrument or

document of credit, as well as
Government and public securities
in general;

credits for sums of money or any
right for pledges or services
having an economic value
connected with investments, as
well as reinvested income as
defined in paragraph 5 thereafter;

copyright, commercial
trademarks, patents, industrial
designs and other intellectual and
industrial property rights, know-
how, trade secrets, trade names
and goodwill;

any right of a financial nature
accruing by law or by contract
and any licence, concession or
franchise issued in accordance
with current provisions
governing the exercise of
business activities, including
prospecting for cultivating,
extracting and exploiting natural
resources.

Definition of investment

For the purposes of this
Agreement:
(a) "investment" means every

kind of asset and in particular,
though not exclusively, includes:
(i) movable and immovable
property and any other
property rights such as
mortgages, liens or pledges;

shares, stock and
debentures of companies or
interests in the property of
such companies;

(i)

(iii) claims to money or to any
performance under contract
having a financial value;
(iv) intellectual property rights
and goodwill;

business concessions
conferred by law or under
contract, including
concessions to search for,
cultivate, extract or exploit
natural resources.

)
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customary international legal protection (Sornarajah, 1994). However, in recent times their
economic value has come to be of critical importance and central to investment protection
(United Nations, Transnational Corporations and Management Division, 1993). The inclusion
of intellectual property rights and other intangible rights within the definition of investment in
BITs has indeed contributed to dispelling any doubts that existed in classical customary
international law about their recognition as assets to be protected under international law
(Sornarajah, 1994).

o Contractual rights. This category may include rights such as those created by concession
agreements conferring on an investor the right, for example, to search for, extract or exploit
natural resources. Concessions are included in most model agreements, including the AALCC
models A, B and C and in the majority of BITs signed in recent years. For example, the treaty
between Denmark and Peru refers to "business concessions conferred by law or by contract”
(article 1 (1) (e)). It may also include other long term contractual rights, such as licensing,
management, franchises or turnkey contracts. Protected contract rights may include in addition
certain relatively short-term rights, such as claims to money or performance. At the same time,
however, contracts calling for immediate — as opposed to long-term — payments (e.g. a contract
for a one-time sale of merchandise) would not generally be considered an investment.

Some treaties also explicitly include licenses and permits within the list of assets. For
example, the treaties signed by the United States with Moldova and Sri Lanka (article I (1) (a) (v)
in both treaties) define investment as including "any right conferred by law or contract, and any
licences and permits pursuant to law". While issuance of a license or permit initially may be a
matter of the host country's discretionary powers, once granted, the license or privilege becomes an
asset protected by the BIT.

It has been suggested (Sornarajah, 1994) that the inclusion of licenses and permits in the
definition of investment is a recognition of the fact that many of the rights that the investor obtains
in host countries are administrative rights based on permission to conduct certain activities in the
host country upon which the whole course of the investment project may depend.'® Most BITs,
however, do not include an explicit reference to licenses and permits; nevertheless, depending upon
the circumstances, a particular license or permit, may meet the definition of investment.

As noted, the lists of protected assets in BITs are not exhaustive, and this is due to a
number of reasons. First, most BIT drafters recognize the difficulty of drafting an exhaustive list.
Second, there has been a conscious desire to leave the definition of investment somewhat open-
ended so that it can absorb new forms of investment as they emerge.

A question to be considered by a host country is whether it wishes to accept such an open-
ended definition of investment, since it might result in protecting future business forms that the
parties did not specifically agree to protect as investments at the time the treaty was concluded."
Similarly, host countries might not find it appropriate to grant permit rights the same kind of
protection that they give to other assets of foreign origin. At the same time, a narrow definition of
investment may exclude certain new forms of investment that the host country may wish to attract

' For example, in the case of Amco Asia Corporation (et al.) v. Indonesia (1985), some of the issues

under contention concerned administrative controls (ICSID, 1985).

""" This question was under consideration in the OECD negotiations on a multilateral agreement on
investment (MAI) with respect to financial assets. It has been suggested that there may be good reasons to include
these assets in an international investment agreement on condition that they are acquired for the purpose of
establishing lasting economic relations with an enterprise (Germany, 1997).
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as part of its development strategy. A broad definition obviates the need to renegotiate the treaty
in these situations. It is therefore for each country to consider the implications of various definitions
of investment and determine whether they accord with national policy.

BITs often define “investment” as investment that is made in accordance with the laws of
the host country; a typical example is the treaty between Bangladesh and Italy (table IM1.2).” The
BIT between Australia and Indonesia contains an interesting variation in that the investment must
be made "in conformity with the laws, regulations and investment policies applicable from time to
time" (article 1). In the BIT between Malaysia and the United Arab Emirates (article 1), the formula
in the case of Malaysia is "approved investments", whereas in the case of the United Arab Emirates
it is "investments approved and classified as investments by the competent authorities of the United
Arab Emirates in accordance with its legislation and administrative practices."

Local laws, of course, may require approval of the investment, and the approval may be
subject to certain conditions. Where such a definition appears, investments that do not conform to
local law, obtain any required approvals, or meet the conditions included in any required approvals,
would not be protected by the treaty because they would not be considered "investment" within the
meaning of the treaty.”” Some BITs make this point explicitly, by providing that the treaty shall
apply only to investment made in accordance with the laws and regulations of the host country."

These types of qualifications permit a country to refuse treaty protection to investments that
it considers unworthy of such protection. Thus, by confining protection to investments that are in
conformity with its legal requirements, a country is able to ensure that only investments considered
desirable from the point of view of its development goals are given protection. Developing countries
therefore can take advantage of these qualifications by identifying a clear set of development
priorities and criteria to be taken into account in determining whether an investment should receive
treaty protection. It should be pointed out, however, that while as a sovereign State a host country
may change its laws, regulations and policies, these changes may affect adversely the stability of its
investment climate; the credibility of a Government may also be affected should laws and policies
be frequently changed.

A different approach for ensuring that treaty protection is granted only to investments
made in accordance with the national laws of the host country consists of subordinating the
admission of investment in the host country to that country's domestic law. (See below under
"Admission of investment".)

Bilateral investment treaties often include a provision to ensure that the alteration of the
form in which assets are invested (e.g. where a lender converts debt into equity) will not affect their
classification as investment for the purpose of treaty protection. For example, the BIT between
Canada and Hungary (article 1 (b)) provides that "[a]ny change in the form of an investment does
not affect its character as an investment." Some of these BITs, however, also include the condition
that the alteration of the form of the investment must not be contrary to the initial approval of the
investment granted by the host country. Thus, the BIT between Belgium—Luxembourg and Cyprus

12 Other recent examples of this approach include the BITs signed by China with other developing
countries. The clause also appears in the BITs signed by Australia and Indonesia and in the BITs signed between
India and the United Kingdom; Canada and Trinidad and Tobago, and Chile and Norway, to mention some.

" The question of whether an investment qualifies as "approved investment" for the purpose of receiving
treaty protection was raised in a recent case involving the BIT between the Belgium-Luxembourg Economic Union
and Malaysia (arbitration case of Philippe Gruslin v. the Government of Malaysia (unpublished) (ICSID, 1998)).

14 See, for example, the BIT between Argentina and Sweden.
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(article 1) states that "[a]ny alteration of the form in which assets are invested shall not affect their
classification as investment, provided that such alteration is not contrary to the approval, if any,
granted in respect of the assets originally invested.” The principal purpose of this condition is to
ensure that reinvestment is not used to circumvent restrictions placed by the host country on the
original investment.

A variation of this practice is to provide that reinvestments must not be contrary to the laws
of the host country. For example, the BIT between Albania and Croatia (article 2 (2)) stipulates that
"[a] possible change in the form in which the investments have been made does not affect their
substance as investments, provided that such a change does not contradict the laws and regulations
of the relevant Contracting Party."

) Returns on investment

Most BITs protect returns on investment. For example, they may guarantee the free
transfer of returns on investment out of the host country. Treaties that protect returns separately from
investment often include a definition of that term. The most common definition, used consistently
since the 1960s, is "amounts yielded by an investment".'” Most BITs that define the term also
include a non-exhaustive list of monetary flows that are considered returns. This list typically
includes profits, interests, capital gains, dividends, royalties and fees.'°

(©) Investor

The aim of a BIT is to encourage and protect investments by investors of the two countries
that are party to the treaty. Consequently, the treaty must define those investors that have a sufficient
link with their respective countries to merit protection. In particular, the capital importing country
may be reluctant to grant the benefits of a BIT to persons and companies having only a tenous
relationship with its treaty partner. To allow the treaty to benefit persons or companies that are
primarily associated with third countries with which it has no treaty relationship would be, in effect,
to abandon its prerogative to negotiate corresponding privileges and obligations from those
countries.

The definition of the term "investor" usually includes natural persons and juridical entities,
often referred to generically as "companies". Some BITs do not use the term "investor" and refer
directly to natural persons and companies.

i.  Natural person

With respect to natural persons, most BITs give protection to persons who are "nationals"
of each of the contracting countries concerned. The typical definition of a national of a party is a
natural person recognized by that party's internal law as a national or citizen. For example, the treaty
between Jamaica and the United Kingdom employs the following language:

(c) "nationals" mean:

(i) in respect of the United Kingdom: physical persons deriving their status as United Kingdom
nationals from the law in force in the United Kingdom;

!5 This definition has been used, for example, in the treaties signed by Denmark, Finland, Germany,
Norway and the United Kingdom.

16 See, for example, the AALCC model B, article 1 (e).
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(ii) in respect of Jamaica: physical persons deriving their status as Jamaican nationals from the
laws of Jamaica.

Under customary international law, a State's granting of nationality to an individual need
not be recognized by other States if there is no genuine link between the individuals and the St_ate
whose nationality they are claiming."” Most BITs, however, do not seem to require such a genuine
link. Thus, an individual is a national of a contracting party for the purposes of the BIT as long as
that contracting party's internal law recognizes the individual to be a national.

In some cases, BITs require more of a link than nationality. A few BITs require that the
person should also reside or be domiciled in the country of nationality.”® In ott}er BIT§ the
requirement is that investors should be permanent residents.”” The reason for this additional
requirement of residence or domicile is to ensure that nationals covered by the treaty have a real
link to the other country, a consideration that may be important if such other country has significant
numbers of citizens residing in third countries and without a significant connection to the home
country whose nationality they legally possess. One issue not explicitly addressed by BITs is
whether a natural person who possesses the nationality of both parties under their respective laws
may claim treaty protection.”

ii. Company

The term "company" is generally given a wide definition and includes corporations and
other juridical entities. The BIT between Tunisia and Turkey (article I (1) (h)), for example, defines
“company” as "any kind of juridical entity, including any corporation, company, business association
or other organization that is duly incorporated, constituted or otherwise duly organized under the
applicable laws and regulations of a Party".

Some treaties specify that the definition includes public and private entities, regardless of
whether they are organized for profit or have limited liability. Thus, the treaty between Peru and
Thailand (article 1 (2)) defines "company" as "any juridical person incorporated or constituted under
the law in force in the territory of either Contracting Party whether or not with limited liability and
whether or not for precuniary profit". The AALCC models A and B include a separate definition for
State entities.?! Other BITs are silent on these matters, but the definition in such BITs is generally
broad enough to include any of these entities, as is evident in the language of the BIT between
Tunisia and Turkey.

As noted, the key definitional question with respect to companies as investors relates to the
conditions under which a legal person is considered to have a sufficient link to a treaty country to

17" See the Nottebohm Case (Liechtenstein v. Guatemala) (International Court of Justice, 1955).

18 See, for example, the BITs between Germany and Israel (article I (3) (b)) and between Denmark and
Indonesia (article I (a)).

1 See, for example, the BITs between Argentina and Canada and Canada and Trinidad and Tobago.

% In the case of most BITs signed between Argentina and other countries in the American continent, and
the BITs signed by Ecuador with Chile (article 1 (3)) and El Salvador (article 1 (2)), the treaty does not apply to
investments made by natural persons from the home country if they have been domiciled in the host country for more
than t)wo years, unless it is proved that the investment was admitted from abroad (Organization of American States,
1997).

2 mits introductory report, the AALCC explained that such a definition addressed a situation often found
in developing countries in which investments, whether in the shape of capital or technology, are likely to be made
at times by State entities that cannot be appropriately brought within the definition of companies.
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be deemed a company of that country for the purpose of treaty protection. Three situations raise
particular problems for determining whether an investment by a company is covered: investments
made by a company organized in a treaty country by nationals of a third country; investments made
by a company organized in a third country by nationals of a treaty country; and investments made
by a company originating in a treaty country in which nationals of a third country have a substantial
interest.

Typically, BITs extend protection to companies that are deemed to have the nationality of
one of the contracting countries, but they vary in how they attribute nationality to companies. Three
different criteria have been used by treaties in different combinations. These are the place of
incorporation; the location of the seat (sometimes referred to as the “siége social”, “real seat”, or the
“principal place of business”); and the nationality of ownership or control.

Each of these different criteria brings with it certain advantages and disadvantages. The
place of incorporation is the easiest to determine. Treaties that use the place of incorporation or
organization as a basis for ascribing nationality to juridical entities include those concluded by
Denmark, the Netherlands, Switzerland, the United Kingdom and the United States. It is also used
in treaties between developing countries, such as, for example, the BIT beween Singapore and Sri
Lanka. Thus, the treaty between Nigeria and the United Kingdom (article 1 (d)) defines companies
to include "corporations, firms, associations and other legal persons incorporated or constituted
under the law in force in any part" of a contracting party. The problem with this criterion is that the
country where the company is organized may have no other connection to the company. A country
may find itself defending the interests of a company in which none of its nationals has any rights.
Indeed, foreign nationals may form a company under the laws of a contracting party simply to gain
treaty protection. For this reason, some BITs reserve for each contracting party the right to deny
treaty protection to a company that is incorporated under the laws of a contracting party, but is
controlled by nationals of a third country and/or has no substantial business activities in the territory
of the contracting party. For example, the treaty between Romania and the United States contains
a provision to prevent nationals of third countries from obtaining BIT protection by incorporating
in one of the signatory countries (table II1.3).

Ownership or control, by contrast, establishes a much more important link between the
investment and the country of nationality, but it is sometimes difficuit to ascertain. A company may
be owned by thousands of investors from many different countries, with the nationality of the
dominant investors changing from time to time as shares in the company are traded. Treaties using
ownership or control as a basis for establishing the nationality of juridical entities include those
concluded by the Netherlands, Sweden and Switzerland. A typical example is the BIT between
Lithuania and the Netherlands (table III.3).

The inclusion of "ownership and control” as one of the criteria for attributing corporate

nationality for the purpose of BIT protection represents a significant departure from traditional
customary international law, as spelled out in the Barcelona Traction case discussed above, in that
a corporation has the nationality of the State in which it was incorporated and, therefore, only that
State has the right to exercise diplomatic protection. In fact, the Barcelona Traction case raised
doubts as to whether shareholders could be protected under existing customary international law,
and that might have been a significant precipitating factor in the development of BITs. Indeed,
securing the protection of shareholders was becoming increasingly important in the context of the
creation of locally incorporated joint ventures, in order to grant protection to the foreign minority
partner (Sornarajah, 1994). Another technique for securing shareholder protection under BITs has
been the inclusion of shares as assets coming within the definition of investment discussed above.
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Table I11.3. Examples of definitions of companies in BITs

(a) in relation to
Japan, corporations,
partnerships,
companies and
associations whether or
not with limited
liability, whether or not
with legal personality
and whether or not for
pecuniary profit; and
(b) in relation to the
People's Republic of
China, enterprises,

other economic
organizations and
associations.

Companies constituted
under the applicable
laws and regulations of
one Contracting Party
and having their seat
within its territory shall
be deemed conpanies
of that Contracting

Party.

(a) in respect of the
Federal Republic of
Germany:

any juridical person as
well as any commercial
or other company with or
without legal personality
having its seat in the
German area of
application of this Treaty,
irrespective of whether or
not its activities are
directed at profit,

(b) in respect of the
Kingdom of Swaziland:

corporations, firms or
associations incorporated
or constituted under the
laws in force in the
Kingdom of Swaziland.

association, partnership, or
other organization, legally
constituted under the laws
and regulations of a Party
or a political subdivision
thereof whether or not
organized for pecuniary
gain, or privately or
governmentally owned or
controlled;

2. Each Party reserves the
right to deny to any
company the advantages of
this Treaty if nationals of
any third country control
such company and, in the
case of a company of the
other Party, that company
has no substantial business
activities in the territory of
the other Party or is
controlled by nationals of a
third country with which the
denying Party does not
maintain normal economic
relations.

BIT between China BIT between BIT between Romania BIT between Lithuania
and Japan Germany and and and the Netherlands
(1988) Swaziland the United States (1.994)
Article 1 (4) (1990) (1992) Article 1.b
Article 1 (4) Article I (1) (b) and (2)
() The term | The term "companies” | (b) "company” of a Party | [TThe term .investor shall
"companies" means: means means any kind of | comprise with regard to
corporation. company, | either Contracting Party:

i. natural persons having the
nationality of that
Contracting Party;

ii. legal persons constituted
under the law of that
Contracing Party;

iii. legal persons not
constituted under the law of
that Contracting Party but
controlled, directly or
indirectly, by  natural
persons as defined in i. or
by legal persons as defined
in ii. above;

who invest in the territory of
either Contracting Party.

Some BITs add a definition of some of these terms in a protocol or exchange of letters. For
example, the protocol annexed to the BIT between Egypt and the United States defines "control" as
"[having] a substantial share of ownership rights and the ability to exercise decisive influence". The
same protocol stipulates that, in cases in which there is a difference of views as to the existence of
control, the parties shall resolve the disputes in accordance with the dispute-settlement provisions

specified in the treaty.

Basing nationality on the location of a company's seat may represent something of a middle
ground. It establishes a more genuine link than mere incorporation and is often easier to ascertain
and more stable than the country of ownership or control. The use of the seat as a basis for ascribing
nationality is common in BITs concluded by, for example, Belgium, Germany and Sweden. Thus,
the BIT between Germany and Swaziland defines German companies as those having their seat in
the German area of application (table II1.3)

Often these three elements are combined so that a company must satisfy two or more
criteria in order to be covered by a treaty. Thus, many recent treaties require the company both to

40




Chapter 111

be incorporated in a treaty country and to have its seat or controlling interests in that country as well.
A typical example is found in the BIT between China and Japan (table II1.3).

The AALCC models A and B contain two alternative definitions. The first alternative
consists of a joint definition of companies using the incorporation criterion, with the possible
addition of the control criterion. The second alternative suggests a separate definition left to each
party to determine.

Unilaterally denying the benefits of the treaty to a company with a supposed link to the
other country can be a potential source of conflict. As a result, mechanisms for consultation on this
issue may be built into a treaty. For example the BIT between the United States and Zaire, after
allowing one party to deny the benefits of the treaty to a company for the reasons indicated above
(see quote from the BIT between Romania and the United States in table I11.3), also states:

... provided that whenever one Party concludes that the benefits of this treaty should not
be extended to a company of the other Party for this reason, it shall promptly consult with
the other Party to seek a mutually satisfactory resolution to this matter. (article 1 (b) (ii)).

Once it has been determined that a person or entity is a protected investor, the question
arises as to what relationship an investor must have to an investment for the investment to be
protected by the BIT. Most BITs do not address this issue in any detail. They generally provide that
the asset must be an investment "of" or "by" nationals or companies of a contracting party. This
seems to imply that nationals or companies of the contracting party must own or control the
investment. Such ownership may be fractional, as where nationals of a contracting party own only
a small interest in an investment, or indirect, as where nationals of a contracting 2?a.rty own interests
in an entity that owns the investment. Some BITs signed by the United States “ state specifically
that investment shall be considered as investment of a contracting party if it is owned or controlled
"directly or indirectly" by nationals or companies of that contracting party. The implication of this
wording is that ownership of the investment by nationals or companies of a contracting party
through multiple corporate layers is sufficient for the investment to be considered investment of
nationals or companies of that contracting party.

There are, however, other issues in relation to the determination of the nationality of a
company that BITs do not seem to address. Other issues not addressed are how to deal with
companies having the nationality of both parties to a BIT, and how changes in nationality of an
investment during the term of a BIT affect the operation of its provisions (Dolzer and Stevens,
1995).

(d) Territory

The earliest BITs typically did not define the term "territory”. A definition began to appear
regularly in the 1970s. In the context of BITs, territory is defined for the particular purpose of
investment protection. Often, the territorial protection of an investment in many BITs does not
coincide with the delimitation of the territory under the law of the contracting parties. In fact, in
many BITs, the definition of territory does not specify what land areas shall be considered the
territory of a country; rather, this definition serves to indicate what maritime areas shall be
considered part of a contracting party's territory. The typical definition includes within "territory”
those maritime areas over which the contracting party exercises sovereign rights or jurisdiction in
accordance with international law. For example, the BIT between Lithuania and Sweden (article

2 See, for example the BIT between Jamaica and the United States (article I (1) (a)).
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1 (4)) defines territory to mean "in respect of each Contracting Party the territory under its
sovereignty and the sea and submarine areas over which the Contracting Party exercises, in
conformity with international law, sovereignty, sovereign rights or jurisdiction". This generally
includes the continental shelf and the exclusive economic zone. The result is that investment in
offshore mineral exploitation facilities will be considered investment within the territory of the
maritime country.

While the territorial scope of an investment treaty normally coincides with the delimitation
of the territory of the contracting parties, a treaty may contain territorial extension clauses. For
example, the BITs concluded by the United Kingdom provide that territory, in the case of the
United Kingdom, includes those territories to which the applicability of the BIT is extended by
diplomatic note.”® Conclusion of a BIT with the United Kingdom is often followed by one or more
exchanges of notes applying the BIT to areas outside the metropolitan territory of the United
Kingdom.

An important related question is whether the provisions of BITs apply to sub-national
authorities, particularly in countries in which such authorities enjoy wide discretion and autonomy
regarding the regulation of foreign investment. Most BITs do not address this issue explicitly, but
some do; for example, the BIT between Poland and the United States (article XIII) states that "the
Treaty shall apply to the political subdivisions of the Parties". The Vienna Convention on the Law
of Treaties (article 27) provides that the existence of a contradictory internal law is not a justification
for the failure to perform an international treaty. Article 29 provides that, unless a different intention
is evident in the treaty or is otherwise established, a treaty is binding upon each party in respect of
its entire territory.

2. Application in time

An important question regarding the coverage of BITs is whether treaty protection extends
to investments made before, as well as after, the conclusion of a BIT.

Host countries may sometimes be reluctant to provide treaty protection to investments that
were established prior to the entry into force of a treaty. They may see the provision of such
protection as a windfall to the investor, who was willing to make the investment without the promise
of treaty protection. Moreover, such prior investment might not have been approved had the
authorities then realized that the investor's rights later would be expanded by treaty. For example,
a host country might have approved an investment project on the assumption that its restrictive
exchange-control laws would apply to limit the project's right to repatriate income and capital. If,
by treaty, the currency transfer rights of existing projects were to be expanded, this might place an
increased and unexpected burden on the host country's foreign exchange reserves.

Home countries, by contrast, generally want their BITs to apply to existing investment.
This avoids giving later investors a competitive advantage over earlier investors, which could distort
the operation of the market and arouse the opposition of existing investors to the conclusion of the
treaty.

Despite these opposing interests, the contracting parties usually do agree to extend the
protection of the treaty to existing investments. Indeed, even where host countries conclude BITs
for the sole reason of attracting new FDI, excluding from BIT protection all existing investors —

B See, for example, the BIT between the United Kingdom and Sri Lanka (article 1 (e) (i)). As a result of
the diplomatic note in this BIT regarding the extension of territorial scope to the United Kingdom's overseas
territories, the treaty was applied to a Hong Kong company in the recent arbitration case of Asian Agricultural
Products Ltd. v. Republic of Sri Lanka (ICSID, 1990).
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many of which are a potential source of new investment — this might reduce investors' confidence
in the host country's investment climate. Consequently, by denying protection to pre-existing
investments, host countries might be blocking an important source of potential new foreign
investment. In fact, this is an issue which has become less problematic in recent years as a result of
the widespread trend towards liberalization: many BITs state explicitly that the treaty applies to
investments established prior to the entry into force of the treaty, as well as those established
subsequent to entry into force. They sometimes do so by including a separate article stating that the
treaty applies to existing investment. Thus, for example, the BIT between Estonia and Switzerland
(article 6) provides that:

The present Agreement shall apply to investments in the territory of a Contracting Party made in accordance
with its laws and regulations by investors of the other Contracting Party prior to the entry into force of this
Agreement.

Or they may define the term "investment" to include investment established before the treaty entered
into force.**

Not all BITs, however, apply to existing investments. Some BITs provide that the trea
shall apply to investments established after entry into force of the country's foreign investment law.
Other BITs, notably some of those concluded by Germany,” require that existing investments should
be approved before receiving treaty protection. For example, the BIT between Egypt and Germany
(article 9) requires investments made before the entry into force of the treaty to go through the
prescribed admission procedures in order to enjoy treaty protection. It should be noted, however, that
Germany’ current practice is to cover existing investments in BITs. Another approach is simply to
provide th%t the treaty shall not apply to investments made prior to signature or entry into force of
the treaty.

Some treaties, such as a few to which the United Kingdom is a party, do not specifically
state whether the BIT will apply to existing as well as future investments. To avoid problems of

interpretation over the treaty’s scope of application, it may be wise for the parties to reach a clear
understanding on this issue before concluding a treaty.”®

3. Entry into force, duration, termination and amendment
(a) Entry into force

. In many countries a signed treaty may enter into force only if ratified in accordance with
internal law.? Treaties drafted by these countries provide that they enter into force after each party

x See, for example, the BIT between Bangladesh and Italy (article 1) quoted in table II1.2.
5 See, for example, the BIT between Indonesia and the United Kingdom (article 2 (3)).

% See, for example, the BITs signed by Germany with Indonesia (article 8 (2)), Malta (article 9 (2)) and
the Islamic Republic of Iran (protocol, para. 11).

7 Such an approach is found in, for example, the BITs between France and Morocco (article 12) and
between Germany and Sri Lanka (article 9).

% The position of the Vienna Convention on the Law of Treaties on this issue is that unless a different
intention appears from the treaty or is otherwise established, its provisions do not bind a party in relation to any act
or fact which took place or any situation which ceased to exist before the date of the entry into force of the treaty
with respect to that party.

L ¥ The internal act of ratification, which may be required for the treaty to enter into force, should be
distinguished from the question of whether the treaty needs to be enacted into domestic law (where its provisions
affect existing internal law).
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has notified the other that its internal requirements (e.g. ratification) have been satisfied.* If these
notifications occur on different days, then a treaty will enter into force on the latter of these days.”
In many cases, a treaty enters into force a certain number of dg.ys after the notifications h?zve been
given. The most common period is 30 days after the notifications have been exchanged.

(b) Duration and termination

One of the major purposes of a BIT is to ensure a stable legal environment for investors.
For this reason, the standard practice since the 1960s has been to specify that a BIT shall remain in
force for a fixed term during which there is no provision for termination. The most common
minimum term is 10 years. This period is found in BITs concluded by France, Germany, the United
Kingdom and the United States. However, some BITs provide for a term of 15, 20 or even 30
years®, while in others the initial term is for as little as five years* or even one year.”

After the fixed term has ended, the treaty may be terminated by either party, usually with
one year's notice.” Some BITs provide for a different period of notice, such as six months.”’

If a BIT is not terminated at the end of the fixed term, then it continues in force. In
general, countries have adopted two different approaches to specifying the duration of a treaty after
the fixed term expires. Under one approach, a treaty continues in force indefinitely, subject always
to the power of either party to terminate the treaty with written notice.®® Under the other approach,
a treaty continues in force for additional fixed terms.

The latter approach is followed by most BITs. This ensures investors a stable legal
environment beyond the fixed initial term of the BIT. The period specified most commonly in the
clause is 10 years, but it is 15 years in some BITs and 20 in others. These additional terms are not
necessarily of the same duration as the original term. In some Swiss BITs, for example, the initial
term is 10 years, but the additional terms are two years each.”

In any event, the initial term in combination with this additional period can provide
protection of substantial duration. In the BIT between Malaysia and the United Arab Emirates, for
example, the initial term of 30 years is combined with continued protection for 20 years after
termination, with the result that investment is protected by the treaty for 50 years, even if the treaty
is terminated at the first op%ortunity. Treaty protection may last for the life of the investment. Some
BITs concluded by France,™ for example, provide that, in the event of termination, they shall remain
applicable, apparently indefinitely, to investments established prior to termination.

30 See, for example, the BIT between Cuba and the United Kingdom (article 13).
3 See, for example, the BIT between Canada and Trinidad and Tobago (article XVIII).
32 See, for example, the BIT between Nicaragua and the United States (article XVI).

33 For an example of an initial term of 30 years, see the BIT between Malaysia and the United Arab
Emirates (article 15).

34 See, for example, the BITs between Germany and the Philippines (article 13 (2)) and between Germany
and Zambia (article 14 (2)).

3 See, for example, the BIT between Switzerland and Burkina Faso (article 11).

36 See, for example, the BIT between Norway and Peru (article 14).

37 See, for example, the BIT between Germany and Papua New Guinea (article 13).

3 This approach is followed, for example, in the BIT between Denmark and Peru (article 16).

¥ See, for example, the BIT between Switzerland and the United Republic of Tanzania (article 6 (2)).

9 See, for example, the BITs signed by France with Egypt (article 13), Haiti (article 6), Indonesia (article
10), the Republic of Korea (article 9 (4)), Morocco (article 13) and Yugoslavia (article 9).
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One issue raised by this clause is whether an investment must be established prior to notice
of termination to be protected. Treaties adopt one of two approaches. Some stipulate that
investment must be established prior to the notice of termination; for example, the BIT between
Lithuania and Norway (article XIV) provides that "[w]ith respect to investments made prior to the
receipt of notification of expiry, the provisions ... shall remain in force for a further period of ten
years from the date of notification". Others provide that an investment must be established prior to
the effective date of the termination; thus, the treaty between Australia and the Republic of Korea
(article 11 (3)) states that "[i]n respect of investments made prior to the date of termination of the
present Agreement the provisions ... shall continue to be effective for a further period of ten years
from the date of termination of the present Agreement”.

(©) Amendment

A few BITs include a provision stating that the treaty may be amended by agreement of the
contracting parties.” Such a provision may not be necessary because, under the Vienna Convention
on the Law of Treaties, a treaty can always be amended by agreement of the parties. Where such
a provision is included, it usually indicates that the amendment shall enter into force when the
contracting parties have notified each other that their internal requirements for approval of
international agreements have been satisfied.

* ok X

The definitions of “investment” and “investor” in BITs determine what and who is entitled
to receive treaty protection. They therefore raise important policy questions for host countries.
Countries considering BITs may need to ask themselves whether by using a narrow definition of
investment they are limiting their opportunities to attract new forms of investment that could be
desirable for their economic development or whether by choosing an open-ended definition they are
extending treaty protection to certain forms of investment (including future forms of investment)
that they might later prefer not to have that level of protection (the question of the inclusion of
portfolio investment is particularly important here). Developing countries that are concerned about
the quality of the foreign investment they may attract and that are trying to devise effective screening
systems may still use a broad and open-ended definition of investment, but may limit the benefits
of the treaty to investment approved by the parties or may build in other safeguards. In this manner,
countries are able to maintain a certain flexibility.

With respect to the definition of “companies”, an important task for negotiators is to ensure
that the companies covered under the treaty have a real link with the home country, and to avoid
giving treaty protection to companies that have no substantial business activities in that country. In
the present era of globalization, no single test for attributing corporate nationality can guarantee
appropriate coverage of foreign investors. In these circumstances, using several tests together may
provide a more reliable method of defining foreign companies for the purposes of treaty protection.

Another question facing policy makers, particularly in developing countries, is whether
they wish to grant treaty protection to investments made before a BIT becomes operative, and
whether investments made during the life of the treaty should continue to receive BIT protection
after the treaty ceases to exist. As noted before, each approach has its advantages and disadvantages,
and there are no easy answers to these questions, but it is important that BIT negotiators, in
particular those from developing countries, realize the full implications of the approaches they take
and ensure that such approaches are consistent with their long-term policy objectives.

4 See, for example, the BIT between Nigeria and the United Kingdom (article 12).
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C. Admission of investment

As noted in the Introduction, the rule of customary international law deriving from the
principle of the territorial sovereignty of States is that a State has the right to regulate or prohibit the
admission of aliens and their property into its territory. This principle has been reflected in many
international instruments.

Most countries are unwilling to grant foreign nationals or companies an unqualified right
to make investments within their territories. The reasons for this are varied. Countries are often
reluctant to allow foreign control over the most important means of production. Some countries may
be concerned about foreign ownership of industries that are vital to national security, while other
countries may be concerned about foreign ownership of industries of special importance to the
development effort or of special cultural value or significance. In other cases, domestic businesses
may demand protection against foreign competition. The result is that many countries impose certain
restrictions or conditions on the entry of FDI in specific industries.

For reasons such as these, BITs do not usually confer on investors of one contracting party
the right to establish investments in the territory of the other contracting party.” In other words,
under the typical BIT, the host country has sole discretion to decide whether investment shall be
permitted in its territory. Once the host country decides to permit an investment, however, the
investment becomes entitled to all the protections afforded by the applicable BIT (although the
question does arise, as to whether an investment is entitled to receive treaty protection only if it
continues to satisfy the conditions imposed on its entry by the host country).

Most BITs do nevertheless address the question of entry and establishment. Typically, they
provide that each contracting party shall admit investment of nationals and companies of the other
contracting party, but only in accordance with the laws of the host country. A typical example is the
BIT between Estonia and Switzerland (table I11.4), which reflects what has consistently been the
practice since the earliest treaties of this kind. Such a provision rules out any interpretation that
claims that the investments covered under a BIT are not subject to the general admission
requirements and procedures established by the host country (e.g. the requirement that FDI projects
should be approved by a specific ministry or authority).

Some early treaties, such as the BIT between Belgium and Singapore (table II1.4), have
more specific requirements. Other BITs state that an investment is only protected as from the date
of approval. For example the treaty between Germany and Uganda limits its application in Uganda
to investments which have been approved under Uganda's regulations for the protection of foreign
investments, or which have received special approval for the application of the treaty. Others make
more detailed references to the applicable procedures. Thus, the BIT concluded by Germany with
Malaysia provides that an investment in a project must be classified by the appropriate ministry in
Malaysia in accordance with its legislation and administrative practice as an "approved project".”
Sometimes, the agency involved in the issuance of admission documents is also mentioned.

Furthermore, under some early agreements (e.g. the BIT between Pakistan and Sweden),
the host country will give approval only "in the exercise of its full discretion", while a number of
early BITs concluded by Germany contain details on criteria and procedures for admission. Thus,

2 On this general question, see Shihata (1996).

# Similar clauses also appear in the BITs between Germany and the United Republic of Tanzania and
between Egypt and Switzerland.
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Table II1.4. Examples of provisions on admission in BITs

BIT between BIT between BIT between BIT between Canada and
Belgium—Luxembourg Estonia and Argentina and the Trinidad and Tobago
Economic Union and Switzerland United Kingdom (1995)

Singapore (1992) (1990) Article 11 (3)
(1978) Article 2 (1) Article 2 (1)
Article 3

The Agreement shall, to the | Each Contracting | (1) Each Contracting | Each Contracting Party shall
extent that a written approval | Party shall in its | Party shall encourage | permit establishment of a
is required, only extend to | territory promote as | and create favourable | new business enterprise or
investments, whether made | far as possible the | conditions for | acquisition of an existing
before or after the coming | investments by | investors of the other | business enterprise or a share
into force of this Agreement, | investors of the other | Contracting Party to | of such enterprise by
which are  specifically | Contracting Party and | invest capital in its | investors or prospective

approved in writing by the | admit such | territory, and, subject | investors of the other
Contracting Party in whose | investments in | to its right to exercise | Contracting Party on a basis
territory the investments have | accordance with its | powers conferred by its | no less favourable than that
been or will be made. An | laws and regulations. | laws, shall admit such | which, in like circumstances,
investment so approved shall capital. it permits such acquisition or
be subject to the laws in establishment by:

force in the territory of the (a) its own investors or
Contracting party concerned prospective investors; or
and to the conditions, if any, (b) investors or prospective
upon which approval shall investors of any third state.
have been granted.

Trinidad and Tobago (table I11.4).* This approach implies that the host country must treat clauses
have sometimes been included stating that an investment must fit into national development plans.*
Some early BITs might even use the admission clause to impose special conditions or derogate from
other treaty standards. Thus, the BIT between Germany and Rwanda contemplates the possibility
of imposing "special conditions" with regards to the following: the administration of a capital
investment; the economic activity of the company; the reinvestment of profits; and professional
training and the employment of local personnel.

While it is clear that BITs do not generally create a right of entry, there can be no doubt that
many of these treaties put the emphasis on facilitating the entry of investment from the other party
in the host country. This emphasis is in harmony with liberalization trends at the national level as
most countries have considerably relaxed their requirements for the approval of investment.* A
typical example of such a clause can be found in the BIT between Argentina and the United
Kingdom (table IIL4).

Some home countries have gone further in granting certain rights of entry to investments
from treaty partners. The BITs concluded by the United States, and also some recent BITs signed
by Canada, have adopted this approach. Specifically, these BITs provide that the host country must
grant most-favoured-nation (MFN) treatment and national treatment with respect to the entry and
establishment of investment. A typical example can be found in the BIT between Canada and
applications for admission by investors of its treaty partner in the same manner that it treats

( 4 See also, for example, the BITs signed by the United States with Jamaica (article II) and Nicaragua
article II).

% See, for example, the BITs signed by Germany with Mali, Rwanda and Thailand.

46 See, for example, the difference between one of Jamaica's earlier BITs, with Switzerland (article 4 (2)
(1)),which requires approval of an investment as a precondition for free transfer, and Jamaica's later BITs with
Argentina, China and the United States.

47




Bilateral Investment Treaties in the mid-1990s

applications by its own national investors or those from other countries. In other words, nationals
and companies of one contracting party are granted the same right to invest in the territory of the
other contracting party as nationals and companies of that other contracting party and nationa:ls and
companies of any third country. This right, if not qualified (by, for example, tl}e phrase "in like
situations"), would be particularly broad, given that the definition of companies in these BITs
includes State-owned enterprises. Thus, investors of one contracting party would have the right to
establish investment in the territory of the other contracting party in industries in which either public
or private entities of that other contracting party have established investments. Another implication
of this approach is that, unless otherwise stated in the treaty, "pre-establishment" decisions made
by host countries that violate the national treatment or MFN treatment requirement may be
challenged under the BIT dispute-settlement provisions.

The United States model treaty, as well as the United States treaties concluded so far do
not preclude, however, the host country from applying measures necessary for maintaining public
order and national security,”” or from prescribing special formalities for the establishment of
investments. However, such formalities are limited only to those that do not affect the substance
of the rights granted by the treaty. Thus, the treaty between Egypt and the United States (article II
(1)) states that each party "shall, in applying its laws, regulations and administrative practices and
procedures, permit investments to be established on terms and conditions that accord [national
treatment].” It further provides that the parties retain discretion to approve investments according
to national plans and priorities on a non-discriminatory basis consistent with the above provisions
(article II (3) (b)).

These types of provisions might create difficulties for a number of host countries. For
instance, their internal laws may deliberately prohibit foreign investment in certain industries or
activities because, for example, the Government wishes to promote the emergence of a domestic
enterprise sector as part of its overall development efforts. Sometimes this is further accentuated by
a belief that domestic firms may not be able to compete with transnational corporations with greater
financial or other resources. In such circumstances, they may prefer to grant MFN treatment rather
than national treatment at the pre-establishment stage.

Like other countries, however, the proponents of this approach are sensitive about foreign
investment in certain industries or activities. The BITs concluded by the United States, for
example, permit each contracting party to designate in an annex the industries with respect to which
it reserves the right to deny MFN or national treatment. Thus, the treaty beween Grenada and the
United States grants MFN and national treatment with respect to the entry of investment from each
country but "... subject to the right of each Party to make or maintain exceptions falling within one
of the sectors or matters listed in the Annex to this Treaty" (article II (1)). More specifically, the
list with respect to Grenada consists of the following areas: air transportation; government grants;
government insurance and loan programmes; ownership of real estate; and use of land and natural
resources. The list with respect to the United States includes: air transportation; ocean and coastal
shipping; banking; insurance; government grants; government insurance and loan programmes;
energy and power production; custom house brokers; ownership of real estate; ownership and
operation of broadcast or common carrier radio and television stations; ownership of shares of the

. 47‘ In‘ should be noted that the first group of BITs signed by the United States only received Senate approval
or ratification in 1988 when the following proviso was included in the resolution approving the treaties: "either Party
may take all measures necessary to deal with any unusual and extraordinary threat to its national security.”
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Con}munications .Sgtellite Corpogation; the provision of common carrier telephone and telegraph
services; the provision of submarine cable services; and use of land and natural resources.*®

The annexes of some treaties between the United States and Central and Eastern European
countries include a statement indicating the intention to remove some of the industries and matters
from the list of exceptions as the process of privatization and demonopolization progresses.* Early
BITs concluded by the United States allow countries to deny only national treatment with respect
to the establishment of foreign investment in industries listed in the annex.®

The BITs concluded by the United States furthermore prohibit retroactive limitations on
establishment. Thus, neither contracting party may prohibit investment after it has been established.
Moreover, these BITs do not provide for the inclusion of additional industries in the annex once a
treaty has been concluded.

The application of the concepts of national treatment and MFN treatment to FDI projects,
no two of which are exactly alike, is far more difficult than their application to international trade
in tangible goods. At the same time, the qualifying words "in like situations” that are sometimes
included may also allow for some differing treatment on entry, if the projects themselves or the
surrounding circumstances are sufficiently dissimilar.’!

Because the BITs that provide for MFN and national treatment at the pre-establishment
stage are more protective of foreign investment in this regard than most BITs, the question arises
as to whether investors covered by other BITs, as a result of the MFN clauses in those other BITs,
would be entitled to the right of establishment afforded by a BIT with, say, Canada or the United
States. In many cases this will not be the case because the MFN clauses in these other BITs do not
apply to investment at the pre-establishment phase and therefore MFN treatment would only be
extended to post-investment conditions.

A rather different approach to the admission of investment, found in some BITs concluded
by the Belgium-Luxembourg Economic Union, is to state that a BIT applies only to investment
in certain industries. Thus, not only would the host country have the right to exclude investment
from other industries, but, where it did permit such investment, that investment would not be
protected by the treaty.

X k%

The admission clauses in BITs are amongst the most important from a development
perspective. Entry restrictions and conditions for entry are some of the ways through which
developing countries give expression to their development strategies with respect to foreign
investment — or, more precisely, their desire to develop a vibrant domestic enterprise sector.
Developing countries may therefore be concerned about clauses that may tie their hands in a manner
that is inconsistent with their policy objectives and priorities. It is true that the prevailing approach

48 The lists for national treatment and MFN treatment may differ considerably. For example, in the annex
to BIT between the Jamaica and the United States treaty, the United States identifies 17 exceptions to MFN
treatment, and Jamaica identifies four. With respect to national treatment, the United States identifies 13 exceptions
and Jamaica only one.

9 See, for example, the BIT between Poland and the United States (article XII (4) and annex, para. 4).

%0 See, for example the BIT between Egypt and the United States (article II).
51 See below for a fuller discussion on the meaning of national and MFN treatment.

52 See, for example, the BITs between the Belgium-Luxembourg Economic Union and Egypt (article III
(1)), Indonesia (article 3 (1)) and the Republic of Korea (article 3 1)).
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in BITs is to commmit the signatory countries to create favourable conditions for investment. Yet,
to date, most BITs leave the question of entry and establishment subject to national l.aws, apd
national investment regimes even in the most liberal countries typically keep a number of industries
and activities closed to foreign investors in order to protect national interests.

The foregoing review of provisions on admission offers a broad range of choices for policy
makers, from best-efforts provisions, to more firm commitments to facilitate and encourage entry,
to granting admission on the basis of MFN and national treatment. At the same time, it is
characteristic of all BITs that the parties retain some degree of flexibility to control the admission
of FDI from the other party. Some BITs do so by referring to the laws of the host country on matters
of admission, approval and so on, while others allow for the inclusion of a list of industries or
activities that may be exempted from the operation of the general admission clause.

It is, of course, up to each individual host country to pursue the approach that best suits its
interests, keeping in mind that, while the prevailing philosophy in most countries is to encourage
FDI, for many developing countries the ability to reap the benefits of FDI for development may
depend on whether they have a degree of control over the way in which the foreign investor operates
within the national economy.

D. Investment promotion

For many countries, particularly host developing countries, the principal purpose of a BIT
is not merely to protect existing investment, but to encourage the establishment of new foreign
affiliates or the expansion of old ones. As already noted, the premise underlying BITs is that the act
of concluding BITs with other countries, and observing them, will, in itself, promote inward FDI.

Since the 1960s, however, many BITs have gone a step further and included a specific
commitment by each contracting party to encourage investment from the other contracting party in
its territory. A typical formulation is that found in the BIT between Turkey and the United Kingdom
(article 2) which states that "[eJach Contracting Party shall encourage and create favourable
conditions for investments of nationals or companies of the other Contracting Party in its territory
...". The exact meaning of this provision is difficult to determine because it is formulated at a high
level of generality with few, if any, specific obligations. Further, the concept of "favourable
conditions for investments" is subject to numerous interpretations. For example, it could refer to
laws and regulations, or to the physical conditions necessary for investment, such as roads,
communications, power supplies and infrastructure.

To avoid any implication that the host country is required to admit any specific investment
as a result of an "encouragement” clause, the obligation to promote investment is sometimes a
qualified one. One common approach is to provide that the obligation of each contracting party to
promote investment in its territory is subject to the laws or, even more broadly, policies of the host
country. An example of this approach is the treaty between Japan and Sri Lanka® (table III.5).

A second approach is to require each contracting party to promote investment in its territory
“as far as possible".”™ A typical example of this approach is article 2 of the BIT between Germany
and Saint Lucia (table IIL.5).

53 Other BITs using this approach are those concluded by the Belgium-Luxembourg Economic Union,
France, the Netherlands and Sweden.

5% The treaties concluded by Denmark, Germany and Switzerland, for example, use this approach.
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One may ask whether, in the spirit of reciprocity underlying these treaties, BITs should
impose an obligation on the home country to encourage its nationals and companies to invest in the
territory of its treaty partners. Most BITs do not. In fact, home countries are reluctant to make too
much of a commitment in this regard. First, the capital-exporting country may regard the principal
purpose of the treaty as protecting existing investment rather than promoting new investment.
Second, the capital-exporting country may regard a BIT as an instrument to reduce rather than
increase government interference in international investment flows. Third, the capital exporting
country may be concerned that a promise to promote outward investment flows will create domestic
political opposition to the treaty. Fourth, a capital exporting country that has BITs with a large
number of countries may find that it can make no more than a nominal effort to promote investment
in the territory of each of these other contracting parties.

Some BITs and model clauses, on the other hand, describe specific actions that one or the
other contracting party must take to promote investment. Thus, the AALCC models commit home
countries to offering appropriate incentives to investments in the territory of the other contracting
party "which may include such modalities as tax concessions and investment guarantees” (model
A, article 2 (i)). This practice is reflected in some BITs concluded between developing countries,
which have also included active measures that both countries must take to promote investment flows
between them. An example of this approach is article 2 of the BIT between Malaysia and the United
Arab Emirates (table I11.5), The BIT concluded by Poland with the United States requires the former
country to establish a contact point to facilitate the identification in its territory of investment
opportunities and to act as an intermediary in dealings with State agencies.”

A different approach is that found in article 2 (3) of the treaty between the
Belgium-Luxembourg Economic Union and Cameroon (table II1.5). This provision acknowledges
the asymmetrical nature of the relationship between a capital-exporting developed country and a
developing country, for it does not impose a similar obligation on Cameroon to promote investment
in the Belgium—Luxembourg Economic Union.

* ok %

For many developing countries, in particular the least developed countries, granting the
high standards of treatment, protection and guarantees to foreign investments that are common in
BITs might, in and by themselves, not be sufficient to attract FDI in the quantity and quality needed
to achieve their development objectives. Moreover, their Governments may lack the necessary
infrastructure and resources to introduce effective investment promotion programmes. In these
circumstances, efforts by the home country BIT partner to encourage its own investors to invest in
the host developing country could make a difference.

Thus, beyond the general commitments typically found in BITs in this respect, BITs
partners might wish to explore more specific measures to encourage their nationals and companies
to invest in their respective territories. For example, embodied in a special "technical cooperation

55 Another example of specific promotion provisions is to be found in the recent Jamaican BITs, such as
article 2 (1) of the BIT with China: "Each Contracting Party shall encourage and promote investment by investors
of the other Contracting Party in its territory. To this end, the Contracting Parties shall consult with each other as
to the most effective ways to achieve that purpose.” See also the BIT between Argentina and Jamaica.

36 Germany, for example, has the following mechanisms to promote FDI flows: investment guarantees
against non-commercial risks; certain credit facilities for small and medium-sized enterprises provided by the
Kreditanstalt flir Wiederaufbau in Frankfurt; and involvement of the government-owned Deutsche Entwichlungs-
Gesellschaft, Cologne, in joint ventures through equity participation or the provision of loans with equity features
(Germany, 1997).
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clause" in a BIT, such measures could include the dissemination of information to their investment
communities on business opportunities, the sponsorship of investment missions by representatives
of their companies, and the provision of advisory assistance on ways to encourage the transfer of
capital and technology. These and similar commitments from home countries could enhance the

development dimension of BITs.

Table 111.5. Examples of provisions on promotion in BITs

BIT between the BIT between BIT between Malaysia and BIT between

Belgium—Luxembour Japan and Sri the United Arab Emirates China and
g Economic Union Lanka (1991) Jamaica
and Cameroon (1982) Article 2 (1994)
(1980) Article 2 (1) Article 2 (1)
Article 2 (3)

Aware of the | Each Contracting | (4) (a) Each Contracting State shall | Each Contracting
importance of | Party shall, subject | endeavour to take the necessary measures { Party shall

investments in the | to its rights to | and legislation for granting appropriate | encourage and
promotion of its policy | exercise powers in | facilities, incentives and other forms of | promote investment
of cooperation for | accordance with the | encouragement for investments made by | by investors in the

development, the | applicable laws and | investors of the other Contracing State. other Contracting
Belgium-Luxembourg | regulations, Party in its territory.
Economic Union shall | encourage and | ... To this end, the
strive to adopt | create favourable Contracting parties
measures capable of | conditions for | (6) The Contracting Parties shall | shall consult with
spurring its commercial | nationals and | periodically consult between themselves | each other as to the

operations to join in | companies of the | concerning investment opportunities | most effective ways
the development effort | other Contracting | within the the territory of each other in | to achieve this
of the United Republic | Party to make | various sectors of the economy to | purpose.

of Cameroon in | investment in its | determine where investments from one
accordance with its | territory, and, | Contracting State into the other may be
priorities. subject to the same | most beneficial in the interest of both
rights, shall admit | Contracting States,

such investment
(7) To attain the objectives of the
Agreement, the Contracting States shall
encourage and facilitate the formation and
establishment of the appropriate joint
legal entities between the investors of the
Contracting States to establish, develop
and execute investment projects in
different economic sectors in accordance
with the laws and regulations of the host
State.
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E. General standards of treatment

In addition to stating standards under which foreign investments will be admitted to a
country, a BIT invariably stipulates the treatment that the host country must grant the investment
once it has been established. A preliminary distinction can be made between general treatment
standards, that is, standards relating to.all aspects of the existence of a foreign investment in a host
country, and specific treatment standards addressing particular issues. The general standards of
treatment typically found in BITs include one or more absolute standards (i.e. standards that state
the treatment to be accorded, although perhaps in terms whose exact meaning has to be determined
by reference to the specific circumstances of application) and one or more relative standards (i.e.
standards that define the required treatment by reference to the treatment accorded to other
investment). It should be noted, however, that the terms "absolute" and "relative" are not universally
accepted. This classification therefore is meant solely for the purpose of presentation, and no legal
implications should be drawn from it.

1. Absolute standards
(a) Fair and equitable treatment

Very often BITs include one or several general principles that, together or individually, are
intended to provide overall criteria by which it is possible to judge whether the treatment given to
an investment is satisfactory, and to help interpret and clarify how more specific provisions should
be applied in particular situations.’’

Many BITs provide that the host country is to accord "fair and equitable treatment” to
investments from the other country. A typical example is article II of the BIT between the
Netherlands and the Philippines (table IIL.6).

Fair and equitable treatment is a classic standard in customary international law closely
related to the traditional standard of due diligence, although its meaning has not been precisely
defined. The official commentary on article 1 of the OECD Draft Convention on the Protection of
Foreign Property states that the phrase "fair and equitable treatment" indicates "the minimum
international standard which forms part of customary international law" (OECD, 1968, p. 117).%*®
According to this view, which has been supported by some scholars (Huu-Tru, 1988, p. 577 and pp.
604-614), this standard covers an array of international legal principles, including non-
discrimination, the duty of protection of foreign property and the international minimum standard.
On the other hand, as noted in the Introduction of this study, the status and content of certain
standards of international law and their applicability to foreign investments has been questioned by
some developing countries.

According to another view, the strength and usefulness of the fair and equitable treatment
standard lie in its relative lack of abstract content which appears to be aimed at ensuring the prudent
and just application of legal rules (Juillard, 1979; Mann, 1981; Laviec, 1985; Salem, 1986).
According to this view, the inclusion of this standard in BITs serves several purposes; not only does
it provide a basic standard, it also provides a basic auxiliary element for the interpretation of the

57 On the purpose of general principles in BITs, see Gudgeon (1986).

38 According to this interpretation, one of the implications of the fair and equitable treatment for host
countries is that treatment which meets the national standard might nonetheless be challenged as a breach of the "fair
and equitable" standard.
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Table II11.6. Examples of provisions on absolute standards of protection in BITs

nationals of either
Contracting Party
shall, in their entry,
operation,
management,
maintenance, use,
enjoyment or
disposal, be
accorded fair and
equitable treatment
and shall enjoy full
protection and
security  in the
territory of the
other Contracting

Party.

3. Each Contracting
Party shall observe
any obligation
arising from a
particular
commitment it may
have entered into
with regard to a
specific investment
of nationals of the
other Contracting

Party.

2.(2)
investments shall at all times
enjoy full protection and
security, in a manner consistent
with international law.

2.(3) Each Contracting State
shall at all times ensure fair and
equitable treatment to the
investments of investors of the
other Contracting State. Each
Contracting State shall ensure
that the management,
maintenance, use, enjoyment,
acquisition or disposal of
investments or rights related to
investment and its associated
activities in its territory of
investors of the other
Contracting State shall not in
any way be subject to or
impaired by arbitrary,
unreasonable or discriminatory
measures.

* % X

13. (3) Each Contracting State
shall observe any obligation it
may have entered into in the
documents of approval of
investments or the approved

investment  confracts by
investors of the other
Contracting State.

investments

1. Investments of
investors of either
Contracting Party shall at
all times be accorded fair
and equitable treatment
and shall enjoy full
protection and security in
the territory of the other
Contracting Party.

Neither Contracting Party
shall in any way impair
by unreasonable or
discriminatory measures
the management,
maintenance, use,
enjoyment or disposal of
investments  in  its
territory of investors of
the other Contracting
Party. Each Contracting
Party shall observe any
obligation it may have
entered into with regard
to  investments  of
investors of the other
Contracting Party.

BIT between -
the Netherlands BIT between Malaysia BIT between Denmark BIT between Brazil
and the Philippines | and the United Arab Emirates and Lithuania and Chile
(1985) (1991) (1992) (1994)
Article 3 Articles 2 and 13 Article 3 Article 111
2. Investments of Once established, Protection of Protection and treatment

1. Each Contracting Party
shall protect the
investments made in its
territory by investors of
the other Contracting
Party in accordance with
its legislation, and shall
not create obstacles,
through unjustified or
discriminatory measures,
to the management,
maintenance, use,
enjoyment, expansion,
sale or, if applicable,
liquidation of such
investments.

2. Each Contracting Party
shall  provide non-
discriminatory, just and
equitable treatment, in
accordance with the
principles of international
law, to

the investments made in
its territory by investors
of the other Contracting
Party, and shall guarantee
that no obstacles will be
created to the exercise of
these rights.

other provisions in the agreement and for filling gaps in the treaty. However, there is little authority
on its application.”

The use of the standard of fair and equitable treatment in BITs dates from the OECD 1967
Draft Convention on the Protection of Foreign Property. While the concept of "fair and equitable
treatment", either alone or in combination with other general standards, appears in the majority of
BITs, including the most recent ones, it is generally not mentioned in agreements concluded by
certain Asian and African countries (e.g., most treaties signed by Pakistan, Rwanda, Saudi Arabia
and Singapore). Nor is the clause mentioned in the model agreements recommended by the
AALCC. On the other hand, despite the possible minimum-international-standard connotation of
this clause, the BITs signed by Latin American countries do contain it. The clause also appears in
BITs concluded by China.

% Fora general discussion of the meaning of the standard of fair and equitable treatment, see United
Nations Centre on Transnational Corporations (UNCTC) (1990).

54



Chapter Il

(b Full protection and security

Many BITs, after providing for fair and equitable treatment, add explicitly that investment
from the other contracting party should be provided with "full protection and security" or "most
constant protection and security".*® Other variations in the wording are not unusual. This standard
was already used alone in the earliest BITs signed before the OECD Draft Convention on the
Protection of Foreign Property, before the concept of fair and equitable treatment had been
introduced. In fact, full protection and security is an old standard commonly used in FCN treaties.

The provision does not impose strict liability on the host country to protect foreign
investment. In effect, the standard does not represent a deviation from the due diligence rule.®
Thus, the term "full protection and security” connotes the assurance of full protection and security
for foreign investors as contemplated or required by customary international law. At the same time,
the clause on full protection and security is unusual in that it contemplates protecting investment
against private as well as public action, that is, the clause requires that the host country should
exercise reasonable care to protect investment against injury by private parties.

(c) Prohibition of arbitrary or discriminatory measures

Non-discrimination, in its general sense, means that the host country must abstain from
discriminatory action towards foreign investors in general or towards specific groups of foreign
investors. While the principle as such is generally accepted, a number of important exceptions are
also recognized (see below, under national treatment and MFN treatment).

Although, arguably, the standard of fair and equitable treatment implictly excludes arbitrary
or discriminatory treatment, some BITs explicitly prohibit such treatment.® A similar provision
appears in many FCN treaties negotiated by the United States, for which some judicial authorities
exist. For example, in the case concerning Elettronica Sicula S.p.A. (ELSI) (International Court of
Justice, 1989), involving an investment made under such a treaty between Italy and the United
States, the International Court of Justice rejected the argument by the United States that various
actions taken by the Mayor of Palermo with respect to a United States investment were arbitrary or
discriminatory within the meaning of this provision. One reason for the Court's conclusion was that
the measures were subject to review under Italian law (Hamrak, 1992).

In many BITs, the word "unreasonable” appears in lieu of "arbitrary”. An example of this
approach is the BIT between Denmark and Lithuania (table [1.6).*> When the provision uses the
conjunction "and" instead of "or", as in "unreasonable and discriminatory measures", it may be that
the host country would have greater latitude for action; it would be free to discriminate as long as
the discrimination was not unreasonable (or arbitrary). For example, a host developing country that
grants special incentives to national investors, but denies them to foreign investors, could argue that
such differentiation is reasonable in view of its status as a developing country. To support its

% Foran example of the former formulation, in addition to the examples shown in table II1.6, see the BIT
between Canada and Hungary (article III (1)). For an example of the latter formulation, see the BIT between Peru
and Thailand (article 3 (2)).

8! On the meaning of this clause, see the case of Asian Agricultural Products Ltd. (AAPL) v. Republic of
Sri Lanka (ICSID, 1990). See also analyses of this case by Sharma (1992); and Vascianne (1992).

52 For example, all BITs signed by Latin American countries, except those signed with Canada, have non-
discrimination clauses.

6 Gee also the BITs between Ghana and Switzerland (article 3) and between Lithuania and the Netherlands
(article (3) (i)). Another example of such a clause can be found in the BIT between the Kyrgyz Republic and the
United States (article IT (2) (b)).
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argument, it could point to similar differentiation in treatment prevailing in many countries around
the world. At the same time, the host country might also argue that such "reasonable" differentiation
was not discrimination.

(d) Duty to observe commitments concerning investment

Another clause in use requires each contracting party to observe any obligations that it may
have incurred with regard to investment, although this type of clause is less frequently used than the
previously discussed absolute standards. A typical example of this clause is to be found in the BIT
between Denmark and Lithuania (article 3 (1)), which provides that "[e]ach Contracting Party shall
observe any obligation it may have entered into with regard to investments of investors of the other
Contracting Party" (table 111.6).%

This clause is directed in particular at investment agreements that host countries frequently
conclude with individual foreign investors.* It would appear, however, that, unless otherwise
stated, this provision could also apply to undertakings by the two contracting parties concerning
investment. Indeed, the language of the provision is so broad that it could be interpreted to cover all
kinds of obligations, explicit or implied, contractual or non-contractual, undertaken with respect to
investment generally. It may be for this reason that the BIT between the Netherlands and the
Philippines departed from the Netherlands prototype and adopted more specific language on this
point (table I11.6). Another example of a more specific formulation of this matter is the BIT between
Malaysia and the United Arab Emirates (table II1.6).%

Investment agreements between host countries and foreign investors are often subject to
the local laws of the host country, depending upon their precise formulation (see below under
“settlement of disputes”). A provision of the kind discussed here might possibly alter the legal
regime and make the agreement subject to the rules of international law. In any event, as a result
of this provision, violations of commitments regarding investment by the host country would be
redressible through the dispute-settlement procedures of a BIT.

(e Treatment consistent with international law

Some BITs have a provision that requires the host country to provide the investments
covered by the treaty with treatment no less favourable than that required by international law.
These include, for example, BITs concluded by the Belgium—Luxembourg Economic Union, France
and the United States. Thus, the treaty between Belgium-Luxembourg and Malaysia (article 3)
specifies that fair and equitable treatment "may in no case be less favourable than that recognized
under international law". The provision also appears in some BITs signed between Latin American
countries, such as the BIT between Brazil and Chile (table I11.6).57

This provision ensures that the BIT is interpreted so as to provide at least the minimum
standard of protection required by international law. It is analogous to the one discussed in the
preceding section in that it has the effect of incorporating another separate set of norms into the BIT

84 The clause often appears, for example, in BITs concluded by Germany, the Netherlands, the United
Kingdom and the United States.

8 On the use of such clauses generally, see Waelde and Ndi (1996).

6 Through this type of provision it is sought to bring together, as a single category, both formal contractual
arrangements between State and investor (e.g., concessions, State contracts) and obligations the State has undertaken
by virtue of the instrument of approval of the investment (as to which it is usually said that they have a contractual
element, although they are normally administrative acts).

87 Other examples of BITs involving Latin American countries that contain such a provision are the BITs
between Barbados and Venezuela (article 2 (2)) and between Ecuador and Venezuela (article I1I (1)).
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— in this case, the principles of international law. Thus, treatment of investment by a host country
that falls below the international law standard would violate the BIT. Moreover, this provision in
a BIT would allow the principles of international law applicable to investment to be invoked in the
event of dispute.

A number of developing countries, in particular, consider that the concept of an
international minimum standard for the treatment of aliens abroad®® has often been used in the past
to secure privileged treatment for foreigners in economic matters, to exploit these countries' natural
resources, and even to justify military intervention by home countries (UNCTC, 1988). For this
reason, as noted in chapter I, the content and applicability of certain international standards to
foreign investment has been questioned by some countries in multilateral forums.* Bilateral
investment treaties, of course, take no position on the issue of the content of customary international
law applicable to foreign investment.

Finally, this provision may serve as a choice-of-law clause for the dispute-resolution
mechanisms of the treaty, where those mechanisms are not governed by a more specific choice-of-
law clause. Because investment must be treated no less favourably than is required by international
law, the resolution of any dispute concerning the treatment of investment under the treaty would
necessarily be governed by the provisions of international law.

* ok ok

The standard of fair and equitable treatment plays a significant role in BITs. In addition to
filling gaps and providing a context for the interpretation of specific provisions, one of its main
advantages is that it provides a relatively easy means for raising questions about the treatment of
investors. In its absence, the party concerned would have to resort to allegations about infringements
of a specific BIT rule or provision. Instead, the obligation to accord fair and equitable treatment
provides a legitimate channel of communication between the parties involved for examination of
specific concerns. In the context of the settlement of an investment dispute under a BIT, fair and
equitable treatment would give conciliators and arbitrators an opportunity to resolve problems not
only by reference to strict legal rules but by considering the entire situation and context of the issue
(UNCTC, 1991).

2. Relative standards: most-favoured-nation treatment and national treatment

Bilateral investment treaties use two different standards that are directed at preventing
discriminatory treatment of different classes of investment: the MFN treatment standard and the
national treatment standard.

(a) Definitions and purpose
i Most-favoured-nation trearment standard

This standard guarantees that investment by nationals and companies of one contracting
party in the territory of the other contracting party will be treated no less favourably than investment
by nationals or companies of any third country. Thus, an MFN clause prevents a country from
imposing conditions on the investments from the other contracting party that are less favourable than

68 See, among others, Brownlie (1991) and Sornarajah (1994).
% The different positions on this issue have been described in several studies undertaken in connection

with the negotiations of the Draft United Nations Code of Conduct on Transnational Corporations. See, for example,
Robinson (1986) and Vagts (1986); for a more recent analysis of this question, see Sornarajah (1994).
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those granted to investments of a third country. It also means that if one of the parties gives any
special advantage or privilege to investment from a third country, it must grant that same advantage
or privilege to investment from its treaty partners. A typical MFN clause is that found in the treaty
between Chile and Malaysia (table II1.7); a different formulation, with potential for a different
interpretation, is found in the treaty between Denmark and Indonesia (table II1.9).

Table IIL7. Examples of provisions on MFN treatment in BITs

BIT between Chile and Malaysia
(1992)
Article 3

BIT between China and Sweden
(1982)
Article 2

Most favoured nation

1. Investments by nationals or companies of either Contracting State
on the territory of the other Contracting State shall ... not be subjected
to a treatment less favourable than that accorded to investments by
nationals or companies of third States.

3. The provision in this Treaty relating to treatment no less favourable
than that accorded to investments of third States shall not be
interpreted to oblige a Contracting Party to extend to investors of the
other Contracting Party the benefits of any treatment, preference or
privilege by virtue of:

(a) any customs union, free trade area, common market or monetary
union, or any similar international convention or other forms of
regional cooperation, present or future, of which any of the
Contracting Parties might become a party; or the adoption of an
agreement designed to achieve the formation or expansion of such
union or area within a reasonable time; or

(b) any international convention or agreement related totally or
principally to taxation, or any national legislation related totally or
partially to taxation.

(2) Investments by investors of either
Contracting State in the territory of the
other Contracting State shall not be subject
to a treatment less favourable than that
accorded to investments by investors of
third States.

(3) Notwithstanding the provisions of
paragraph (2) of this Article, a Contracting
State, which has concluded with one or
more other States an agreement regarding
the formation of a customs union or free
trade area, shall be free to grant a more
favourable treatment to investments by
investors of the State or States, which are
also parties to the said agreement, or by
investors of some of these States. A
Contracting State shall also be free to grant
amore favourable treatment to investments
by investors of other States, if this is
stipulated under bilateral agreements
concluded with such States before the date
of the signature of this Agreement.

The MFN treatment is a treaty-made standard that has its origins in trade agreements, where
it was originally formulated and applied on the basis of reciprocity (Kline and Ludema, 1997). More
recently, however, the unconditional application of the standard has prevailed (UNCTC, 1990).

ii. National treatment standard

This standard guarantees that investment by nationals and companies of one contracting
party in the territory of the other contracting party will receive from the host country treatment no
less favourable than the treatment given to investment by nationals or companies of that host
country. An early example of a formulation of the national treatment standard can be found in the
BIT between Germany and Kenya; a more recent example is the BIT between Jamaica and the
United Kingdom (table III.8).
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Table I11.8. Examples of provisions on national treatment in BITs

BIT between Germany and Kenya
(1964)
Article 2

BIT between Jamaica
and the United Kingdom
(1987)

Article 3

(1) Investments owned by, or under the
control of, nationals or companies of
either Contracting Party in the territory of
the other Contracting Party shall not be
accorded by that Party treatment less
favourable than that it accords to any
other similar investment in its territory.

(2) Neither Contracting Party shall
subject activities of nationals or
companies of the other Contracting Party
in connection with their investments, as
well as the management, use or enjoyment
of such investments, to conditions less
favourable than it imposes on activities in
connection with any other similar
investment in its territory.

(1) Neither Contracting Party shall in its territory subject
investment or returns of nationals or companies of the other
Contracting Party to treatment less favourable than that which it
accords to investments or returns of its own nationals ....

(2) Neither Contracting Party shall in its territory subject nationals
or companies of the other Contracting Party, as regards their
management, use, enjoyment, or disposal of their investments, to
treatment less favourable than that which it accords to its own
nationals ...

(3) Special incentives granted by one Contracting Party only to its
nationals and companies in order to stimulate the creation of local
industries are considered compatible with this Article provided
they do not significantly affect the investment and activities of
nationals and companies of the other Contracting Party in
connection with an investment.

The principle of national treatment has been used in two different but not unrelated
contexts: under international agreements, the national treatment principle established by express
provisions seeks to assure that no less favourable treatment will be accorded to aliens than to
nationals, as well as to their property. On the other hand, the principle of national treatment is also
one of the doctrines of international law supported and applied by some developing countries for
the treatment of aliens and their property, also known as the Calvo doctrine. In this context, the
national treatment standard aims at providing only equality of treatment. It sees national treatment
as establishing that no more favourable treatment will be accorded to aliens. The concept of national
treatment referred to in this study relates to its first meaning, that is, as it is used in BIT practice.
It should be noted, however, that concerns that “treatment no less favourable” may allow preferential
treatment of foreign investors vis & vis national firms have led some countries to refer to “the same”
or “similar” treatment (UNCTC, 1990).

(b) Operation of the provisions

The general assumption in the past has been that a country was most likely to favour its
own nationals, and therefore a provision on national treatment would usually be more advantageous
to foreign investors than one on MFN treatment. In some instances, however, countries may treat
foreign investment more favourably than local investment. Since one form of treatment may be
superior to the other in particular cases, many BITs require that host countries provide both forms
of treatment to foreign investment. A typical example of this approach is the BIT between Hungary
and Israel (table [11.9). Where both are required, the implication is that the host country must apply
the form of treatment that is more favourable under the circumstances, and a number of BITs, such
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as those concluded by Germany, the Netherlands and the United States, explicitly say so (table

I11.9).™
Table I11.9. Examples of provisions dealing with MFN and
national treatment in a single clause in BITs
BIT between BIT between Hungary BIT between Armenia
Denmark and and Israel and
Indonesia (1991) the United States
(1968) Article 3 (1992)
Article 3 Article IT (1)

Neither Contracting
Party shall in its
territory impose on
the activities of
enterprises in which
such approved
investments are made
by nationals or
corporations of the

other  Contracting
Party conditions
which are less

favourable than those
imposed in  its
territory on activities
in connection - with
any similar enterprise
owned by nationals or
corporations of the
other  Contracting
Party or national or
corporations of third
countries.

1. Neither Contracting Party
shall, in its territory, subject
investments or returns of
investors of the other
Contracting Party to treatment
less favourable than that which
it accords to investments or
returns of its own investors or
to investments or returns of
investors of any third State.

2. Neither Contracting Party
shall, in its territory, subject
investors of the other
Contracting Party, as regards
their management,
maintenance, use, enjoyment
or disposal of their
investments, to treatment less
favourable than that which it
accords to its own investors or
to investors of any third State.

Each Party shall permit and treat investment, and
activities associated therewith, on a basis no less
favorable than that accorded in like situations to
investment or associated activities of its own nationals
and companies, or of nationals or companies or any third
country, whichever is the most favorable, subject to the
right of each Party to make or maintain exceptions
falling within one of the sectors or matters listed in the
Annex to this Treaty. Each Party agrees to notify the
other Party before or on the date of entry into force of
this Treaty of all such laws and regulations of which it is
aware concerning the sectors or matters listed in the
Annex. Moreover, each Party agrees to notify the other
of any future exception with respect to the sectors or
matters listed in the Annex, and to limit such exceptions
to a minimum. Any future exception by either Party
shall not apply to investment existing in that sector or
matter at the time the exception becomes effective. The
treatment accorded pursuant to any exceptions shall,
unless specified otherwise in the Annex, be no less
favorable than that accorded in like situations to
investments and associated activities of nationals or
companies of any third country.

Countries are often less willing to grant national treatment than MFN treatment; that is,
they may wish to reserve the right to discriminate in favour of domestic investors without reserving
the right to discriminate in favour of only certain foreign investors. Thus, while a number of BITs
do not guarantee national treatment to investment (e.g. early BITs concluded by Norway and
Sweden and the majority of BITs concluded by China”™), virtually every BIT requires that
investment covered by the treaty should receive MFN treatment. On the other hand, national
treatment is considered of such importance by certain countries (e.g. Germany) that they would

™ In Latin America, the following BITs state that a contracting party shall grant MFN treatment to
investors of the other contracting party if this treatment is more favourable than the one it accords to its own
investors: Argentina-El Salvador; Bolivia—Peru; Chile-Guatemala; Chile~Paraguay; Chile-Uruguay;
Chile-Venezuela; El Savador-Peru; and Paraguay—Peru.

™ In fact, until the 1990s, China did not agree to incorporate the national treatment standard in BITs as
a matter of principle, although it was granted in the BIT between China and Germany (article 3 (IV)). Since the early
1990s, as China pursued its economic reforms and continued to open up to the outside world, it began to provide
for national treatment in BITs with certain qualifications. The most important qualification is that national treatment
shall be limited by existing laws and regulations; such a qualification appears in, for example, the BIT between China
and Morocco (article 3 (1)). In some BITs recently concluded by China, (e.g. the BIT between China and the
Republic of Korea (article 3 (2)) the national treatment clause appears without qualifications. Pursuant to the 1996
Report of the State Council in which it declared its policy to accord foreign investors full national treatment on a
step-by-step basis, China has expressed its intention to adopt a more and more open policy on this matter.
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prefer not to sign a BIT rather than omit a national treatment clause (UNCTC, 1988). It should be
noted, nevertheless, that both standards have appeared in BITs since the early 1960s.

A party to a BIT that has an MFN provision must provide investors of the other contracting
party with every form of favourable treatment that it extends to investors of any third country. Thus,
because virtually all BITs include an MFN provision, any form of favourable treatment given to
foreign investors by a host country should be extended, in principle, to investors of every other
country with which the host country has concluded a BIT containing an MFN clause.

Occasionally a country has included a guarantee of favourable treatment in an earlier BIT
that it later does not wish to extend to any other country. One solution would be to renegotiate the
earlier BIT so that the guarantee is removed, which would eliminate the entitlement of other
countries to the same treatment. However, if the other party to the earlier BIT refuses to renegotiate
the treaty, another solution would be to include in all subsequent BITs a provision that the early BIT
cannot be invoked for the purposes of determining the country's obligations under the MFN clause
of those BITs. However, this solution would only work if every subsequent BIT party agreed to the
provision. If one party did not agree to it, then that party would have a right to the favourable
treatment agreed in the earlier BIT, and all other BIT parties would therefore be entitled to the same
treatment, notwithstanding their agreement to exclude the MFN provision included in the earlier
BIT.

The generalizing effect of an MFN provision also applies, in principle, to the national
treatment provision of a BIT: if a country promises national treatment to any BIT contracting party,
then all other BIT contracting parties would be entitled to national treatment as a result of the MFN
provisions in their BITs. Thus, while some BITs do not explicitly include a promise of national
treatment, the contracting parties may still be obligated to provide national treatment by the MFN
treatment provision.

In essence, the effect of an MFN provision is to raise the level of protection guaranteed by
each BIT concluded by a country to the level guaranteed by that country's most protective BIT.
Thus, to a considerable extent, the differences between the BITs concluded by a country may
become irrelevant. For example, if a country has concluded a BIT in which it promises to pay
prompt, adequate and effective compensation in the case of expropriation, and a second BIT in
which it makes no such promise, the MFN provision in the second BIT would require the country
to pay prompt, adequate and effective compensation for expropriated investment covered by the
second BIT.

The wording of an MFN or national treatment provision, therefore, is of special
importance. In particular, it is important to ascertain which entities or activities are entitled to MFN
or national treatment. In many BITs, it is the investment that is entitled to MFN or national
treatment. Other BITs guarantee MFN or national treatment to investment and returns, while still
others confer the right of MFN or national treatment on investment and investment-related activities
or on investment and associated activities. As noted before, terms such as "returns" or "associated
activities" that appear in the MFN or national treatment provision are often defined elsewhere in a
BIT. A typical definition of "associated activities" used in United States BITs can be found in the
BIT between the United States and Zaire (now the Democratic Republic of the Congo) (article II
(2)), which includes:

...the establishment, control and maintenance of branches, offices and other facilities for the conduct of
business; the organization, acquisition, management and liquidation of companies; the making, performance
and enforcement of contracts; the acquisition of property; the leasing of real property for the conduct of
business; the acquisition, maintenance and protection of copyrights, patents, trademarks, trade names, trade
secrets, licenses and other industrial property rights and the borrowing of funds.
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A further question arises as to whether it is the investment, the investor, or both that are
to receive MFN treatment. Thus, a provision that refers to "enterprises and the activities of
enterprises” would seem to exclude investors in the enterprise from MFN treatment in such matters
as, for example, taxes. To guard against this result, some treaties, such as the BIT between Jamaica
and the United Kingdom, include separate provisions granting the investor and the investment MFN
treatment (table II1.8). Arguably, however, in some contexts the term "invpstment" could be
interpreted to cover "investors" because of the inextricable linkage between the investment and the

investor.

Interpretation of the MFN and national treatment provisions also requires determining
which entities or activities serve as the reference point for ascertaining the type of treatment to be
provided. For example, in the case of national treatment, the question may arise as to whether an
investment is entitled to treatment as favourable as that provided to an investment by State
enterprises of a treaty partner. This question is often answered by the c}qﬁm’tion of the term
"company". If the term is defined to include public as well as private entities, then a provision
requiring each.contracting party to provide national treatment would require that investment
covered should receive treatment as favourable as that accorded to an investment by State
enterprises of the host country. On the other hand, a BIT may expressly provide that national
treatment shall not include treatment afforded to the host country's State enterprises, as is done, for
example, in the protocol to the BIT between Germany and Mali (para. 3 (c)).

Very often the MFN or national treatment provisions are limited to investments that are "in
the same circumstances"” or "in like situations"” or that are made by a "similar enterprise",” thus
mitigating some of the most sweeping effects of the application of the MFN and national treatment
clauses. Such provisions, however, do not identify the criteria by which similarity or likeness is to
be established. The determination might depend, for example, on whether the two investments are
in competition with each other. In OECD practice, for example, the specific criteria to be taken into
account include whether the two enterprises are in the same industry, the impact of policy objectives
of the host country in particular fields and the motivation behind the measure involved. In any case,
unless the standards of MFN and national treatment are being applied to two identical companies
in the same industry at the same time, comparisons for this purpose are highly problematic
(UNCTC, 1990).

Another question that arises is whether the MFN or national treatment obligation applies
to special treatment granted to certain individual investors or to all investors of a particular
nationality. Some BITs may be interpreted as requiring the most favourable treatment if it is
accorded to any investor, even if it is not accorded to all investors of a particular nationality.” Other
BITs, however, may apply the treatment of investors of a ?articular nationality as MFN treatment
only if all investors of that nationality receive the treatment.”® Of course, where there is only a single
investor of a particular nationality in a given situation, then it will be difficult to decide whether the
special treatment accorded to that investor shall be considered treatment accorded to an individual
investor or treatment accorded to all investors of that nationality in the same situation.

7 See, for example, the BIT between Belize and the United Kingdom (article 3 (1)).
& See, for example, the BITs concluded by the United States.

" See, for example, the BIT between Indonesia and Norway (article III) of 1969. It should be noted,
however, that the text of the new treaty between Indonesia and Norway, signed in 1991, does not contain such a
phrase.

5 For example, Vandevelde (1992), suggests that the general intent of BITs concluded by the United States
is that MFN or national treatment requires treatment afforded to the most favoured enterprise.

& See, for example, the BIT between Germany and Pakistan. See also the OECD Draft Convention on
the Protection of Foreign Property (article 1 (7)) (UNCTAD, 1996b, Vol. III, p. 113).
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(c) Exceptions to most-favoured-nation treatment and national treatment

In addition to the various qualifications often found in the definitions of the standards of
MFN and national treatment that may limit considerably the scope of their application, many BITs
seek to further limit the obligation to provide MFN or national treatment by including additional
qualifications, exceptions or derogations.

One exception to the granting of MFN and national treatment relates to restrictions based
on public order or national security. The protocol to Germany’s model treaty, for example, contains
the typical reservation concerning measures "taken for reasons of public security and order, public
health and morality".

A second exception relating to MFN treatment concerns special privileges accorded by
virtue of a country's membership of a customs union or free trade area. Customs unions and free
trade areas generally provide for favourable treatment of foreign investment as well as foreign trade.
The effect of this exception is to permit a country to extend favourable treatment to investment by
nationals and companies of other countries in the customs union or free trade area to which it
belongs, without having to extend that treatment to other countries with which it has a BIT, but
which are not members of such a union or area. Treaties vary in the way they refer to the types of
arrangements that fall within exceptions. They may refer, for example, to an "economic union" or
a "regional economic organization" as well as customs union or free trade area.”” A typical
exception clause is that found in the BIT between Chile and Malaysia (table II1.7). The granting of
MFN treatment in a BIT is therefore of concern not only to countries that are already members of
such groupings, but also to host countries that plan to enter into such special arrangements in the
foreseeable future.

A third exception related to MFN treatment (and sometimes national treatment too) applies
to treatment accorded under international treaties or domestic legislation relating to taxation. In
other words, the exception permits a country to provide favourable tax treatment to investment by
nationals or companies of another country without according the same treatment to investment by
nationals and companies of other countries with which it has BITs. For example, the treaty between
the Republic of Korea and Mongolia (article 7 (b)) states that the MFN and national treatment
provisions "shall not be construed so as to oblige one Contracting Party to extend to the investors
of the other Contracting Party the benefit of any treatment, preference or privilege which may be
extended by the former Contracting Party by virtue of ... any international agreement or domestic
legislation relating wholly or mainly to taxation". The reason for the tax exception is that many
countries prefer to address international tax relations through separate treaties dealing specifically
with tax matters. The exception allows a country to conclude a tax treaty granting special tax
treatment to the investment of another country in return for other concessions without having to be
concerned that other countries will have a right to the same treatment by virtue of the MFN
provision in their BITs. Another reason for addressing tax relations through a separate treaty is that
the complexity of tax matters may render such matters unsuitable for inclusion in the kind of
standardized provisions that are typical of BITs.

Some BITs apply the MFN provision only to treatment granted under treaties concluded
subsequent to the entry into force of the BIT in which the MFN provision appears. For example,
a number of BITs concluded by Sweden allow the contracting parties to grant treatment to

77 Although the Association of South-East Asian Nations (ASEAN) is not an economic union or free trade
area, all ASEAN member countries have provisions in their BITs excluding advantages given in the context of the
regional association. On the question of regional economic integration organizations, see Karl (1996).
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investment under agreements concluded before the signature of the BIT, withou;g having to extend
that same treatment to investment covered by the subsequently concluded BIT.

A fourth exception to MFN and national treatment consists of the exclusion from the
application of the standards any benefits and advantages given to other investments. An example
of this approach is the BIT between Denmark and Indonesia (table IIL.9), which does not refer to
"treatment" but rather to the "imposition of conditions", and it applies to both national treatment and
the MFN obligations. This language could be interpreted as meaning that a host country is not
obliged to give MFN and national treatment with respect to benefits and advantages granted to
investments. Thus, it would prevent a host-country Government from imposing pprformance
requirements on investments from a treaty partner if it does not impose similar requirements on
investments from the host country or from third countries; however, it might not oblige the host
country to grant the same subsidies and exemptions to investments covered by the treaty that it has
granted to its nationals or to investments from third countries.

A different approach is found in Protocol No. 2 of the BIT between Indonesia and
Switzerland, which allows derogation from national treatment of Swiss investors "in view of the
present stage of development of the Indonesian national economy”. However, Indonesia, pursuant
to the terms of the treaty, would grant "identical or compensating facilities to investments and
nationals of the Swiss Confederation in similar economic activities".”

Another type of exception, typical of the BITs signed by the United States and applying to
both MFN and national treatment, excludes certain industries from MFN or national treatment. An
example of this approach is the BIT between Armenia and the United States (table II.9). These
BITs authorize the contracting parties, at the time a BIT is concluded, to designate in an annex to
the treaty certain industries to which the obligation to provide national or MFN treatment (entry and
establishment and as well as after the establishment of an investment) shall not apply.

As noted in the discussion on the admission of investment, a number of treaties provide
for the possibility of derogating from national treatment and MFN treatment in provisions governing
the admission procedure. Thus, the protocol to the BIT between Germany and Uganda states:

(d) In the interest of the national economy either Contracing Party may, in approving an investment by
nationals or companies of the other Contracting Party, make specific stipulations deviating from the
treatment provided for in Article 2. If specific stipulations of that nature have been made, the provisions of
Article 2 shall, to that extent, not be applicable. Such specific stipulations to be effective shall be made in
detail in the document of approval (para. 2).

Finally, it may be noted that, where the parties wish to subject both MFN and national
treatment to differing limitations and qualifications, it may be easier to do so by addressing each
standard in a separate article of the treaty.

The standard of national treatment is an important principle for home countries, but is a
cause for concern in most host countries, since such treatment may enable foreign enterprises to

™8 See, for example, Sweden's BITs with China (article 2 (3)), Egypt (article 2 (3)), Malaysia (article 2 (3)),
Pakistan (article 3 (3)), and Yugoslavia (article 2 (3)); see also paragraph 2 (b) of the protocol to Germany's BIT
with the Republic of Korea.

» Development considerations seem to play a role in the case of Germany’s approach to national
treatment, insofar as it has accepted certain exceptions to the national treatment principle, provided that these are
undertaken for development purposes only (e.g. to develop small-scale industries) and that the measures do not
substantially impair investments from a German investor (Germany, 1997).
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compete in the local economy to the detriment of domestic enterprises. This concem is particularly
acute in developing countries, since their national enterprises may be particularly vulnerable to
competition, especially from large transnational corporations. Moreover, host Governments
sometimes have special policies and programmes that grant advantages and privileges to domestic
enterprises in order to stimulate their growth. If a national treatment clause in a BIT obligates a host
country to grant the same privileges and benefits to foreign investors, the host Government would
in effect be strengthening the ability of foreign investors to compete with local business. To address
this problem, developing countries have often sought to qualify or limit the application of national
treatment in their negotiations, and have thus avoided the potentially most detrimental effects of
national treatment on the host country.

The MFN standard, on the other hand, is less problematic for developing countries in terms
of its potential effects on domestic firms. However, it can also have far-reaching and often
unforeseen consequences in terms of elevating the standards of treatment of third countries'
investors, including indirectly granting national treatment to third countries' firms. Consequently,
policy makers would be well advised to consider appropriate formulations of MFN provisions to
avoid difficulties of interpretation.

F. Expropriation

As discussed in chapter I, one of the primary reasons that many developed countries
initiated BITs in the 1960s was to protect their investments abroad against the risk of
expropriation®. BITs prescribe the conditions under which expropriation may take place. The
broad definition of investment that appears in most BITs is of particular relevance here. Since
"investment” may include "interests" in companies, equity shareholders in, or creditors of, a
company may have a claim arising from the expropriation of their interests in the company if the
company is taken over by a host country.

1. Defining expropriation

There have been efforts to draw a distinction between expropriation and nationalization as
these terms are used in customary international law. In one view, for example, "nationalization"
refers to the seizure of an entire industry of an economy as part of a change in economic policy,
while "expropriation" refers to seizure of a particular property by a country.

While the terms "expropriation” and "nationalization" are generally left undefined in BITs,
these treaties do not appear to have been drafted with such a distinction in mind. Rather, BIT
provisions on expropriation typically apply to actions by a country that substantially impair the value
of an investment, regardless of whether they amount to an isolated event or whether they are part
of a major structural change in the economy. Many BITs make this clear by expressly stating that
expropriation includes measures "tantamount" or "equivalent” to expropriation. Thus, the BIT
between Egypt and Japan (article V) includes " expropriation, nationalization, restriction or any
other measures, the effects of which would be tantamount to expropriation, nationalization or
restriction”, and the BIT between the Republic of Korea and Sri Lanka (article 7) mentions
"measures having effect equivalent to nationalization and expropriation”. The same formulation
appears in the AALCC model A.

% On the topic of expropriation, see, for example, Borchard (1915), Dunn (1932), Foigt!el (1957, 1964),
Friedman (1953), Garcia Amador (1958), Wortley (1959), White (1961), Katza{ov (1964), Lillich ( 1972, 1973-
1975), Weston (1975), Dolzer (1981), Huu-Tru (1990), Murphy (1991), Amerasinghe (1992), Mouri (1994).
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As a result of this broad language, most BITs also apply the expropriation provisi0n§ to
"indirect expropriations". In fact, some treaties make explicit reference to indirect expropriation.
Thus, the BIT between France and Pakistan (article 5) refers to "measures of expropriation or
nationalization or any other measures the effect of which would be direct or indirect dispossession".
Indirect expropriation occurs when the country takes an action that substantially impairs the value
of an investment without necessarily assuming ownership of the investment. Accordingly, indirect
expropriation may occur even though the host country disavows any intent to expropriate the
investment and characterizes its actions as something other than expropriation. Where the action
is equivalent to expropriation, however, the conditions imposed by the expropriation provision
apply.®! In the Starret case before the Iran—United States Claims Tribunal, the Tribunal, in a similar
situation noted that:

It is undisputed in this case that the Government of Iran did not issue any law or decree according to which
the Zomorod Project or Shah Goli expressly was nationalized or expropriated. However, it is recognized in
international law that a measure taken by a State can interfere with property rights to such an extent that these
rights are rendered so useless that they must be deemed to have been expropriated, even though the State does
not purgzort to have expropriated them and the legal title to the property formally remains with the original

owner.

Certain countries are more explicit about the meaning of indirect expropriation. Thus, while
the model treaty prepared by Germany mentions "any other measure the effects of which would be
tantamount to expropriation or nationalization" (article 4 (2)), the protocols of many treaties
concluded by Germany add the following definition of expropriation:

Expropriation shall mean any taking away or restricting tantamount to the taking away of any property right
which in itself or in conjunction with other rights constitutes an investment.

In addition, the protocols specify that any government measure severely impairing the economic
situation of an investment gives rise to an obligation to pay compensation.

Some BITs concluded by the United States specify that such measures include, in
particular, but are not limited to, "the levying of taxation, the compulsory sale of all or part of the
investment, or impairments of the management, control or economic value of a company" (United
States and Zaire (now the Democratic Republic of the Congo) (article III)).

Most BITs are also understood to apply the expropriation provision to "creeping
expropriations”. This term refers to an expropriation carried out by a series of acts over a period of
time. Any of these acts taken in isolation may appear to be a legitimate regulatory action, but
ultimately their cumulative effect is to destroy substantially the value of an investment. In that
situation, BITs generally regard an investment as having been expropriated.

2. Conditions of expropriation

As noted above, BITs impose certain conditions on expropriation if it is to be considered
lawful. Practically all BITs adopt some variation of the traditional rule of international law that a
State may not expropriate the property of an alien except for a public purpose, in a non-
discriminatory manner, upon payment of compensation, and in accordance with due process of law.

81 Foran in-depth study of the legal aspects of indirect expropriation taking into account judgements of

international tribunals, see Weston (1975) and Dolzer (1986).

82 Case No. 24 of the Iran—United States Claims Tribunal, quoted by Dolzer (1986). For a general
discussion of the cases on this issue before the Iran-United States Claims Tribunal, see Khan (1990).

8 See, for example, the BIT between China and Germany (protocol (4)).
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The various elements of the traditional rule have taken different formulations in different treaties,
some more and some less protective of the investor's interests. The treaty between Costa Rica and
the United Kingdom is an example of a provision that emphasizes investor interests. A formulation
that is less protective of the investor’s interests is contained in the treaty between China and Japan
(article 5) (table IM1.10). Indeed, although the article of the treaty between Costa Rica and the United
Kingdom uses the same elements as the article from the treaty between China and Japan, there are
many important differences between them, which will be discussed in the following sections.

(a) Public purpose

Nearly all BITs require that the expropriation should be for a public purpose or, in some
treaties, in the public interest. In practice, this condition imposes few restrictions on the
expropriating country. In the contemporary world, countries are very reluctant to challenge another
country's determination of what is a public purpose since there is no agreed definition under
international law, and international tribunals are likely to defer to the host country's determination
(UNCTC, 1988). Nevertheless, some commentators have attempted to hypothesize situations that
would violate this condition. Expropriation as an act of political reprisal, for example, may not be
for a public purpose.®

A few countries have included some limitations on public purpose in the BIT text. Thus,
for example, the BIT between Costa Rica and the United Kingdom (table III.10.) requires that the
expropriation be for a public purpose "related to the internal needs" of the host country, a provision
that would prevent a host country from taking property for reasons of foreign policy. A similar
provision is also found in other BITs signed by Denmark and the United Kingdom.*

Some BITs, such as, the treaty between France and Malaysia (article 3), omit any reference
to public purpose. The BIT between Singapore and Sri Lanka (article 4) permits expropriation "for
any purpose authorised by law". The AALCC model B (alternative 1) states that "a country may
exercise its sovereign rights in the matter of nationalization or expropriation"; alternative 2 includes
the requirement of "public purpose” in brackets.

(b) Non-discrimination

Many BITs require the expropriation of any investment to be non-discriminatory. Some
commentators seem to assume that this provision is directed particularly at expropriations based on
nationality, race or national origin, but in fact the provision prohibits any expropriation that treats
investors differently without legitimate justification. At the same time, some forms of discriminatory
expropriation would be prohibited by the general provisions requiring MFN and national treatment.
Also, the impairment of investment by arbitrary or discriminatory action is prohibited separately by
many BITs.

(c) Compensation
All BITs require the payment of compensation for expropriation, and this condition is

undoubtedly at the heart of the expropriation provision in most BITs. While the requirement itself
is generally not questioned, the standards for determining the amount of compensation have been

u See, for example, in the arbitration case of the British Petroleum Exploration Company (Libya) Limited
v. Government of the Libyan Arab Republic (1974) (International Law Reports, 1979).

% The phrase "related to the internal needs" was objected to by Jamaica and is not included in its BIT with
the United Kingdom.
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Table I11.10. Examples of provisions on expropriation in BITs

The investments of
nationals of either
Contracting Party
in the territory of
the other
Contracting Party
shall not be
expropriated except
for the public
benefit and against
compensation.
Such compensation
shall represent the
equivalent to the
depreciated value
of the investment
affected, it shall be
actually realizable,
freely transferable,

and shall paid
without undue
delay.

1) Investments of nationals or
companies of either Contracting Party
shall not be nationalized, expropriated, or
subject to measures having the effect
equivalent to nationalization or
expropriation (hereinafter referred to as
expropriation) in the territory of the other
Contracting Party except for a public
purpose related to the internal needs of
that Party and against prompt, adequate
and effective compensation. Such
compensation shall amount to the market
value of the investment expropriated
immediately before the expropriation or
before the expropriation became public
knowledge, shall include interest at the
normal commercial rate until the date of
payment, shall be made without delay, be
effectively realizable and be freely
transferable. The national or company
affected shall have a right, under the law
of the Contracting Party making the
expropriation, to prompt review, by a
Jjudicial or other independent authority of
that Party, of his or its case and of the
valuation of his or its investment in
accordance with the principles set out in

this paragraph.

2) Where a Contracting Party
expropriates the assets of a company
which is incorporated or constituted
under the law in force in any part of its
own territory, and in which national or
companies of the other Contracting Party
own shares, it shall ensure that the
provisions of paragraph (1) of this
Article are applied to the extent
necessary to guarantee prompt, adequate
and effective compensation in respect of
their investment to such nationals or
companies of the other Contracting Party
who are owners of those shares.

BIT between
the Netherlands BIT between Costa Rica
and the Sudan and the United Kingdom BIT between China and Japan
(1970) (1982) (1988)
Article XI Article 5 Article 5
Expropriation

2. Investments and returns of nationals and
companies of either Contracting Party shall not
be subjected to expropriation, nationalization or
any other measures the effects of which would
be similar to expropriation or nationalization,
within the territory of the other Contracting
Party unless such measures are taken for a
public purpose and in accordance with laws and
regulations, are not discriminatory, and, are
taken against compensation.

3. The compensation referred to in the provision
of paragraph 2 of the present Article shall be
such as to place the nationals and companies in
the same financial position as that in which the
nationals and companies would have been if
expropriation or nationalization, referred to in
the provisions of paragraph 2 of the present
Article, had not been taken. Such compensation
shall be effectively realizable and freely
transferable at the exchange rate in effect on the
date used for the determination of amount of
compensation,

4, Nationals and companies of either
Contracting Party whose investments and
returns are subjected to expropriation,
nationalization or any other measures the effects
of which would be similar to expropriation or
nationalization, shall have the right of access to
the competent courts of justice and
administrative tribunals and agencies of the
other Contracting Party taking the measures
concerning such measures and the amount of
compensation in accordance with the applicable
laws and regulations of such other Contracting

Party.

5. The treatment accorded by either Contracting
Party within its territory to the nationals and
companies of the other Contracting Party with
respect to the matters set forth in the provisions
of paragraphs 1 to 4 of the present Article

shall not be less favourable than that accorded
to nationals and companies of any third country.
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the subject of much debate.® The international standards of compensation set by the community
of States in the nineteenth century; and reflected in the so-called Hull formula of "prompt, adequate
and effective” compensation, were first called into question by the Soviet and Mexican revolutions
and later, by the decolonization process after the Second World War. As noted in the introduction,
developing countries argued during that process in various multilateral forums that such standards
were contrary to their interests. Instead, they proposed standards such as “appropriate”
compensation, which gave the host country more flexibility in determining the compensation to be
paid, while taking into account the specific circumstances of each case. This view was reflected,
for example, in article 2 (2) (c) of the Charter of Economic Rights and Duties of States (UNCTAD,

1996b, Vol. I, p.57).

When it came to the conclusion of BITs, however, many developing countries were
prepared to accept formulations of the standard of compensation close to the Hull formula, as a
matter of lex specialis and with the purpose of attracting FDI from selected economic partners.
The formulas for compensation found in recent treaties, however, are quite diverse.

The large majority of BITs use the traditional rule that such compensation must be
“prompt, adequate and effective”. It appears in the model agreements proposed by the United
Kingdom and the United States, among others, and it has also been used in a number of treaties
between developing countries. If the Hull standard is not further elaborated upon in a BIT, the
standard might be subject to different interpretations as to what is "adequate", “prompt” and
"effective” (UNCTC, 1988). For this reason, many BITs define the meaning of these words; the BIT

between Costa Rica and the United Kingdon is a typical example of this approach (table II1.10).

Other BITs use different terminology that nevertheless may lead to similar results. A BIT
may require, for example, payment of "full value" or "just compensation."®” Such terms are often
understood to mean fair market value immediately prior to the date when the expropriation occurred
or became public knowledge.® Thus, most BITs concluded by Germany follow the German model
treaty and explain that "compensation shall be equivalent to the value of the investment expropriated
immediately before the date the expropriation or nationalization was publicly announced" (article
4 (2)). Then, in the protocol, it is further explained that "value" means market value. If the latter
cannot be determined, other "criteria of value" are to be applied.

The AALCC model A provides that compensation is to be worked out "in accordance with
recognized principles of valuation such as fair market value".* But where the market value cannot
be readily ascertained, the compensation shall be determined "on equitable principles, taking into
account inter alia, the capital invested, depreciation, capital already expatriated and other relevant
factors" (article 7 (ii)). The same formulation is found in the second alternative of model B (article
7 (ii)); the first alternative refers to "recognized principles of valuation" (UNCTC, 1988).

3 For a discussion on the assessment of compensation upon expropriation, see, for example, World Bank
(1992).
¥ Itis worth noting that the term "just compensation" began to be used in the United States FCN treaties

in the period between the two World Wars. It was taken from the Fifth Amendment to the United States
Constitution, where it is understood to indicate fair market value.

B A significant variation to the standard of "becoming public knowledge" is to be found in all of Jamaica's
BITs. To ensure that the date of determining market value is the date of an authorized announcement by the
Government, the Jamaican BITs use the term "was made known by the authorities” or "was publicly announced”
instead of "became public knowledge". Moreover, to guard against leakages unduly affecting market value, the
Jamaican BITs contain the following provision: "In determining market value, the Contracting Parties agree that due
weight shall be given to any factors which might have affected the value before the compulsory acquisition was made
known by the authorities". (See, for example, the BIT between Jamaica and the United Kingdom (article 6).)

® See, for example, the BITs signed by Sri Lanka with the Republic of Korea (article 7), Singapore (article
6) and Romania (article 6).
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Market value (or similar concepts such as fair market value, actual value, real value or
commercial value) is one of the methods most commonly used for the valuation of expropriated
assets. Fair market value may be determined through several methods, depending upon the
circumstances. In the case of a commercial enterprise, for example, fair market value may be
considered the value of the enterprise as a “going concern”, which would include goodwill and other
economically valuable assets associated with the enterprise. The value of an enterprise as a going
concern is determined in some cases by the discounted cash-flow method, in which the total amount
of an enterprise's future net income is discounted by the time value of money, the projected inflation
rate, and the probability that such income will actually be received, to derive the present value of
the enterprise's future income. Where an investment has not been in operation long enough to be
valued as a going concern, its fair market value may be determined by ascertaining the replacement
value of the assets, or even their book value. Most BITs do not go that far in specifying the method
of valuation to be utilized and they use, instead, more general language as a guide to the application
of this standard.”

Compensation based on a fair market value is also often understood to include interest from
the date of expropriation to the date of payment. Many BITs include this requirement explicitly (e.g.
the BIT between Japan and Sri Lanka). Some BITs, such as those concluded by Germany, the United
Kingdom and the United States, also specify the rate of interest. The BITs concluded by the United
States, for example, often require a “commercially reasonable rate”.”" In the BIT between Costa
Rica and the United Kindom (table III.10), compensation includes interest at a normal commercial
rate until the date of payment.

The language in the BIT between China and Japan (table III. 10) does not expressly include
the payment of interest, and could also be interpreted as providing for compensation at less than the
fair market value. However, the meaning of this clause is clarified in an explanatory note annexed
to the treaty stating:

It is confirmed that with reference to the provisions of Article 5 of the Agreement, the compensation referred
to in the provisions of paragraph 3 of the aforesaid Article shall represent the eqivalent of the value of the
investments and returns affected at the time when the expropriation, nationalization or any other measure ...
are publicly announced or when such measures are taken, whichever is earlier, and shall carry an appropriate
interest taking into account the length of time until payment.

Still, this provision does not specify the type of valuation method to be used. For example, the
difference between the "market value" and the "book value” of an investment may be substantial.
Similarly, the difference between "interest at a normal commercial rate" and an "appropriate
interest" may also be substantial.

As noted, a number of countries prefer to use more flexible formulations of the
compensation standard than those suggested by the phrase "prompt, adequate and effective"; they
may prefer, for example, "fair and equitable compensation”. The treaties between India and the
United Kingdom and between China and the Philippines, among others, follow this approach. At
the same time, it has been suggested that terms such as "fair" compensation can, in practice, also
lead to more specific interpretations that are close to those typically associated with the Hull formula
(Dolzer and Stevens, 1995).

% Other recent BITs explicitly requiring compensation based on a fair market value include those between
Canada and Hungary (article IV), Bangladesh and Italy (article 5 (2)), Albania and Croatia (article (2)), Chile and
Finland (article 5), and Nigeria and the United Kingdom (article 5 (1).)

o1 See, for example, the BIT between Kazakhstan and the United States (article III).
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In fact, China's BITs have followed several different approaches with respect to the
standard of compensation upon expropriation.” Thus, the BIT signed by China with Sweden (article
3), prescribes compensation "the purpose of which shall be to place the investor in the same
financial position as that in which the investor would have been if the expropriation or
nationalization had not taken place." The BITs signed by China with Austria and with Germany,
respectively, refer to the value of the investment immediately before the expropriation became
public knowledge. However, the treaties signed by China (e.g. with Viet Nam and Slovenia) simply
refer to "compensation” without qualifying the term.

Among the BITs that do not use the Hull formula, some make explicit reference to the
book-value method of valuation. It may consist of either the net book value (depreciated assets
value) or the updated book value (also called the adjusted book value, taking inflation into account),
or just the tax value of the assets. The treaty between the Netherlands and the Sudan states that the
compensation should represent the equivalent of the "depreciated value of the investment affected"”
(table II1.10).

Since nationalizations have often take place in the context of fundamental changes in the
control over strategic industries of the domestic economy, some countries have argued that the
requirement to pay "full market value" would impede their sovereign right to reorganize their
economic system. These countries have therefore suggested that additional factors should be
considered, such as excessive profits in the past, the extent of amortization of the initial investment,
undue enrichment as a result of historical exploitation, unpaid taxes and any outstanding labour
benefits (UNCTC, 1988).

With respect to the modalities of payment, many BITs state explicitly that payment must
be "without delay" or without "undue" delay. Such a provision also leaves room for interpretation.
Consequently, some BITs explicitly require the expropriating country, prior to the expropriatory act,
to make provision for the determination of the time of payment of compensation.

BITs often require furthermore that compensation should be freely transferable and
effectively realizable. These latter terms overlap to some extent. Compensation is “effectively
realizable” if an investor can obtain the benefit of the compensation immediately. An example of
compensation that is not “freely transferable” would be government bonds that cannot be sold.
Compensation is freely transferable if it can be repatriated. Payment in a freely convertible currency
would generally satisfy both conditions.

Most BITs do not specify the exchange rate in the expropriation article, although some do.
Thus, the BIT between China and Japan quoted above provides that "... such compensation shall be
paid without delay. It shall be effectively realizable and freely transferable at the exchange rate in
effect on the date used for the determination of amount of compensation.". Nearly all BITs,
however, have a separate provision on currency exchange, and that provision, which generally
applies to expropriation compensation as well as other payments related to an investment, usually
specifies an exchange rate.*

%2 For a detailed discussion of the BIT practice of China, including the special features of the BITs signed
with developing countries and other socialist countries, see Shishi (1988).

% See, for example, the BITs between Egypt and Romania (article 3 (1)), Germany and Israel (article 4
(2)), Germany and Romania (article 3 (1)), Indonesia and Norway (article IV (3)) and France and Indonesia (article
6 (3)). It is also interesting to note that early treaties, such as the one between Jamaica and the United Kingdom
(article 6), provide for payment over a three-year period in cases where compensation involves a large sum.
Significantly, no doubt influenced by the liberalization era, Jamaica's later BITs do not have this provision (e.g. the
BIT between Jamaica and the United States).

% See also the section on "Transfer of funds"”, below.
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@) Due process and judicial review

Many BITs require that any expropriation should be consistent with due process of law.
Although the term "due process" has been exhaustively analysed as a matter of domestic law,
particularly in the United States, there is little authority concerning the meaning of this term in the
present context. Nonetheless, the requirement of due process is a standard element in the BIT
practice of a number of countries.” In addition, most BITs prohibit separately the impairment of the
investment by arbitrary means.

Many BITs also include a separate requirement that the legality of an expropriation should
be subject to judicial review. For example, the model treaty of Germany provides that the "legality
of any such expropriation, nationalization, or comparable measures and the amount of compensation
shall be subject to review by due process of law" (article 4 (2)). This wording now appears in most
treaties concluded by Germany, as well as in recent treaties signed by other countries (e.g. the BIT
between Chile and Sweden, in article 4 (2)). The United Kingdom model agreement entitles the
investor to "prompt review, by a judicial or other independent authority ... of his or its case and of
the valuation of his or its investment in accordance with the principles set out in this paragraph”.
Some agreements concluded by the United Kingdom replace the words "his or its case" by "of
whether the expropriation is in conformity with domestic law". The AALCC model A stipulates
that, in the absence of an agreement between the investor and the host State, the determination of
compensation shall be referred to "an independent judicial or administrative tribunal or authority
competent under the law of the expropriating State or to arbitration under an agreement beween the
investor and the host State" (article 7 (i1)).

The requirement of judicial review to some extent reinforces the protection provided by
the clause requiring that any expropriation should be in accordance with due process.

The BIT between China and Japan cited above does not require a review of the
expropriation; rather, it gives the injured investor "access" to local courts, tribunals and agencies.
The meaning of "access" is not clear, but it can be argued that the term does not imply an obligation
to review the expropriation in a judicial sense.

The Netherlands model agreement requires simply that the measures be taken "under due
process of law", without reference to judicial review. The same applies to the Swiss model and to
the majority of treaties signed by France.

(e Consistency with contractual obligations

Some BITs, such as those concluded by France and the United States, include a fifth
condition, namely, that an expropriation should not be contrary to any commitment the host country
has entered into with respect to the investment. In some BITs, the inclusion of this condition would
be redundant because they already include a general requirement that the host country should
observe any obligations entered into with respect to investment.

Whether the condition appears as a general treaty rule or as a rule specifically applicable
to pxpropriation, its effect could be to prohibit a contracting party from expropriating an investment
if it has previously agreed not to expropriate the investment. The violation of such an agreement

95 . N . .. . . .

'Developmg countries have sometimes insisted on using the wording "in accordance with domestic legal
procedure” instead of "under due process of law" for fear that due process of law might be interpreted as having to
meet the so-called "international minimum standard".

72



Chapter 11l

would presumably violate the BIT and might be subject to proceedings under the investor-to-State
or State-to-State dispute provisions of the BIT.

Given the theoretical controversies surrounding the standards of compensation upon
expropriation, BIT provisions on this issue have been of crucial importance to foreign investors.
While expropriation can still be an extreme measure of last resort available to countries, the
incidence of major nationalizations, which reached its peak in the 1970s, has declined sharply since
the 1980s. In fact, it is the trend towards privatization rather than nationalization that defines the
economic policies of the 1980s and 1990s. Nevertheless, expropriation remains a critical issue in
foreign investment relations, both in theory and in practice, as new forms of "indirect" or "creeping"
expropriation may be, and are, practised. Thus, the issue of whether "regulatory" takings (for
example, in the context of anti-trust law) amount to a compensable taking may become increasingly
challenging for policy makers in the years to come.

G. War and civil disturbance

Customary international law distinguishes between expropriation and the destruction of
property due to military necessity. The general consensus is that no compensation is due for losses
caused by military necessity.*® Most BITs, however, offer investors a limited degree of protection
against such losses. The most common provision guarantees that investors covered under the treaty
shall receive MFN treatment with respect to any compensation for loss of property caused by war,
insurrection, riot, rebellion or other civil disturbance. A typical example is the BIT between Hungary
and Norway (table IIL.11).

In other words, the host country need not pay compensation. However, if it compensates
investors of any third country, it must compensate investors covered by the treaty, and to the same
extent.”” Some BITs also guarantee to apply national treatment to investors covered by the treaty
with respect to compensation for such losses.”® Of course, any country that agrees to national
treatment in one BIT must provide national treatment to all other investors who are covered by a BIT
guaranteeing MFN treatment with respect to compensation.

It is important to specify not only the standard to be followed with respect to such losses,
but also the particular type of damage protected under this clause. For example, article V of the
treaty between the United Kingdom and Ukraine is quite specific (table ITI.11).

By contrast, the provision in the treaty between China and Japan refers to "the outbreak of
hostilities or a state of national emergency" (article 6). While a state of emergency may be relatively
easy to determine since it often involves a government declaration, the meaning of “hostilities” is
vague and subject to varying interpretations.

% For a discussion of customary doctrine and a BIT provision applicable to the destruction of property
during combat, see Asian Agricultural Products Ltd. (AAPL) v. Republic of Sri Lanka (ICSIP, 1990). The primary
focus of the case was on the applicability of particular provisions of the BIT between Sri Lanka and the United
Kingdom to circumstances of military and paramilitary activity. Against thn_s chkground, the Tnbuna! gave byoad
consideration to the standard of diligence owed by government forces to foreign investors under general intemational

law (Vasciannie, 1992).

%7 The MFN formula has also been adopted in BITs concluded by China.

%8 Examples of this include the BITs between the Republic of Korea and Mongolia (article 4) and between
Malaysia and the United Arab Emirates (article 5 (i)).
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Table I1L.11. Examples of provisions on war and civil disturbance in BITs

BIT between Hungary

BIT between the United Kingdom and Ukraine

and Norway (1993)
_(1991)
Article V Article 5

Investors of one
Contracting Party whose
investment suffers losses
in the territory of the
other Contracting Party
owing to war, revolution,
or other armed conflict,
state of national
emergency or other
similar events shall be
accorded treatment no

(1) Investors of one Contracting Party whose investments in the territory of the other
Contracting Party suffer losses owing to war or other armed conflict, revolution, a state
of national emergency, revolt, insurrection or riot in the territory of the latter
Contracting Party shall be accorded by the latter Contracting Party treatment as
regards restitution, indemnification, compensation or other settlement, no less
favouable than that which the latter Contracting Party accords to its own investors or
to investors of any third State. Resulting payments shall be freely transferable.

(2) Without prejudice to paragraph (1) of this Article, investors of one Contracting
Party who in any of the situations referred to in that paragraph suffer losses in the
territory of the other Contracting Party resulting from:

less favourable than that
accorded to investors of
any third State as regards
restitution,
indemnification,
compensation or other
valuable consideration.
Such payments shall be
freely transferable.

(a) requisitioning of their property by its forces or authorities, or

(b) destruction of their property by its forces or authorities, which was not caused in
combat action or was not required by the necessity of the situation,

shall be accorded restitution or adequate compensation. Resulting payments shall be
freely transferable.

Another clause that appears in many BITs provides that any compensation paid for such
losses must be freely transferable, or otherwise addresses the transferability of such compensation.
This clause may not be strictly necessary in many BITs because the general provision on currency
transfers, which guarantees free transferability of payments related to an investment in many cases
would be broad enough to apply to compensation for losses suffered as a result of war and civil
disturbance .

A few BITs make a distinction between damages caused by war and civil disturbance
without direct action by the host States and damages caused by action by the State itself in situations
of war and civil disturbance. In the latter case, they provide for an obligation to compensate
investors, even if investors of the host country or third countries are not compensated for similar
losses. Some BITs concluded by the United Kingdom, including the BIT with Ukraine (table II1.11),
provide that investors who suffer losses in the territory of the other contracting party during war or
civil disturbance shall receive restitution or adequate compensation when such losses are caused
either by government requisitioning of their property or by government destruction not attributable
to combat or military necessity. Similarly, some BITs concluded by the United States require that
in either of these situations compensation consistent with the expropriation provision should be paid.

The AALCC model A (article 8) contains the provision on "compensation of losses" in
square brackets, with a choice of national treatment or MFN treatment, while a second paragraph
follows the wording of the example of the United Kingdom. The explanatory notes observe that
some experts have reservations about the "fairly new" concept of compensation for losses. The
AALCC model B provides for restitution or adequate compensation without further qualifications
(UNCTC, 1988).

L I
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The inclusion of a provision on compensation for losses caused by war and civil
disturbances in BITs is justified because situations of war or civil war are often exceptions to
insurance contracts (or may need special coverage) and are often treated differently from
government action in time of peace. Requisition by the army in time of war may not be covered by
provisions on expropriation in normal circumstances. Consequently, it may be "abundance of
caution” to include this provision, since it is by no means clear that the matter is covered by other
provisions.

H. Transfer of payments

1. Purpose of the provision

The provisions on the transfer of payments are considered by both investors and countries
as among the most important in a BIT. They concern an aspect as on which the interests of the host
country and the foreign investor may differ widely. For host countries, including most developing
countries, the sudden repatriation of large profits or the proceeds from sale or liquidation can have
an adverse effect on their balance of payments, thereby hindering economic development and
defeating the objective of the BIT. Thus, balance-of-payments difficulties can reduce considerably
a host country's ability to grant investors unrestricted rights to make monetary transfers in
connection with their investments. However, foreign investors regard the timely transfer of income,
capital and other payments as an indispensable requirement to operate and benefit from their
investment projects, and to meet their obligations vis-a-vis shareholders, contractors, creditors or
licensors.

A broadly applicable limitation on the right of countries to impose controls on currency
exchanges is found in the Articles of Agreement of the International Monetary Fund (IMF) (article
VIII (2)) AIMF, 1945). This limitation, however, applies only to controls on currency exchanges for
current, as opposed to capital, transactions. Furthermore, the majority of IMF member countries
have reserved the right under article XIV to "maintain and adapt" exchange-control mechanisms in
existence at the time they joined the IMF, a right that in practice has afforded considerable flexibility
to these member countries. For these reasons, the IMF articles provide relatively little protection
for foreign investors. Capital-exporting countries thus continue to insist on the inclusion of the right
of free transfer in BITs.

Virtually every BIT has a provision on the transfer of payments, but there are important
differences among them in the wording of this provision. Home countries generally seek specific
and broad guarantees. They look for a provision that guarantees to investors the right to transfer
payments related to an investment into a freely convertible currency without delay at a specified
exchange rate. In other words, the provision addresses investors' concerns that they may not be able
to withdraw the investment or the returns generated by the investment from the host country at some
point in the future, or that the investment and returns will be denominated in a currency that is not
freely convertible. The BIT between the Russian Federation and the United States is an example
of this approach (table I1.12).

2. Transfers covered

The first issue normally addressed in such a provision is the type of payments to which it
applies. These involve three categories of funds, namely, the repatria}tion of the capital invested,
transfer of returns generated by an investment and dividends to the investor's shareholders, and
current payments made in relation to an investment (i.e. amounts thgt may be neede‘d to pay current
expenses, the interest and principal on loans, or other obligations incurred by the investor).
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Most BITs adopt one of two different approaches. The first approach is to guarantee the
free transfer of all payments related to, or in connection with, an investment. Many of thg BITs
concluded by Germany and the United States and virtually all BITs concluded in Latin America and
the Caribbean follow this approach. This approach is preferred by investors because qf its breadth,
but it may be resisted for the same reason by developing countries that have low forelgll-exchange
reserves. Because of the uncertainty that may arise over which payments are covered by this
provision, many BITs that follow this approach include a non-exhaustive list of payments that are
to be covered. Typically, this list includes: returns on investment such as income, profits, dividends
and interests; funds for repayment of loans; royalties and other fees; and proceeds from sale or
liquidation.” The list frequently contains earnings of employees, but some BITs limit the amount
of earnings for which there is a right of free transfer, or restrict the right to transfer earnings to nationals
of the home country.'® The list may also include compensation paid as a result of an investment dispute, as
in the case of the BIT between Sri Lanka and the United States (article IV (1) (¢)). Compensation for
expropriation is often included, though many BITs cover that separately in the exprop}'iation
provision.'”" A typical example of the language used can be found in the BIT between Chile and
Norway (table II1.12).'%

A variation on this approach can be found in many of the BITs concluded by the United
Kingdom. They also guarantee free transfer of a broad category of payments, specifically
"investments and returns” or "capital and returns”. Because these terms may themselves be defined
in the treaties, these BITs do not include an illustrative list of transfers that are covered by the
provision.

The second approach is simply to list the types of payments covered by the provision.
Typically, this list is quite similar to the illustrative list in BITs that adopt the first approach, with
the difference that the list is exhaustive rather than illustrative.'®

Notwithstanding the right of free transfer, some BITs authorize the contracting parties to
require reports of currency transfers, to administer withholding taxes, and to protect the rights of
creditors or ensure the satisfaction of judgements rendered in adjudicatory proceedings.'®

Finally, it should be noted that the currency-transfer provision could amount in effect to
a guarantee that foreign currency will be made available to the investor. Thus, the provision may go
beyond a mere prohibition on legal restrictions regarding currency transfers.

? See, for example, the BIT between Germany and Swaziland (article 5).

100 See, for example, the BITs between Indonesia and Norway (article VII (¢)), Indonesia and the
Netherlands (article 6 (1)), Kenya and the Netherlands (article VIII (1)), the Netherlands and Thailand (article VII
(c)), and France’s BITs with Jordan (article 6), Paraguay (article 6), Singapore (article 5 (1) (e)) and the Sudan
(article 6).

101 See, for example, the BIT between Germany and Swaziland (article 4 (2)).

1?2 The latest Jamaican BITs, for example, do not guarantee "free transfer” but "the right to the free
transfer" (in the treaty between Argentina and Jamaica, article 4) or "shall permit... to transfer” (in the treaty between
China and Jamaica, article 4). This change reflects the liberalized market regime for foreign exchange, in which
foreign exchange comes not from a Central Bank but from the commercial banking system.

193 The second approach is typical of BITs concluded by Denmark, France and Sweden.

1% This is the case of the BITs signed by the United States, (see, for example, the BIT between the Kyrgyz
Republic and the United States (article IV (3)).
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Table II1.12. Examples of provisions on the transfer of payments in BITs

BIT between BIT between the Russian BIT between Chile and Norway
the Netherlands and Federation (1993)
the Philippines and the United States
(1985) (1992)
Article 7 Article IV Article 5

1. Each _Comracting Party | 1. Each party shall permit all transfers | (1) Each Contracting Party shall allow
shall in respect of | related to an investment to be made | without delay the investors of the other
investments permit | freely and without delay into and out of | Contracting Party the transfer of payments

nationals of the other
Contracting Party the
unrestricted transfer in
freely convertible
currency of their
investments and of the
earnings from it to the
country designated by
those nationals, subject to
the right of the former
Contracting Party to
impose equitably and in
good faith such measures
as may be necessary to
safeguard the integrity and
independence  of its
currency, its external
financial position and
balance of payments,
consistent with its rights
and obligations as a
member of the
International  Monetary
Fund.

2. The exchange rate
applicable to such transfer
shall be the rate of
exchange prevailing at the
time of remittance.

3. In cases where large
amounts of compensation
have been paid in
pursuance of Article 5 the
Contracting Party
concerned may require the
transfer thereof to be
effected in reasonable
installments.

its territory. Such transfers include: (a)
returns; (b) compensation pursuant to
Article IIT; (c) payments arising out of
an investment dispute (as defined in in
Article VI); (d) payments made under a
contract, including amortization of
principal and accrued interest payments
made pursuant to a loan agreement; (e)
proceeds from the sale or liquidation of
all or any part of an investment; and (f)
additional contributions to capital for
the maintenance or development of an
investment. Companies or naturals of
each Party shall be permitted to convert
such transfers into the feely convertible
currency of their choice.

2. Transfers shall be made in freely
convertible and, except as provided in
Article III, paragraph 1, at the market
rate of exchange on the date of the
transfer with respect to spot
transactions in the currency to be
transferred.

3. Notwithstanding the provisions of
paragraphs 1 and 2 of this Article,
either Party may,

(a) maintain laws and regulations
requiring reports of currency transfer
and imposing income taxes by such
means as a withholding tax applicable
to dividends or other transfers; and

(b) protect the rights of creditors, or
ensure the satisfaction of judgements in
adjudicatory proceedings, through the
equitable, non-discriminatory and good
faith application of its law.

in connection with the investment in a
freely convertible currency, particularly of,

(a) interests, dividends, profits and other
returns;

(b) repayments of loans related to the
investment;

(c) payments derived from rights
enumerated in Article 1, paragraph

(2), letter (d) of this Agreement;

(d) the proceeds of the partial or total sale
of the investment;

(e) compensation for dispossession or loss
described in Article 6 of this Agreement;
(f) the earnings of foreign employees
working in relation to an investment once
the legal requirements have been fulfilled.

(2) A transfer shall be deemed to have been
made without delay if carried out within
such period as is normally required for the
completion of transfer formalities. The said
period shall start on the day on which

the relevant request has been submitted in
due form and may in no case exceed two
months. Transfers shall be made at the
prevailing rate of exchange on the date of
transfer.

(3) Transfers concerning investments made
under the Chilean Special Program of
Foreign Debt Equity Swaps are subject to
special regulations.

(4) Equity capital can only be transferred
one year after it has entered the territory of
the Contracting Party unless its legislation
provides for a more favourable treatment.
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3. Protection provided

(a) Type of currency

The provision on the free transfer of funds usually specifies the type of currency in which
transfer is guaranteed. Here again, two different approaches are common. Oqe approach is to
require that the transfer should be permitted in any freely convertible currency. This approach gives
the investor the greatest protection. It is typical of BITs concluded by Finland, Sweden and the
United States.'”® A second approach is to require that the host country should permit the transfer
in the convertible currency in which the investment was made or in any convertible currency to
which the parties agree. This approach is typical of BITs concluded by Denmark and the United
Kingdom.

(b) Timing of transfer

Many BITs provide that transfers covered by the treaty shall be "free" or permitted "without
delay”. Such language is typical of BITs concluded, for example, by Chile with other Latin
American countries and by France, Germany, Switzerland, the United Kingdom and the United
States. Some BITs, such as those concluded by the Netherlands, Norway and Sweden, guarantee
transfer without "undue delay”. Treaties occasionally impose a precise limit on the period of
permissible delay, such as one'® or six months.'”” This provision does not preclude a host country
from ensuring that transfers are consistent with local law ordinarily applicable to external currency
transfers, such as those involving reporting requirements, tax payments or satisfaction of creditors.

Other BITs include an explicit qualification that the host State may delay transfer for the
time normally necessary to complete formalities. These include in particular the BITs concluded
by Germany, which generally require that formalities should be completed within two months.'%®

(c Exchange rate

Many BITs also specify the rate of exchange at which transfers shall be allowed. This
clause is intended to ensure that the value of the payments to be transferred is preserved during
currency-exchange transactions.

There are considerable variations among BITs on this subject. One crucial distinction
among the different formulations is the extent to which the exchange rate is subject to the control
of the host country. For example, some BITs specify the official exchange rate, which may be more
readily subject to host-country adjustment. Other BITs, however, link the exchange rate to factors
less subject to the host country's control. In some cases, for example, BITs slpecify the market rate
of exchange. In other cases, they specify a particular rate used by the IMF."® It is important that

19 The BITs concluded by the United States use the phrase "freely usable currency” (defined by the IMF
as being the United States dollar, the German mark, the French franc, the British pound and the Japanese yen).

106 See, for example, the BIT between Denmark and Poland (article 6 (5)).
107 See, for example, the BIT between Finland and Hungary (article 7 (1)).

1% The BITs concluded by Chile specify that "without delay" means the normal time necessary to fulfill
the formalities with respect to the transfer. This "normal time" should not exceed 30 days ( e.g., in the BITs between
Bolivia and Chile, Chile and Paraguay and Chile and Uruguay), 60 days ( e.g., in the BIT between Chile and
Ecuador), one month (e.g., in the BIT between Chile and Guatemala), two months (in, e.g., the BITs between
Argentina and Chile and Chile and Venezuela), or six months (e.g., in the BIT between Brazil and Chile).

1% See, for example, the BIT between Bangladesh and Germany (article 6).
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the provisioq on exchange rates not penalize a country that moves from fixed exchange rates to
those determined by the market. In such a situation, the value of a currency will usually drop.
Investors, of course, prefer the rate of exchange that is more favourable to them.

Some BITs specify the date on which the exchange rate shall be determined. Most BITs
concluded between countries in the western hemisphere (including the United States) and countries
from other regions specify the exchange rate on the date of transfer, which is presumably the rate
that would be used in the absence of an explicit provision to the contrary.

4. Exceptions

As noted, some developing countries with limited foreign currency reserves are concerned
that they will not have sufficient foreign currency to permit a transfer requested by an investor or
that foreign currency reserves needed for some other purpose will be depleted by an investor
repatriating investment returns. The BIT between the Netherlands and the Philippines takes this
contingency into account and allows the host country some relief in this situation (table III.12).

Many BITs allow exceptions to the obligation of free transfer only during periods when
foreign currency reserves are at exceptionally low levels. Such clauses generally allow the transfer
to be delayed for a temporary period. Sometimes they are subject to one or more other conditions.
One condition may be that any delay must be on an MFN basis, that is, the host country may not
allow investors from a third country to exchange local currency without also allowing covered
investors similar treatment. Another condition that sometimes appears is that the host country must
allow a certain percentage of the payment to be transferred each year until the full amount has been
transferred. The treaty between Jamaica and the United Kingdom (article 7 (a) and (b)), for
example, referring to the power to take exceptional measures to preserve its balance of payments,
includes the following limitations:

(a) such powers shall not however be used to impede the transfer of profits, interests, dividends,
royalties or fees;

(b) as regards investments and any other form of return transfer of a minimum of 20 % per year is
guaranteed. '

Sometimes a BIT makes special provision for the repatriation of capital because of the size
of the transfer. This is done by allowing the payment to be made in installments or over a period
of a few years.'!! Significantly, article XII of the WTO General Agreement on Trade in Services
(GATS) provides for restrictions to safeguard the balance of payments within certain defined limits
with respect to trade in services. Developing countries can utilize this provision in negotiating BITs,
although the general trend in developing countries is not to require phasing of payments over a
period of time.

tio Examples of exceptions due to balance-of-payments difficulties can be found in qther BITs concludqd
by countries in the American continent, such as the BITs between El Salvador and Peru (article 8 (4)), Colombia
and Peru (article 6 (3)) and Argentina and El Salvador (article 6 (4)).

11 See. for example, article 7 (1) (b) of the BIT between Jamaica and the United Kingdom, which provides
for a five year period, and article 5 (4) of the BIT between Jamaica and the Netherlands, which provides for three
years. Since 1991, Jamaica has not consistently sought this phasing.
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Yet another approach confers the right to make monetary transfers, but .subject to the
exchange-control laws of the host country.'? The BIT between China and Japan (article 8) follows

this approach and provides as follows:

(1) Nationals and companies of either Contracting Party shall be guaranteed by the other
Contracting Party freedom of payments, remittances, and transfers of financial instruments or funds
including value of liquidation of an investment between the territories of the two Contracting Parties
as well as between the territories of such other Contracting party and any third country.

(2) The provisions of paragraph 1 of the present Article shall not preclude either Contracting Party
from imposing exchange restrictions in accordance with its applicable laws and regulations.

Some clauses add a condition that any delay be in accordance with the host country's
obligation to exercise equitably and in good faith the powers conferred by its laws. The BIT between
Malaysia and the United Arab Emirates is an example. The AALCC model A mentions "reasonable
restrictions for temporary periods" (article 6 (1)).

As previously noted, some BITs guarantee the right to transfer only a fraction of the
earnings or wages of nationals of the other contracting party to their home country. Examples of this
approach are the BITs between the Netherlands and Thailand, and Norway and Indonesia, as well
as the BITs signed by France with Jordan, Singapore and the Sudan. These treaties usually stipulate
also that the repatriation of earnings is permitted only for nationals authorized to work in the host
country by permits or licences or in relation to an agreed investment.

Some recent BITs have included a novel type of exception for countries with transitional
economies. They provide for a limited period during which countries may make exceptions to the
obligation of free transfer. Thus, the BIT between Lithuania and the Netherlands states that:

During a period of two years ... the Republic of Lithuania shall do its outmost to guarantee the free
transfer of payments ... . After these two years the unrestricted transfer ... shall be in force.!?®

Exceptions such as those described here might be of little use to a country unless that
country includes a similar exception in all of its BITs. If a BIT omits such an exception, then
investors under that BIT could be entitled to free transfer and investors covered by all other BITs
with an MFN clause would also be entitled to free transfer, despite the fact that those BITs have an
exception clause.

Finally, another novel approach to addressing foreign exchange problems concerns the
provisions that appear in the protocol to the BIT between Ecuador and the United States, which
states that the terms of the article on transfers may be superseded by a debt-equity conversion
agreement. This provision is intended to encourage debt-equity conversion agreements, which bring
foreign exchange into the host country.

* Xk ok
Traditionally, the imposition of foreign exchange controls — in the exercise of a country's

monetary sovereignty — has been quite prevalent not only among developing countries but among
developed countries as well. Policy differences in this respect are not so much the result of

"2 gor example, all BITs concluded by Chile include a protocol which restricts the transfer of capital for
a period of one year from the date the capital enters the country, pursuant to its exchange-control laws.

'3 gee also the BIT between Poland and the United States (protocol, para. 4).
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controversies on matters of principle but of the specific balance-of-payments constraints facing
countries and their need to maintain foreign exchange in sufficient levels for essential purposes. For
policy makers, a main issue to consider therefore is the type of qualifications and limitations to the
freedom of transfer that can be reasonably imposed for coping with balance-of-payments crises
without unduly restricting transfers under normal circumstances.

I. Other specific protection clauses

1. Performance requirements

Many capital importing countries allow FDI in the hope that it will create employment,
increase exports, generate foreign exchange and improve the balance of payments. To ensure that
FDI has the intended effect, some host countries have imposed performance requirements on foreign
investors as a condition for investing in the territory of the host country. Other countries induce
investors to accept performance requirements voluntarily by linking them to the granting of
incentives.'* Examples of such performance requirements inciude obligations to hire nationals of
the host country, to use locally produced raw materials or inputs, and to export a portion of the
finished product. However, invetors may object to performance requirements because they impede
the management of their investment and may require the investor to conduct the business in ways
that reduce its efficiency and hence profitability. It has been argued, moreover, that because they
regulate imports and exports, certain performance requirements may also distort international trade.

Most BITs do not explicitly restrict performance requirements. If the performance
requirements are imposed following the admission of an investment, they may violate a BIT's
guarantee of national treatment. To the extent that they are imposed as a condition of the admission
of investment, however, they may escape the national treatment restriction because in many BITs
the right to national treatment applies to investment only after it has been admitted. To avoid this,
some BITs do restrict performance requirements as a condition for admission. For example, the
following provision appears in the 1984 United States model BIT (article II, para. 5):

Neither party shall impose performance requirements as a condition of establishment, expansion or
maintenance of investments, which require or enforce commitments to export goods produced, or which
specify that goods or services must be purchased locally, or which impose similar requirements.

The vast majority of BITs signed by the United States include a prohibition on performance
requirements as a condition of establishing, expanding or maintaining an investment project. More
recently, a number of BITs signed by Canada have followed this approach as well, examples being
the BIT between Canada and the Philippines (table IT1.13), as well as the BITs concluded by Canada
with Trinidad and Tobago, Venezuela and Barbados. The BIT between the United States and Zaire
(now the Democratic Republic of the Congo), on the other hand, changed the thrust of this
provision; rather than prohibit the host country from imposing performance requirements on
investments from the other contracting party, it requires the host country to use its "best efforts" to
avoid imposing such requirements (table II.13). Some recent BITs between developing countries
also address performance requirements, such as the BIT between Malaysia and the United Arab

Emirates (table I11.13)."

The prohibition of performance requirements would not seem to preclude a host country
from offering an investor special incentives as an inducement to agree to abide by performance

114 On the use of incentives, see UNCTAD (1996d).
15 gee also the BIT between El Salvador and Peru (article 5).
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requirements. Any such incentives, however, may be subject to the MFN obligation and thus would
have to be offered to other investors as well.

Because of their potential effects on trade, performance requirements were also discussed
at the Uruguay Round of GATT negotiations,''® where they were referred to as trade-related
investment measures (TRIMs). The Agreement on Trade-related Investment Measures reached at

Table I11.13. Examples of provisions on performance requirements in BITs

7. Within the context of its
national economic policies
and goals, each Party shall
endeavor  to avoid
imposing on the
investments of nationals or
companies of the other
Party conditions which
require the export of goods
produced or the purchase
of goods or services
locally. This provision
shall not preclude the right
of either Contracting Party
to impose restrictions on
the importation of goods
and services into their
respective territories.

9. Contracting States shall
seek as far as practicable to
avoid performance

requirements as a condition
of establishment, expansion
or maintenance of
investments, which require
or enforce commitments to
export goods produced or
which specify that goods or
services must be purchased
locally or which impose any
other similar requirements.

BIT between the United BIT between BIT between Canada
States and Zaire Malaysia and the United and the Philippines
(1984) Arab Emirates (1995)
(1991)
Article I Article 2 Articles V and VI

V. (2) Neither Contracting Party may impose any of
the following requirements in connection with
permitting the establishment or acquisition of an
investment or enforce any of the following
requirements in connection with the subsequent
regulation of that investment:

(a) to export a given level or percentage of goods;
(b) to achieve a given level or percentage of
domestic content;

(c) to purchase, use or accord a preference to goods
produced or services provided in its territory, or to
purchase goods or services from persons in that
territory;

(d) to relate in any way the volume or value of
imports to the volume or value of exports or to the
amount of foreign exchange inflows associated with
such investment; or

(e) to transfer technology, a production process or
other proprietary knowledge to a person in its
territory unaffiliated with the transferor, except when
the requirement is imposed or the commitment or
undertaking is enforced by a court, administrative
tribunal or competition authority, either to remedy an
alleged violation of competition laws, or acting in
manner not inconsistent with the provisions of this
Agreement.

* ¥ %

VL. (2) The provisions of Articles II, III, IV and V of
this Agreement do not apply to:

(a) procurement by a government or state enterprise;
(b) subsidies or grants provided by a government or
state enterprise, including government-supported
loans, guarantees and insurance;

(c) any current or future foreign aid program to
promote economic development, whether under a
bilateral agreement, or pursuant to a multilateral
arrangement or agreement, such as the OECD
Agreement on Export Credits.

6 On the question of trade-related investment measures in bilateral investment treaties and the GATT,

see Shenkin (1994).
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the Uruguay Round prohibits performance requirements that are inconsistent with the GATT's
obligation of national treatment or its obligation to eliminate quantitative restrictions.'"” In many
BITs, the investor-to-State dispute settlement provision may be broad enough to permit the investor
to enforce the TRIMSs agreement through the arbitral mechanism created by that provision.''®

2. Entry and sojourn of foreign nationals

Just as most countries retain the unqualified right to exclude foreign capital from certain
industries, they also wish to retain an unqualified right to exclude foreign nationals from their
territory. At the same time, foreign investors generally are reluctant to establish affiliates that they
cannot control, and the desired control may require the presence of expatriate personnel at the site
of the investment for extended periods of time. Further, the efficient operation of an investment
may require the application of specialized knowledge possessed only by foreign nationals. For these
reasons, host countries need to find a proper balance between their right to exclude aliens and their
desire to provide a favourable investment climate, which may necessitate the admission of certain
aliens.

In general, BITs provide little assistance for investors seeking to obtain the admission of
particular individuals into the territory of the investment. A number of BITs, however, including
those concluded by Canada, France, Germany and the United States, and some BITs between
developing countries,'" contain a provision on the question of the admission of individuals of one
contracting party (and their employees) into the territory of the other contracting party in connection
with an investment. Article II of the BIT between Romania and the United States is a typical
example of the United States approach (table I11.14). This clause, by including the words "subject
to the laws relating to the entry and sojourn of aliens", makes it clear that the right of entry is
subordinate to the domestic laws of the parties. Thus, an investor has a right of entry provided that
such entry is not inconsistent with or prohibited by the laws of each party relating to entry, sojourn
and employment of aliens.

The BITs concluded by France and Germany require each contracting party to give
sympathetic consideration to applications for the entry and sojourn in its territory of persons of the
other contracting party in connection with an investment. A typical example of this second
approach is the protocol to the BIT between Dominica and Germany (table III.14).

17 Anillustrative list of TRIMs that are inconsistent with the obligation of national treatment was annexed
to the TRIMs agreement. It includes measures that require an enterprise to use products from domestic sources or
that limit an enterprise's imports by the volume or value of its exports. An illustrative list of TRIMs that are
inconsistent with the obligation to eliminate quantitative restrictions was also annexed to the agreement. It includes
measures that restrict imports of products to the volume or value of exports or that restrict access to foreign exchange
to an amount related to the foreign exchange inflows attributable to the enterprise or that restrict exports by an
enterprise. For a discussion of TRIMs, see UNCTC and UNCTAD (1991); for a discussion of the TRIMs agreement,
see UNCTAD (1994).

118 gee below under "settlement of disputes” for a more in-depth discussion on this point. It should be
noted that, in the case of parties to the WTO Agreement and a BIT, provisions on performance requirements must
now be read subject to the TRIMS agreement.

1s See, for example, the BIT between El Salvador and Peru (article 6 (1)).
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Table I11.14. Examples of provisions on entry and sojourn of foreign nationals in BITs

BIT between Romania and the United States BIT between Dominica and Germany
(1992) (1984)
Article II Protocol

3. Subject to the laws relating to the entry and | The Contracting Parties shall within the framework of their
sojourn of aliens, nationals of either Party shall be | national legislation give sympathetic consideration to
permitted to enter and to remain in the territory of | applications for the entry and sojourn of persons of either
the other Party for the purpose of establishing, | Contracting Party who wish to enter the territory of the
administering or advising on the operation of an | other Contracting Party in connection with the making and
investment to which they, or a company of the first | carrying through of an investment; the same shall apply to
Party that employs them, have committed or are in | nationals of either Contracting Party who in connection with
the process of committing a substantial amount of [ an investment wish to enter the territory of the other
capital or other resources. Contracting Party and sojourn there to take up employment.
Application for work permits shall also be given
sympathetic consideration.

3. Hiring of local personnel

In order to promote economic development, host countries often have laws requiring
foreign investors to hire local personnel. Such laws are intended to ensure that nationals of the host
country receive technical training and managerial experience as well as employment, a matter of
great importance for many developing countries that must build technological and managerial
capabilities as part of their development strategies.

As noted in the preceding section, however, investors prefer to retain the right to control
their investment, and that control generally includes the power to appoint at least certain managerial
personnel. In line with this approach, the BITs concluded by the United States seek broad rights
with respect to employment:

Companies which are legally constituted under the applicable laws or regulations of one Party, and
which are investments, shall be permitted to engage top managerial personnel of their choice,
regardless of nationality.'?

As regards developing countries, the BIT between El Salvador and Peru also includes a similar
clause (article 7 (1)).

This provision, however, is not understood to prevail over the host country's immigration
laws. Thus, the protection it affords is relatively weak because the host country can Preclude the
appointment of particular personnel simply by refusing them entry into its territory.'?

120 See, for example, the BITs concluded by the United States with Jamaica (article II (4)) and Romania
(article II (4)). The BIT between Jamaica and the United States makes it clear that the right to hire top managerial
staff is "subject to the laws of each party relating to entry, sojourn and employment of aliens".

121 Regarding employment practices and BITs see also the Sumitomo Shoji, America Inc. v. Avagliano
case (United States Supreme Court, 1982), in which United States female employees of Sumitomo sued their
employer under the United States civil rights legislation on grounds that their employer had discriminated against
them in promotion and had favoured Japanese male employees. The company defended itself on the grounds that
it was free to do so under the FCN Treaty between Japan and the United States. Both, the United States and Japan,
howclaver, rejected the company's interpretation of the treaty provisions. In the end, the Court ruled in favour of the
employees.
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J. Transparency

One important feature of a favourable investment climate is the transparency of local laws
and administrative practices: foreign investors are more likely to invest in a country if they believe
that they can ascertain accurately the laws that will govern their investments. Most BITs, however,
do not explicitly address this subject. The BIT concluded by Malaysia and the United Arab Emirates
is unusual in this respect (table II.15). The term "make public" suggests that such laws must be
available to investors, but does not necessarily require extensive distribution of the written materials
in which such laws may be found. The treaties signed by the United States have a similar provision.

Table IIL15. Examples of provisions on transparency in BITs

(10) Each Contracting Party shall
make public all laws, regulations,
administrative  practices and
procedures that pertain to or affect
investments.

Upon request by either Contracting
Party, the other Contracting Party
shall agree to consultations on the
interpretation or application of this
Agreement. Upon request by either
Contracting Party, information shall
be exchanged on the impact that the
laws, regulations, decisions,
administrative practices or
procedures, or policies of the other

BIT between Malaysia and BIT between Canada BIT between China
the United Arab Emirates and Hungary and Viet Nam
(1991) (1991) (1992)
Article 2 Article X Article 11

1. The representatives of the two
Contracting States shall hold
meetings from time to time for the
purpose of:

(a) reviewing the implementation of
this Agreement;

(b) exchanging legal information
and investment opportunities;

(c) resolving disputes arising out of
investment;

Contracting Party may have on | (d) forwarding proposals on
investments covered by this { promotion of investment;
Agreement. (e) studying other issues in

connection with investments.

A separate provision may impose on each contracting party the obligation to provide
information concerning investments to the other contracting party. The BIT between Canada and
Hungary is an example of this approach (table II.15). Similarly, some early BITs concluded by the
United States require each contracting party to "endeavor to establish appropriate procedures” for
the provision of information concerning investments that is requested by the other contracting party.
This obligation is subject to each contracting party's laws and due regard for business confidentiality.

Other means for promoting transparency are consultative mechanisms, such as the one in
the treaty between China and Viet Nam, which requires the two parties to hold meetings from time
to time for a number of treaty-related purposes, including exchanging information on host country
laws (table II1.15).'*

* kK

The transparency of laws and other government measures has many facets, from simply
disclosing and publicizing all government measures in accordance with a country's legal system, to
specifically notifying and making available certain types of measures to an international body or to
officials of another country. Efforts by developing countries to gcgu.eve greater transparency,
including through appropriate clauses in BITs, demonstrate the credibility of their commitment to

122 gee also below under “Dispute resolution”.
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providing a favourable investment climate. Such efforts are therefore important in attracting FDL
Nevertheless, it is for the country concerned to decide the best manner in which such information
should be made available.'” While a system of formal publication of laws is a basic requirement,
notification and special forms of publication may not be feasible, particularly for some developing
countries, except for certain types of measures.

K. General treaty exceptions

In addition to exceptions to specific treaty provisions, BITs sometimes contain general
treaty exceptions that permit a host country to take actions that would otherwise violate the BIT.
The United States BITs, for example, permit measures necessary for the maintenance of public
order, the fulfilment of the host country's obligations with respect to the maintenance or restoration
of international peace or security,'** or the protection of its own essential security interests. The BIT
between Bolivia and Peru (article 3 (5)) contains the following general exceptions:

Nothing in this Treaty shall prevent a Contracting Party from adopting measures, if not discriminatory, for
reasons of internal and external national security, public or moral order.

The inclusion of general treaty exceptions is unusual. Most BITs have no such general
exceptions, although, as has been noted, specific clauses are sometimes subordinated to the
contracting parties' national laws.'?®

L. Preservation of rights

A BIT is generally intended to establish a minimum standard of treatment to which an
investment is entitled. Questions may arise concerning the effect that a BIT has on other laws or
agreements that provide treatment more favourable than the minimum guaranteed by the BIT.

Nothing in BITs suggests that they prevail over more favourable laws or agreements. To
conclude that they did so would be inconsistent with the purpose of BITs, which is to enhance rather
than reduce the protection afforded to investment. Nevertheless, to avoid any misinterpretation,
some BITs expressly state that other laws or agreements providing investment with more favourable
treatment shall prevail. Such provisions differ among themselves in the types of laws or agreements
to which they apply. They may generally apply to any of three different types of laws or agreements:
provisions of international law; provisions of the host country's domestic law; and agreements
between the investor and the host country. Many such provisions apply to the first two categories,
that is, international and domestic law that provides for more favourable treatment. Typical of this
group are the BITs concluded by Finland, Germany, Sweden and the United Kingdom.'?” More

12 For example, the World Bank Guidelines on the Treatment of Foreign Direct Investment (UNCTAD,
1996b) suggest that States prepare an investment handbook, that is, a compendium where all laws, regulations, and
other relevant provisions pertaining to foreign investment can be found.

124 This second exception is intended to exempt from treaty obligations actions taken in fulfilment of a
country's obligations under the Charter of the United Nations. The United States has taken the position that the
determination of whether a measure is necessary for the protection of a country's essential security interests is a
matter exclusively within its competence, not subject to review by any international tribunal. The International Court
of Justice questioned this argument, however, with respect to a similar clause in an FCN treaty between Nicaragua
and the United States (International Court of Justice, 1986), in a case concerning certain activities in Nicaragua. For
a critique of the United States position, see Vandevelde (1993a).

125 A similar clause also appears in the BIT between Paraguay and Peru.
126 Some BITs contain general "cultural” exceptions.
127" See, for example, the treaty between Chile and Finland (article 10 (2)).
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specifically, the agreements concluded by Sweden with China, Pakistan and Yugoslavia provide that
they will not prejudice "any rights or benefits accruing under national or international law to

interests of a national or a company of one Contracting State in the territory of the other Contracting
State" (BIT between Sweden and Pakistan, article 9).

Some provisions apply only to the third category, that is, agreements between the investor
and, the host country; ean_xples of such provisions can be found in several BITs concluded by
Switzerland.'”® The provision in the BITs concluded by the United States applies to all three
categories.'?

_The AALCC model agreements contain an umbrella clause in brackets, indicating that there
were differences of opinion with respect to this clause among the experts.

The provision on preservation of rights should be distinguished from the "stabilization
clause”. The latter requires that, if there is a change in the law after the admission of an investor
protected under a BIT, and the new law is less favourable to the investor, the pre-existing, more
favourable norms remain applicable to that investor. Such a clause is intended to protect investors
from changes in legislation after their admission.'® An example of a stabilization clause can be
found in the treaty between France and Yugoslavia.

M. Dispute resolution

1. Introduction

Provisions for the settlement of investment disputes play a critical role in BITs as they
provide the means of ensuring that the standards of treatment and protection granted by a treaty are
effectively implemented and enforced. Experience shows that problems regarding the interpretation
and implementation of BITs are likely to arise and, while some of these might be resolved by the
parties themselves, others might require more formal means of resolution. The presence of effective
mechanisms for the resolution of disputes is thus the ultimate guarantee of protection for foreign
investors.

Investment disputes under BITs may involve disputes between private investors, between
one State and investors of the other State, or between the States parties to a treaty. Disputes between
private parties are normally resolved through recourse to the courts of the State that has jurisdiction
under private international law rules, or to commercial arbitration (these types of disputes are not
reviewed in this study).

Disputes between one State and investors of the other State should also normally be
submitted to the competent national courts or authorities. (The question of identifying the
competent national courts involves complex legal rules of public and private international law which
are not discussed here.) These disputes may also be submitted to a mutually agreed third-party
dispute-settlement mechanism, which is presently the common practice with respect to BITs (the
relevant provisions on investor-to-State dispute settlement are examined in section 4 below). The
methods for resolving disputes between States parties to BITs involving the application or

128 See, for example, the treaty between Ghana and Switzerland (article 10).
129 gee, for example, the treaty between Romania and the United States (article 14).

130 Some have questioned whether such a clause in a contract can achieve the effect of pre-empting the
legislative sovereignty of a State for a lengthy period of time (see, Kuwait v. American Independent Oil Company
(1982)). On the effects of stabilization clauses in general, see Sornarajah (1994).
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interpretation of the treaty are typically spelled out in a number of provisions in BITs (these are
examined in section 5 below).

2. Consultations

Many BITs include a provision requiring that the contracting parties should consult each
other concerning a treaty matter at the request of either contracting party. Among the countries that
have included consultations provisions in their BITs are China, Denmark, Finland, the Netherlands,
Norway and the United States. Some BITs specify that the parties shall consult periodically to
review the implementation of the treaty and to discuss matters involving investment."!

It could be argued that a consultations provision is superfluous because customary
international law imposes on countries, as part of their obligation to seek a peaceful resolution of
disputes, the duty to negotiate in good faith."*? In addition, the State-to-State dispute provision of
most BITs explicitly requires the contracting parties to attempt to resolve any disputes through
negotiations before submitting them to arbitration.

The inclusion of a consultations provision nevertheless serves several useful purposes.
First, it creates an obligation to consult on any matters involving the treaty, including matters that
may not yet be properly classifiable as a dispute. Indeed, timely consultations concerning proposed
courses of action could prevent a situation from evolving into a dispute. Second, a consultations
provision serves to emphasize the general importance that the contracting parties place on the
amicable resolution of all differences involving the treaty, a matter that is a strong cultural
preference for some countries. Third, in some BITs the consultations provision is designed as a
method of monitoring the implementation of the BIT.'*?

3. Subrogation on insurance claims

As noted in the introduction, a number of countries have created programmes under which
they insure the foreign investments of their nationals and companies against certain political risks,
such as expropriation or currency exchange controls. Under these programmes, first, investors pay
a fee to a government agency in return for which they are compensated for any losses covered by
the insurance agreement. Second, the agency thereafter seeks reimbursement of the amount paid
to the investors from the host country that caused the loss. Third, should investors obtain
compensation from the host country, they will be required by the insurance agreement to pay any
such compensation to the insuring agency.

Most BITs, including those between developing countries, have a provision on subrogation,
the exception being those concluded by the United States.”*® The provision typically states that
where the investor's home country has paid compensation for a loss under such an insurance
agreement, the host country shall recognize that the investor's home country has become subrogated
to any rights that the investor has against the host country arising out of the loss.

The subrogation provisions generally contain minor variations. Some BITs include
language stating that the investor's home country may assert any right or claim to the same extent

s See, for example, the BIT between China and Viet Nam (article 11) (table III.15).

132 See, for example, the North Sea Continental Shelf Cases (Federal Republic of Germany v.
Denmark, Federal Republic of Germany v. Netherlands) (International Court of Justice, 1969).

133 See, for example, the BIT's between Denmark and Poland (article 13); China and Viet Nam (article
11) and Kenya and the Netherlands (article 13).

134 The United States treaties do not contain a subrogation clause because questions linked to
investment insurance by the Overseas Private Investment Corporation are covered by investment guarantee
agreements that contain a detailed subrogation clause.
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as the investor. This may be found, for example, in BITs concluded by Germany, Norway and the
United Kingdom. Other BITs include language stating that any compensation received by the
investor's home country in non-convertible currency as a result of subrogation shall be freely
available for purposes of meeting expenditures incurred in the territory of the host country. This
provision generally appears, for example, in BITs concluded by the United Kingdom. "%

The question that may arise following the investor's receipt of payment under the insurance
programme is whether the host country's responsibility is reduced by the amount of the payment
received. A large number of BITs include clauses that explicitly address this question. In general,
they provide that the host country shall not assert in mitigation of its responsibility that the investor
has received compensation pursuant to any insurance agreement. An example of this type of clause
is found in the BIT between Australia and the Lao People’s Democratic Republic (table III.16).

The rationale for this clause is that the compensation received by an investor does not come
from the host country, but from an insurance fund created by the fees paid by investors. To reduce
the host country's responsibility by the amount of the insurance policy proceeds would permit the
host country to escape the consequences of its acts just because the investor was prudent enough to
purchase insurance.

4. Investor-to-State disputes
(a) Purpose of the provision

As noted, in the absence of a treaty with specific dispute-settlement provisions, an investor
whose investment is injured because of unfair (or unlawful) treatment would have only two
remedies. Frequently, however, neither would be effective, for two main reasons.

First, investors could bring a claim against the host country in a domestic court. However,
the investors might not be comfortable with the host country’s courts or the speed with which they
function. Further, jurisdiction over the claim may be barred by the doctrine of sovereign immunity.

Second, investors could request that their home country espouse the claim against the host
country, a process also known as exercising diplomatic protection. Diplomatic protection, as noted,
is a doctrine of international law under which a State may assert a claim against another State based
on an injury to one of its nationals caused by the latter State. Diplomatic protection may not always
be effective, however. First, no country is required by international or domestic law to espouse a
claim. Further, if it chooses to espouse a claim, a country will usually seek to resolve the claim
through diplomatic negotiations, which could continue for years without any resolution. The
espousing country is entitled to settle the claim on any terms that it wishes and, in theory, may retain
any compensation paid by the other country. Sometimes, as in the case of lump-sum agreements,
the settlement may be considerably less than full compensation. The customary rule, moreover, is
that a country may not espouse a claim unless the injured private party has exhausted the remedies
available under the local law of the country with which the dispute exists.® The exhaustion
requirement is intended to ensure that a dispute is not elevated to the international plane unless the
country that is alleged to have committed a wrongful act has had an opportunity to resolve the

dispute through its own legal system.

135 An example of this language can be found in the BIT between Nigeria and the United Kingdom (article

10).
136 For a discussion on this point see the Interhandel Case (Switzerland v. United States) (International

Court of Justice, 1959).
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The earliest BITs addressed these situations to some extent by the inclusion of a State-to-
State dispute provision that enabled the investor's home country to submit any claims against the
host country to binding international arbitration. Thus, where espousal occurred, the home country
would have some remedy other than negotiations. A similar provision still appears in most BITs.
Although preferable to no dispute-settlement provision at all, such a provision gives the foreign
investor less control over the handling of the dispute. To address such difficulties, most BITs today
include provisions on investor-to-State settlement of disputes.

()] Disputes to which the provision applies

The first clause of an investor-to-State dispute-settlement provision typically defines the
types of disputes to which the provision applies. Only disputes falling within the definition may be
submitted to arbitration under the investor-to-State dispute-settlement provision.'*’

The most common approach requires only that the dispute should involve an investment
issue in some way. The treaties following this approach use different formulations, among which
there is little substantive difference. For example, a BIT may provide that the investor-to-State
dispute provision applies to disputes "in connection with" investment, "related to" investment, "with
respect to" investment, "regarding" investment, or "concerning" an investment. This approach has
been used by many different countries, including Denmark, Finland, France, Germany, the
Netherlands, Norway, Sweden, Switzerland and the United Kingdom. A specific example of this
approach is the BIT between Lithuania and the Netherlands (table I1I.16). These formulations are
sufficiently broad to include disputes that do not involve an alleged violation of the BIT. For
example, a dispute over whether an investor has violated the domestic laws of the host country could
be within the scope of the investor-to-State dispute provision, even if there is no allegation that
enforcement of these laws violates the BIT.

A second approach requires that a dispute should involve a provision of the BIT. Some
BITs, for example, apply the investor-to-State dispute provision to any dispute concerning the
"interpretation or application" of the BIT'*® or concerning the obligations of the host country under
the BIT."* This is obviously a much narrower provision than the first type discussed above.

A variation on this second approach is to limit the application of the investor-to-State
dispute-settlement provision to disputes involving only certain provisions of a BIT. A few BITs,
such as the BIT between China and Viet Nam (table II1.16), limit the provision to disputes involving
expropriation. This approach reflects a desire to treat arbitration with foreign nationals as an
exceptional remedy, for relatively rare occasions.

A third approach, which is characteristic of the United States BITs, falls between these
extremes. It applies the investor-to-State dispute-settlement provision to disputes relating to the
breach of a BIT obligation or an obligation under an investment agreement or authorization. This
approach, unlike the first, requires that the dispute should be related to a particular class of legal

137 Note that once an agreement is reached in principle to submit investor-to-State disputes to international

arbitration, it also includes disputes brought by a host country as a claimant against an investor. There is at least one
example of such a case having been brought before the ICSID.
138 See, for example, the BIT between the Czech and Slovak Federal Republic and Sweden (article 8 (1)).

139 See, for example, the BITs between Belize and the United Kingdom (article 8 (1)) Panama and the
United Kingdom (article 79) and Haiti and the United Kingdom (article 8 (1)).
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Table I11.16. Examples of provisions on investor-to-State dispute settlement in BITs

BIT between China BIT between BIT between Australia and the Lao
and Viet Nam Lithuania and People’s Democratic Republic
(1992) the Netherlands (1994)
(1994)
Article 8 Article 9 Article 12

1. Any dispute between an investor of one | Each Contracting | (1) In the event of of a dispute between a
Contracting State and the other | Party hereby consents | Contracting Party and a national of the other
Contracting State in connection with an | to submit any legal | Contracting Party relating to an investment,
investment in the territory of the other| dispute arising | the parties to the dispute shall initially seek
Contracting State shall, as far as possible, | between that | to resolve the dispute by consultations and
be settled amicably through negotiations | Contracting Party and | negotiations.
between the parties to the dispute. an investor of the

other  Contracting | (2) If the dispute in question cannot be

2. If the dispute cannot be settled
through negotiations within six months,
either party to the dispute shall be entitled
to submit the dispute to the competent
court of the Contracting State accepting
the investment.

3. If a dispute involving the amount of
compensation cannot be settled within six
months after resort to negotiations as
specified in paragraph 1 of this Article, it
may be submitted at the request of either
party to an ad hoc arbitral tribunal. The
provisions of this paragraph shall not
apply if the investor concerned has
resorted to the procedure specified in the
paragraph 2 of this Article.

4. Such an arbitral tribunal can be
constituted for each individual case in the
following way: each party to the dispute
shail appoint an arbitrator, and these two
shall select a national of a third State
which has diplomatic relations with the
two contracting States as Chairman. The
first two arbitrators shall be appointed
within the next two months of the written
notice for arbitration by either party to the
dispute to the other, and the Chairman be
selected within four months. If within the
period specified above, the tribunal has
not been constituted, either party to the
dispute may invite the Secretary General
of the International Centre under the
Convention on the Settlement of
Investment Disputes between States and
Nationals of Other States opened for
signature in Washington on 18 March
1965 to make the necessary appointments.

Party concerning an
investment of that
investor in  the
territory of the former
Contracting Party to

the International
Centre for the
Settlement of
Investment Disputes
between States and
nationals of other
States opened for
signatureat
Washington on 18
March 1965. A legal
person which is an
investor of one
Contracting Party and
which before such a
dispute arises s
controlled by
investors of the other
Contracting  Party
shall in accordance
with Article 25 (2) (b)
of the Convention for
the purpose of the
Convention be treated
as an investor of the
other  Contracting

Party.

resolved through consultations and
negotiations, either party to the dispute may:

(a) in accordance with the law of the
Contracting Party which has admitted the
investment, initiate proceedings before that
Contracting Party's competent judicial or
administrative bodies;

(b) if both Contracting Parties are at the
time party to the 1965 Convention on the
Settlement of Investment Disputes between
States and Nationals of other States ("the
Convention"), refer the dispute to the
International Centre for the Settlement of
Investment Disputes ("the Centre") for
conciliation or arbitration pursuant to
Articles 28 or 36 of the Convention,;

(c) if both Contracting Parties are not at the
time party to the Convention, refer the
dispute to an Arbitral Tribunal constituted in
accordance with Annex B of this Agreement,
or by agreement, to any other arbitral
authority.

(3) Where a dispute is referred to the Centre
pursuant to sub-paragraph (2)(b) of this
Article:

(a) where that action is taken by a national
of one Contracting Party, the other
Contracting Party shall consent in writing to
the submission of the dispute to the Centre
within thirty days of receiving such a request
from

the national.

(b) if the parties to the dispute cannot agree
whether conciliation or arbitration is the
more appropriate procedure, the national
affected shall have the right to choose;
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(Table IIL.16, continued)
BIT between China BIT between Australia and the Lao
and Viet Nam People’s Democratic Republic
(1992) (1994)

Article 8 (continued)

5. The tribunal shall determine its own
procedure. However, the tribunal may, in
the course of determination of procedure,
take as guidance the Arbitration Rules of
the International Centre for Settlement of
Investment Disputes.

6. The tribunal shall reach its decision by
a majority of votes. Such decision shall
be final and binding on both parties to the
dispute. Both Contracting States shall
commit themselves to the enforcement of
the decision in accordance with their
respective domestic law.

7. The tribunal shall adjudicate in
accordance with the law of the
Contracting State to the dispute accepting
the investment including its rules on the
conflict of laws, the provisions of this
Agreement as well as the generally
recognized principle of international law
accepted by both Contracting Parties.

8. Each party to the dispute shall bear the
cost of its appointed member and its
representation in the proceedings. The
cost of the appointed Chairman and the
remaining costs shall be borne in equal
parts by the parties to the dispute.

Article 12 (continued)

(¢) a company which is constituted or
incorporated under the law in force in the
territory of one Contracting Party and in
which before the dispute arises the majority of
the shares are owned by nationals of the other
Contracting Party shall, in accordance with
Article 25(2)(b) of the Convention, be treated
for the purposes of the Convention as a
company of the other Contracting Party.

(4) Once an action referred to in paragraph (2)
of this Article has been taken, neither
Contracting Party shall pursue the dispute
through diplomatic channels unless:

(a) the relevant judicial or administrative
body, the Secretary General of the Centre, the
arbitral authority or tribunal or the conciliation
commission, as the case may be, has decided
that it has no jurisdiction in relation to the
dispute in question; or

(b) the other Contracting Party has failed to
abide by or comply with any judgement,
award, order or other determination made by
the body in question.

(5) In any proceeding involving a dispute
relating to an investment, a Contracting Party
shall not assert, as a defence, counter-claim,
right of set-off or otherwise, that the national
concerned has received or will receive,
pursuant to an insurance or guarantee contract,
indemnification or other compensation for all
or part of any alleged loss.

obligations, but, unlike the second, does not limit that class to obligations created or codified by the
BIT. Rather, it permits the investor to use the investor-to-State dispute-settlement mechanism to

enforce investment agreements with the host country.'®

(c) The duty to negotiate

Bilateral investment treaties are largely uniform in requiring that the investor and the host
country should attempt to resolve a dispute amicably, that is, through negotiations, before submitting
it to arbitration. A typical example is the BIT between China and Viet Nam (table II1.16).

140 Many BITs concluded by the United States also contain an exception not found in other BITs. The
exception excludes from BIT coverage disputes arising under export credit or insurance programmes administered
by the Export-Import Bank or the Overseas Private [nvestment Corporation. These programmes are generally
covered by other agreements that have their own dispute-settiement provisions, which the drafters of these BITs did

not wish to displace.
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In most cases, treaties require that a specified minimum amount of time must elapse
between the origin of a dispute and its submission to arbitration. The time specified most commonly
is six months, " but it is not unusual for a BIT to specify another period of time.'*?

@) Exhaustion of local remedies

As has been noted, under customary international law, a home country generally may not
espouse a private investor's claim against a host State unless the private investor has first exhausted
any local remedies. The question arises as to whether an investor must also exhaust local remedies
before invoking a BIT's investor-to-State dispute-settlement mechanism and proceeding against the
host country directly. BITs have answered this question in several different ways. Particularly in
the early years of BITs, a number of them required that the investor should first invoke local
remedies by submitting the dispute to the courts or administrative tribunals of the host country.'?

Some BITs that prescribe recourse to local remedies allow the investor to submit a dispute
to arbitration under the investor-to-State dispute-settlement mechanism after the dispute has been
before the local courts or administrative tribunals for some fixed period of time, even if the local
courts or administrative tribunals have not concluded their groceedings. This fixed period has
varied from as little as three months to as much as two years.'"* In a few cases, BITs provide that
arbitration is available only if the result reached through local proceedings is unjust. Implicit in this
provision is the principle that proceedings before a local tribunal are to be suspended at such a time
as the dispute is referred to international arbitration. Indeed, article 26 of the Convention on the
Settlement of Disputes between States and nationals of Other States expressly provides that consent
to ICSID arbitration, unless otherwise stated, is deemed consent to the exclusion of any other
remedy (UNCTAD, 1996b, Vol I, p. 25).

A quite different approach is to state explicitly that the exhaustion requirement is waived
by virtue of the host country's consent to arbitration. Alternatively, some BITs state simply that an
investor's invocation of local remedies extinguishes the right to arbitration.'*® This alternative not
only implies that exhaustion is not required, but may actually discourage the investor from pursuing
local remedies.

Another group of BITs seeks neither to require nor to discourage exhaustion. These BITs
merely specify submission of the dispute to local remedies as one of the choices available to the
investor. The BIT between Australia and the Lao People’s Democratic Republic is an example of
this approach (table II1.16).'* Sometimes these BITs do not preclude an investor who has invoked
local remedies from later resorting to international arbitration if the result reached locally is
unsatisfaclgc;ry to the investor. Many recent BITs do not even mention the exhaustion of local
remedies.

e See, for example, the BIT between Chile and Sweden (article 7 (2)).

1492 For example, in the BIT between Indonesia and the Republic of Korea (article 9 (2)) the time prescribed
is twelve months, and in the BIT between Denmark and Lithuania (article 8 (2)) it is three months.

143 See, for example, the BIT between Malaysia and the Netherlands (article XII). In the first years of BIT
negotiations, Jamaica sought provision for the exhaustion of local remedies. Thus, article 9 of the BIT between
Jamaica and the United States provides for ICSID arbitration following the failure to reach settlement "through
pursuit of local remedies in accordance with international law"; article 9 (3) of the BIT between Jamaica and the
Netherlands is similar. Significantly, Jamaica no longer insists on the exhaustion of local remedies.

144 Article 7 of the BIT between Romania and Sri Lanka, for example, provides for a time-limit of six
months.

195 gee, for example, the BIT between Romania and the United States (article VI (3) (a)).

146 See also the BIT between Chile and Sweden (article 7 (2)).
147 See, for example, the BIT between Germany and Swaziland (article 11). In the 1989 case of Elettronica
Sicula S.p.A. (ELSI) (United States v. Italy), the International Court of Justice faced the question of the need to
exhaust local remedies in a bilateral treaty that provided for international arbitration between the two States, but
made no mention of the need to exhaust local remedies. The Court held in the context of an arbitration between two
States that the principle of exhaustion of local remedies was such an important principle of international law that it
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(e) The ICSID clause’®

In 1965, the Convention on the Settlement of Investment Disputes between States and
Nationals of Other States was opened for signature.'* The Convention created the International
Centre for Settlement of Investment Disputes (ICSID), an affiliate agency of thf: World Banl-<. The
purpose of ICSID is to provide a facility for the conciliation or arbitration of investment disputes
between a private investor and a host country. According to article 25 (1) of the Convention,
ICSID's jurisdiction exists where both the home and host countries are parties to the Convention,
and the host country and the investor have consented to ICSID's jurisdiction.'®

An advantage of ICSID arbitration from the investors' perspective is that it allows the
investors to control the presentation of their claims. Investors do not need to persuade their home
countries to espouse a claim or surrender control over the claim to the home country in order for the
claim to be resolved. The advantage of this means of dispute-settlement from the perspective of
both the host country and the home country is that it takes the investment dispute outside the
political realm; the dispute becomes a matter for resolution between the investor and the host
country in an international legal forum, rather than a matter of contention between two countries.

In 1968, Indonesia and the Netherlands concluded the first BIT to include a provision for
ICSID arbitration in investment disputes (Dolzer and Stevens, 1995). Over the next decade,
countries negotiating BITs began to include in their agreements investor-to-State dispute provisions
expressing various forms of consent of each contracting party to arbitration before ICSID."*! Such
a provision, with numerous variations, appears in a large number of BITs (table II1.16).'%

In some BITs, the contracting parties give less than full consent to ICSID arbitration. A
number of BITs, for example, provide that the host country "shall consent" to ICSID arbitration.'*?
This language presumably means that ICSID has no jurisdiction until consent is given, but refusal
to consent would violate the BIT, giving rise to an enforcement proceeding under the State-to-State
dispute provision. A few BITs provide that consent is subject to agreement between the host
country and the investor, which means essentially that the host country has not consented and
perhaps might not consent.’* Treaties occasionally provide merely that the host country shall give
sympathetic consideration to an investor's request that the dispute should be submitted to ICSID
arbitration.'”® The majority of the recent treaties, however, include provisions setting forth the
contracting parties' irrevocable consent.

Even where consent is given, it would be illusory if both contracting parties are not parties
to the Convention on the Settlement of Investment Disputes between States and Nationals of Other
States. In some BITs, the contracting parties consent to ICSID arbitration even though one, or

would not be held to have been tacitly dispensed with in the absence of specific words indicating a clear intention
to do so.

198 For an analysis of the types of arbitration articles in BITs, see Broches (1982 and 1991).
1" The text of the Convention appears in UNCTAD, 1996b, Vol. [, pp. 25-45.
150 As at June 1997, 127 countries were parties to the Convention.

151 1t should be noted that ICSID has jurisdiction only if both contracting parties have adhered to the
Convention on the Settlement of Investment Disputes between States and Nationals of Other States and if the
respondent contracting party has consented to ICSID jurisdiction over the claim.

For a discussion of dispute settlement provisions in BITs, see Brewer (1995).

133 See, for example, the BITs between the Netherlands and the Philippines (article 9 (1), Japan and Sri
Lanka (article 11) and Egypt and Japan (article 11).

134 See, for example, the BIT between Malaysia and Sweden (article 6).
155 See, for example, the BIT between Kenya and the Netherlands (article XI).
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neither, of them is a party to the Convention. Such consent would be ineffective until both
contracting parties adhered to the Convention. To address this problem, ICSID established in 1978
the "Additional Facility" as an alternative mechanism that has 6jurisdiction to arbitrate or conciliate
certain types of disputes that are outside ICSID's jurisdiction.'*® The Additional Facility is available
only if the host country or the home country of the investor, but not both, is a party to the
Convention."’

Some BITs concluded since 1978 have included a provision under which both contracting
parties consent to arbitration of disputes before the Additional Facility in the event that ICSID lacks
jurisdiction. The great majority of BITs, however, do not contain an explicit reference to the
Additional Facility.

o Choice of mechanisms

The earliest investor-to-State dispute provisions contained each contracting party's consent
only to ICSID arbitration. The recent trend is to give investors a choice of mechanisms. One choice
authorized by some BITs is arbitration through some institution other than ICSID or the affiliated
Additional Facility. Other institutions include the International Chamber of Commerce or the
Stockholm Chamber of Commerce.

Another choice is ad hoc arbitration, that is, arbitration before a single individual
appointed, or a tribunal specially constituted, for a particular dispute. If ad hoc arbitration is to be
effective, the BIT must prescribe the rules that will gover the selection of the arbitrator (or
arbitrators). Most BITs accomplish this by specifying that some existing set of rules governs the
arbitration, including the formation of the tribunal. The rules most commonly specified are the
arbitration rules promulgated by the United Nations Commission on International Trade Law
(UNCITRAL) (UNCTAD, 1996b, Vol. 1, p. 71). Some BITs specify that the procedure prescribed
in the State-to-State dispute resolution provision is to be used.

The principal advantage of ad hoc arbitration is that it allows parties the flexibility to
structure the arbitration in the way that they prefer. Indeed, those BITs that provide for ad hoc
arbitration using the UNCITRAL rules often specify that the parties may modify the rules by
agreement. The disadvantage of ad hoc arbitration, however, is that the parties do not have the
benefit of the assistance provided by arbitral institutions such as ICSID. These institutions may be
able to provide lists of arbitrators or detailed rules of procedure, and may even assist in the selection
of arbitrators.

BITs create a choice by setting forth the contracting parties' consent to arbitration of
disputes covered by any of these mechanisms. Thus, the BIT between Moldova and the United

States states:

Each Party hereby consents to the submission of any investment dispute for settlement by binding arbitration
in accordance with the choice specified in the written consent of the national or company under paragraph
3 (article VI (4)).

The decision to provide alternatives to ICSID arbitration is the result of a number of
considerations. First, there was concern at one point that ICSID awards might be particularly

156 The rules of the Additional Facility are set out in ICSID (1982).
157 Additional Facility Rules, article 26 (4) (a) (ii).
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vulnerable to annulment.'®® Second, the successful use of the UNCITRAL rules by the Iran-United
States Claims Tribunal seemed to suggest that these rules were especially adaptable to investor-to-
State dispute-settlement. Third, some States developed preferences for particular arbitral institutions
for reasons that had to do with the particularities of those institutions.

Where a BIT contains the contracting parties' consent to more than one mechanism, it often
states that the investor is entitled to choose the mechanism to which the dispute is to be submitted.
Even where a BIT is silent on how the choice is to be made (or provides that either disputant may
choose to submit the dispute to arbitration), as a practical matter the investor will probably have the
sole power to control the choice of dispute-settlement mechanism. This is because a BIT is an
agreement between two countries and only the countries are bound by it; although the BIT may
contain the contracting parties' consent to arbitration, it generally does not contain the consent of
the investor. The host country thus cannot invoke the investor-to-State dispute provision without
some act of consent by the investor. For this reason, the investor can control the choice of
mechanism simply by a selective withholding of consent.

Some BITs, such as the BIT between Australia and the Lao People’s Democratic Republic
(table II1.16), provide for conciliation or arbitration before ICSID.'” For the reasons just discussed,
an investor will generally have the power, explicitly or implicitly, to choose between these
alternatives as well.

A number of BITs include among the mechanisms that the investor may select, submission
of the dispute to local remedies, that is, the courts or administrative tribunals of the host country.
An example of this approach is the BIT between Lithuania and the Netherlands (table I11.16).'° As
noted, one issue that should be resolved by a BIT is whether the investor's decision to invoke local
remedies precludes the subsequent submission of the dispute to international arbitration.

® Governing law

International tribunals generally give effect to agreements between disputants concerning
the law that is to govern the dispute. An investor and a host country may include in an investment
agreement a clause specifying the law applicable to disputes involving an investment. Alternatively,
some BITs include a choice-of-law clause in the investor-to-State dispute provision. This is done,
for example, in the BIT between China and Viet Nam (table III.16) and the one between the
Belgium-Luxembourg Economic Union and Cyprus (article 10 (5)).

In the absence of such a choice-of-law clause, an arbitrator or arbitral tribunal may use
national or international law, or both, to decide the case. The arbitration of investment disputes has
at times been governed by international law and at other times by national law. When ICSID
arbitration is selected, the arbitration is subject to article 42 of the ICSID convention, which

18 Two ICSID awards have been annulled through internal procedures, thereby indicating that the
procedure could be lengthy and cumbersome. For a debate on this issue, see, among others, Reisman (1989) and
Broches (1991).

1% 1t should be noted, however, that BITs do not normally require the investor and the host country to
attempt conciliation before going to arbitration, or even mention conciliation as an option. It is interesting to recall
in this respect that the first ICSID conciliation case, which was based on a contract between Tesoro Petroleumn and
the Government of Trinidad and Tobago, required an attempt at conciliation prior to arbitration and the conciliation
was successful (Nurick and Schnobly, 1986).

1% Other examples of BITs with host-country courts or tribunals as a method of settlement are article IV
(2) (a) of the BIT between Jamaica and the United States, article 8 (2) of the BIT between Jamaica and China, and
the BIT between Argentina and Jamaica.
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provides that, in the absence of agreement between the parties with respect to the choice of law, the
tribunal will apply the law of the host State and such rules of international law as may be applicable.

Investors may prefer to have international law applied to any investment dispute, either
because international law sometimes provides greater protection than national law, or because the
host country can change its own law to the disadvantage of the investor. In fact, the very act that
gives rise to the dispute may modify national law in such a way as to extinguish any claim by the
investor }mder national law. For the same reasons, the host country generally prefers that its own
laws apply.

Some BITs, such as the BIT between China and Viet Nam (table III.16) provide that both
international law and national law apply. This leaves the tribunal with the task of deciding which
law shall govern each issue raised by a dispute. BITs typically do not specify that only national law
apglies,l ;lalthough specific provisions of a BIT are sometimes made subject to the host country's
national law.

A BIT may specify the choice of law indirectly. Some provide, for example, that the
treatment accorded to investment shall in no case be less than that required by international law.
Such a clause does not preclude the application of national law, as long as the application of national
law does not result in treatment inconsistent with international law.

(h) Enforcement of an arbitral award

Many BITs include clauses that are intended to facilitate enforcement of an award of the
arbitral tribunal in local courts. A number of international agreements require the contracting parties
to enforce arbitral awards in their courts under certain conditions. The BIT clauses discussed here
attempt to ensure that any award issued under the investor-to-State dispute provision satisfies these
conditions and that, accordingly, enforcement of an award will be required under one or more of
these international agreements.

One of the most important such agreements is the Convention on the Settlement of
Investment Disputes between States and Nationals of Other States, which requires all parties to it
to enforce any award issued by an ICSID tribunal.'®! Thus, if an investor chooses ICSID arbitration,
the resulting award should be enforceable in the territory of any State that is party to the
Convention.'®? If an investor chooses any other form of dispute-settlement, the Convention does not
require enforcement of the resulting award.

Another important agreement for this purpose is the United Nations Convention on the
Recognition and Enforcement of Foreign Arbitral Awards (UNCTAD, 1996b, Vol. I, p. 15), often
referred to as the New York Convention. It applies to foreign arbitral awards generally and thus can
be used to enforce arbitral awards not issued by ICSID.

The New York Convention, however, permits parties to make certain declarations that limit
its applicability (article I (1)). One such declaration, made by a majority of the countries that have
adhered to the Convention, is that the party will enforce an arbitral award only if made in the
territory of a country that is also a party to the New York Convention. To ensure that this

161 Article 54 of the Convention on the Settlement of Investment Disputes between States and Nationals

of Other States.
162 £ ountries utilize the Convention, they must make sure that they have adopted the necessary legjslatiqn
or other measures to give effect to article 42 of the Convention, requiring enforcement of ICSID awards in their

national system.
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declaration does not preclude enforcement under the New York Convention of awards issued
through the investor-to-State dispute-settlement mechanism, some BITs (e.g. the BIT between the
Russian Federation and the United States, in article VI (3) (d)) provide that such awards must be
made in a country that is a party to the New York Convention. The Additional Facility Arbitration
Rules similarly require that Additional Facility proceedings should take place in a country that is
a party to the New York Convention.

A critical issue as regards enforcement, whether under the ICSID convention or the New
York Convention, is whether enforcement is precluded by the sovereign immunity defence and the
act-of-State doctrine. On one or the other ground, awards have been refused enforcement by United

States and other courts.

If a country is not bound by an agreement such as the ICSID convention or the New York
Convention, it is under no obligation to enforce an arbitral award. Thus, it could happen that an
award issued under the investor-to-State dispute-settlement provision would not be enforceable in
the territory of either of the contracting parties, although the same award might be enforceable in
the territory of third countries under the New York Convention or another agreement. To ensure
that an award issued under the investor-to-State dispute-settlement provision is enforceable at least
in the territory of the contracting parties, some BITs, such as the treaty beween the Russian
Federation and the United States (article VI (3) (e)), provide that each party shall enforce the award
in its territory or that each party shall provide for enforcement of the award in its territory.

A variation on this clause provides that each party shall enforce the award in its territory
in accordance with its laws. This is found, for example, in the BITs between China and Viet Nam
(table III.16) and between Lithuania and Sweden (article 7 (5)). This language would seem to mean
that an award is not enforceable if the contracting party's local law does not provide for enforcement.
Thus, the subordination of the enforceability clause to local law deprives it of much of its force.

(@) Effect and finality of awards

Some BITs, such as the one between Chile and Norway (article 8 (4)), provide that any
awards issued under the investor-to-State dispute-settlement mechanism shall be final and binding.
The effect of this provision is that an investor cannot choose one of the arbitral mechanisms and
then, if dissatisfied with the result, resubmit the dispute to a different mechanism.

0) Corporate nationality

The ICSID convention applies to disputes between a State and an investor from another
State. Where a host country takes wrongful action against a company that is incorporated under
local law but owned by nationals of the other contracting party, the company could potentially be
regarded as having the nationality of the host country and thus the company could not redress the
wrongful action through ICSID arbitration.

To avoid this problem, article 25 (2) of the ICSID convention provides that two States may
agree that, for the purposes of ICSID arbitration, a company shall be treated as a company of a State
if, immediatelg' prior to the action giving rise to the dispute, nationals of that State owned or
controlled it.'®® A large number of BITs contain a provision setting forth just such a proposition
(table I11.16).

163 The leading interpretations of articie 25 (2) are found in Amco Asia Corporation (et al.) v. Indonesia
(ICSID, 1985) and Vacuum Salts Products Ltd. v. Ghana (ICSID, 1992).
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T}lis prov?sion thus allows a company incorporated under the laws of a host country to
submit a dispute with the host country to investor-to-State arbitration, provided that, immediately
prior to the disppte, the company was owned or controlled by nationals of the other BIT contracting

arty. Ownership and control are measured immediately prior to the event giving rise to the dispute
so that, if the dispute arises out of the host country's expropriation of the local company, the local
company will not be treated by virtue of the expropriation as a national of the host country.

(k) Espousal of disputes submitted to investor-to-State arbitration

Because BITs that contain an investor-to-State dispute-settlement provision almost always
include a State-to-State dispute-settlement provision as well, some countries have been concerned
that a dispute submitted to arbitration by the investor may be subsequently submitted to arbitration
by the investor's home country. To prevent this situation, some BITs contain a clause stating that
a dispute submitted for arbitration under the investor-to-State dispute-settlement provision may not
also be submitted to arbitration under the State-to-State dispute-settlement provision. The ICSID
convention also provides that, where a dispute is submitted to ICSID arbitration, the same dispute
may not be the subject of a subsequent claim by the investor's home country unless the host country
fails to comply with the arbitral award.'s*

The clause typically contains one or two exceptions. One exception, found, for example,
in the BIT between Australia and the Lao People’s Democratic Republic (table II1.16), applies where
the tribunal formed under an investor-to-State dispute-settlement provision does not have
jurisdiction over the dispute. A more common exception applies where the host country does not
comply with the award issued by the tribunal.'®®

5. State-to-State dispute resolution

Virtually all BITs include a provision for binding third-party arbitration of disputes
between the contracting parties. These provisions have become remarkably uniform among BITs,
despite the large number of new countries that have begun to conclude BITs in recent years.

(a) Disputes to which the provision applies

The standard language used in most BITs provides that the State-to-State dispute
settlement provision applies to disputes between the contracting parties concerning the interpretation
or application of the BIT. In many BITs, as discussed above, the investor-to-State dispute-
settlement mechanism applies to all investment disputes, even if they do not involve the
interpretation or application of the BIT. Thus, in these BITs, the State-to-State dispute-settlement
mechanism has a narrower range of applicability than the investor-to-State dispute settlement
mechanism. It also deals with different problems and has different functions.

As was also noted above, there is a provision in some BITs stating that a dispute submitted
for resolution under the investor-to-State dispute-settlement provision may not also be §ubxmtted
for resolution under the State-to-State dispute-settlement provision, with certain exceptions.

164 Article 27 (i) of the Convention on Settlement of Disputes between States and Nationals of Other States.
165 gee, for example, the BIT between Estonia and Switzerland (article 9 (5)).
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) Duty to negotiate

. A State-to-State dispute-settlement provision generally begins with a statement that
disputes should be settled by negotiation, if possible. For example, the BIT between Lithuania and
Norway provides that:

Disputes between the Contracting Parties concerning the interpretation or application of this agreement
should, as far as possible, be settled through negotiations between the Contracting Party. (article X (1))

As in the investor-to-State dispute-settlement provision, it is common to stipulate that a certain
minimum amount of time must elapse between the date on which a dispute arises and the date on
which it may be submitted to arbitration.'® The period usually prescribed is six months, but it can
be as little as three months or as much as a year. The time period is not always quantified.’” Some
BITs, such as the BIT between Lithuania and the Netherlands (article 13 (1)) require that a
"reasonable time" should have elapsed.

(© Selection of arbitrators

State-to-State dispute-settlement provisions almost always provide for arbitration by a
tribunal specifically constituted for the dispute involved, rather than arbitration before an existing
institution. Most BITs use the same procedure for constituting a tribunal.

The usual procedure is that each contracting party selects one arbitrator, following which
the two party-appointed arbitrators jointly select a third arbitrator, who serves as the chair of the
tribunal. It is often specified that the third arbitrator may not be a national of either of the two
contracting parties. Thus the BIT between Austria and the Republic of Korea states that:

Each Contracting Party shall appoint one member and these two members shall agree upon a national of a
third State as their chairman. (article 9 (3))

Some BITs require that the third arbitrator should be approved by both contracting parties.'® Other
BITs include no such requirement, perhaps on the assumption that the party-appointed arbitrators
will not agree on anyone who would be unacceptable to the contracting parties.

The process of selecting arbitrators generally is governed by a series of deadlines. The
most common approach is to allow each contracting party two months to appoint an arbitrator and
then to allow the two party-appointed arbitrators an additional two months to select the chair. Some
BITs lengthen one or both of these periods to three or six months, and less time is occasionally
permitted.

The process of constituting the tribunal may fail in either of two situations: where a
contracting party declines to appoint an arbitrator or where the party-appointed arbitrators fail to
agree on a chair. To prevent either of these situations from defeating the operation of the State-to-
State dispute-settlement mechanism, BITs provide that, in the event that an arbitrator is not named
in the specified period, either contracting party may request that a neutral official, referred to as the
appointing authority, should make the appointment. For example, the BIT between Austria and the
Republic of Korea states that:

166 See, for example, the BIT between Lithuania and Norway (article X (2)).

167 See, for example, the BITs between the United Kingdom and Uzbekistan (article 9 (2)) and between
Indonesia and the Republic of Korea (article 12 (2)).

168 See, for example, the BITs between Lithuania and Norway (article X (3)) and between the United
Kingdom and Uzbekistan (article 9 (3)).
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If the periods specified have not been observed, either Contracting Party may, in the absence of other relevant

arrangement, invite the President of the International Court of Justi i
(article 10 (4)) of Justice to make the necessary appointments.

. Treaties vary, howe\./er,' their choice of appointing authority. By far the most commonly
des%gnated appointing authority is the President of the International Court of Justice. Some BITs
designate the Secretary-General of the United Nations. Other officials designated include the

Secr.etary-General of ICSID, the Secretary-General of the Permanent Court of Arbitration, and the
President of the Arbitration Institute of the Stockholm Chamber of Commerce.

Some BITs designate an alternate appointing authority, who shall make the appointment
in one of the following situations: where the official initially designated as the appointing authority
is unable for some reason to make the appointment; or where the official initially designated is a
national of one of the two contracting parties. For example, many of the BITs that designate the
President of the International Court of Justice as the appointing authority state that in one or both
of these situations the appointing authority shall be the Vice-President of the International Court.
These BITs may also provide that, if the Vice-President is unable to make the appointment, the most
senior member of the Court able to make the appointment shall be the appointing authority. Thus,
for example, the BIT between Austria and the Republic of Korea (quoted above) goes on to provide
that:

If the President is a national of either of the Contracting Parties or if he is otherwise prevented from
discharging the said function, the Vice-President or in case of his inability the member of the International
Court of Justice next in seniority shall be invited under the same conditions to make the necessary
appointments.

(d) Tribunal procedure

Many BITs explicitly authorize the tribunal to determine its own procedure. The tribunal
may thus draft its own rules or may adopt an existing set of rules, such as the UNCITRAL rules,
perhaps with some modifications. Some BITs specify that a particular set of rules is to be used.
The BITs concluded by the United States, for example, initially required use of the Model Rules on
Arbitral Procedure adopted by the International Law Commission unless the parties otherwise
agreed, but since 1987 have required use of the UNCITRAL rules, again subject to the right of the
parties to select other rules.

The authorization for the tribunal to determine its own procedure is generally subject to the
requirement that any decisions must be made by majority vote. This requirement ensures that the
tribunal will not be paralysed by the insistence of any one arbitrator that unanimity is required even
to decide that future decisions shall be by majority vote. In some cases, the tribunal's power to
determine its own procedure is subject to the agreement of the contracting parties.'®

Under customary international law, international arbitral tribunals have inherent authority
to determine their own rules of procedure. Thus, the provision that the tribunal is authorized to
determine its own procedure is not strictly necessary. For the reason explained, inclusion of a
requirement that the tribunal should proceed by majority vote is desirable.

Very few BITs specify the law that is to be applied by a tribunal. Some, however, do
include a provision stating that the tribunal is to apply the provisions of the treaty and the principles
of international law. These include BITs concluded by Denmark, Norway and the United States.

169 See. for example, the BITs between Chile and Denmark (article 10 (6)) and between Ghana and
Switzerland (article 13 (6)).
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Many BITs provide that the treatment accorded to investment is to be consistent with that required
by international law, which implicitly requires the tribunal to apply international law to disputes
involving the treatment of an investment.

A few BITs have a different choice-of-law clause. For example, some of the BITs
concluded by the Netherlands authorize the tribunal to decide ex aequo et bono if the parties so
agree. A BIT may also call for the law of the host State to be taken into account.'™

A choice-of-law provision is omitted from many BITs on the assumption that international
law governs arbitration between States unless the parties agree otherwise. As noted, many BITs that
address the choice-of-law question do provide for the application of international law. At the same
time, as also previously noted, some BITs specify that any tribunal formed under the investor-to-
State dispute provision is to apply the law of the host country as well as international law. Arguably,
the result could be that, in these BITs, a different body of law could be applied depending on
whether a dispute is referred to State-to-State or investor-to-State arbitration. Where international
law is likely to be more favourable to an investor, this could create an incentive for an investor to
request the home country to refer a dispute to State-to-State arbitration, rather than pursuing the
claim through investor-to-State arbitration.

The clause on tribunal procedures also usually specifies that all awards made by a tribunal
are final and binding. In this respect, the State-to-State dispute-settlement provision is similar to
the investor-to-State dispute-settlement provision.

(e Costs of arbitration

Most State-to-State dispute-settiement provisions explicitly address the manner in which
the costs of arbitration are to be divided among the contracting parties. The most common approach
is to state that each contracting party shall bear the costs of its own representation before the tribunal
and of the arbitrator whom it appoints. The remaining costs of the tribunal are to be divided equally
among the contracting parties. For example, the BIT between Germany and Swaziland, provides
that:

Each Contracting Party shall bear the cost of its own member and of its representatives in the arbitration
proceedings; the cost of the Chairman and the remaining costs shall be borne in equal parts by the Contracting
Parties. (article 10 (5))

An alternative is to state that each contracting party shall bear the costs of its own
representation, but that all costs of the tribunal (including the costs of the party-appointed
arbitrators) are to be divided equally among the contracting parties. An example is the BIT between
Tunisia and Turkey, which provides that:

Expenses incurred by the Chairman, the other arbitrators and other costs of the proceeding shall be paid ...
equally by the parties. (article VIII (6))

The difference between these two approaches thus is that under one approach each
contracting party pays the costs of the arbitrator it appoints while under the other approach such
costs are divided equally.'”!

170 See, for example, the BITs between Germany and Israel (article 10 (6)) and between China and the
Netherlands (article 13 (8)). . ,

7! The theory of arbitration, of course, is that all arbitrators are neutral. This would seem consistent with
having the costs of all arbitrators borne equally by the contracting parties. The reality, however, is that party-
appointed arbitrators often favour the party that appointed them and may even be in communication with that party
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Many BITs treat the apportionment of costs described above merely as a presumptive
arrangement and allow the tribunal to decide on the apportionment of the costs between the

contracting parties according to some other formula. Thus, the BIT between Tunisia and Turkey
quoted above goes on to state:

g;et i;m‘sbunal may, however, at its discretion, direct that a higher proportion of the costs be paid by one of the

These BITs rarely specify the grounds that might justify such a reapportionment. This isi
. . provision
would allow the tribunal, for example, to place a greater share of the costs on a contracting party that

halc)i raised frivolous arguments or acted in some other way to hinder or increase the cost of the
arbitration.

6. Judicial access

Investors may find at times that they wish to submit a dispute for resolution to the local
courts of the host country either because the dispute falls outside the scope of the investor-to-State
or the State-to-State dispute-settlement provisions or, because the investor chooses to submit it to
the local courts for political or other reasons, even though the dispute is within the scope of one of
the BIT's dispute resolution mechanisms.

No BIT precludes an investor from submitting an investment dispute to the local courts of
the host country. As noted, a few BITs even require that this should be done prior to invoking the
investor-to-State dispute-settlement provision. At the same time, few BITs provide much assistance
to the investor who either must, or chooses to, submit a dispute to the local courts. The BITs
concluded by the United States do require that each contracting party should provide investors with
"effective means of asserting claims and enforcing rights with respect to investment, investment
agreements and investment authorizations".'” Some early BITs concluded by the United States also
guarantee investors MFN and national treatment with respect to access to the courts of justice and
the right to employ the counsel of their choice to represent them.'” This special provision for MFN
and national treatment was omitted in later BITs as it duplicated the protection provided by the
general MFN and national treatment provisions. In addition, as discussed elsewhere,'”* many BITs
require that, in the event of an expropriation, the host country should provide the investor with a
means for prompt judicial review of the legality of the expropriation and the adequacy of any

compensation paid.

during the arbitration. This reality presumably underlies countries' tendency to assume that they should pay the costs
of the arbitrator they appoint. The independence of the arbitrator, however, is more than a matter of theory. It is
important to note that all arbitral rules require an arbitrator to be independent and that one of the parties can
challenge and request the removal of an arbitrator who is not independent. Moreover, any resulting award would
face the risk of challenge in the courts if the arbitrator fails to be independent.

The tendency for countries to pay the cost of the arbitrator they appoint may also be due to the fact that
many BITs use ad hoc arbitral tribunals. In the case of ad hoc tribunals there is no fixed standard rate of payment
for the work of the arbitrators. If the decision is left to agreement by the parties, the parties may not be able to agree
on the appropriate honoraria and the process might be delayed for a long period of time.

172 gee, for example, the BIT between the Kyrgyz Republic and the United States (article 11 (6)).
173 See, for example, the BIT between Egypt and the United States (article II (8)).
174 See section on expropriation above.
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The provision of alternative means of dispute settlement in BITs is generally considered
as the single most important means of securing a reliable investment climate. BITs emphasize, first
of all, that negotiation and conciliation are the more rapid, discreet, less costly and therefore more
desirable means of dispute settlement. In addition, the possibility of resolving investor-to-State
disputes through a neutral forum, authorized by many BITs, represents significant progress in the
quest to "depoliticize" investment disputes (Shihata, 1986). Recourse to host country domestic
courts remains, of course, a possibility, but these investment disputes demand specialized technical
knowledge to deal with the complexities of certain types of investment issues and relations. Among
the issues to negotiate regarding third-party international arbitration are the arbitration mechanism
or facility, the rules of procedure, the substantive rules to be applied by the arbitrators, the
implementation of arbitration awards and the relationship between BIT mechanisms and other
investment dispute procedures.

N. Some concluding remarks

As noted in the introduction, the manner in which BITs address development is mostly
indirect. Nevertheless, the foregoing survey of BIT clauses show several ways through which the
development dimension is given expression in the structure and contents of BITs:

. By including development as one of the main objectives of the BIT. The objective of
promoting development thus provides the main guiding principle for the application and
interpretation of the substantive standards of BITs.

. By allowing national policies to operate through BITs. Characteristically, most BITs
refer the question of admission of foreign investment to the national laws of host countries.
In this manner, BITs allow for the implementation of national development objectives
relating to FDI, as expressed in national laws.

. By allowing preferential treatment for developing countries. Development
considerations are more significant for some provisions such as admission, national
treatment, expropriation and transfer of funds, than for others. Such provisions often
introduce a number of qualifications, exemptions or derogations on account of the special
development needs and objectives of the host country.

. By actively promoting foreign investments. BITs contain commitments to facilitate and
encourage investment, although these do not normally involve concrete commitments from
the home country.

. By preventing major investment problems and resolving differences. BITs put
considerable emphasis on informal and formal means of dispute-settlement, so as to avoid
major disruptions in investment relations that could have serious implications for the
development process.

To ensure maximum developmental effects from BITs, the main challenge for developing
countries is to find an appropriate balance between the formulation of provisions aimed at the
protection of foreign investments and the formulation of provisions aimed at protecting their own
interests, in situations where the former impinges on the latter. Whether this can be achieved within
the structure and contents of BITs as described in this chapter, or whether it would require
addressing issues in a different setting or including new issues, is, of course, a matter for the
countries concerned to determine. (This matter is given some attention in the concluding chapter.)
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THE IMPACT ON FOREIGN DIRECT INVESTMENT

BITs are concluded by host countries to attract FDI. The objective of this chapter is to
examine whether the conclusion of BITs does indeed contribute to an increase in FDL.' The reasons
why the conclusion of BITs should have a positive effect on FDI were discussed in greater detail
in chapter I; the most important reasons are that BITs strengthen the standards of protection and
treatment of foreign investors, facilitate entry into a host country and establish mechanisms for
dispute settlement.

Before moving to the statistical analysis, a number of caveats need to be made.

. FDI is a highly sophisticated international transaction, which involves (unlike, say, trade
transactions) the engagement of often considerable assets abroad, a long-term commitment
and all the usual requirements for a successful investment project (such as good prospects
for sustainable profitability and acceptable risk/profitability ratios). No single determinant
therefore explains FDI flows. Typically, many conditions and requirements must be met for
an investment project to take place, and it is sometimes difficult to identify the conditions

which play a decisive role.

. To make matters more complicated, the relative importance of these conditions (and thus
the importance of FDI determinants, including BITs) differs according to the type of
investment (e.g. natural resources-seeking or market-seeking), the type of investor (e.g.
services or manufacturing transnational corporations (TNCs), small and medium-sized or
large TNCs), and the perspective from which they are viewed (Fhat of the horr_xe or host
country). Nevertheless, the literature identifies a number of determinants as more important
than others in influencing FDI flows (UNCTC, 1992). Some of these determinants will be

included in the analysis that follows.

! The relationship could also work the other way around: existing FD! can stimulate BITs. Agencies
responsible for international economic relations in developed countries report occasionally that they are encouraged
by firms to conclude BITs with host countries in which they have already invested.
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. The conclusion of BITs by host countries is only one element in a wide spectrum of policies
dealing with FDI and, as such, is only one among many policy determinants. FDI, especially
in developing countries, has often been governed by special investment codes. It is also
influenced, in all countries, by internal regulations concerning the conduct of business, such
as tax codes, subsidies and foreign exchange regulations. Indeed, many of the policy changes
in recent years aimed at attracting FDI — such as the liberalization of FDI policies and the
relaxation of performance requirements — have taken place alongside the growth of BITs.
However, policies themselves, especially liberalization policies, though they are undoubtedly
a necessary precondition for FDI (since without them, FDI projects could not be undertaken),
have only little influence on investment flows (UNCTC, 1991, pp. 59-60).

. The convergence of the FDI policies of host countries and the promotion of FDI, including
through the conclusion of BITs, somewhat neutralizes the advantage that host countries with
more liberalized policies and more advanced promotional efforts once enjoyed over other
countries, thus reducing the importance of policies, including BITs, as FDI determinants and
increasing the importance of other factors.

. Finally, the function of BITs can be fulfilled by other instruments, such as regional
agreements.

A. Theoretical considerations: a two-stage analysis

The analysis that follows is based on the theoretical argument that, for the reasons outlined
above, the conclusion of a BIT between two countries — a developed country and a developing
country or a country in transition — may have an impact on FDI flows (or other measures of TNC
investment) from a developed country (the home country) to a developing country or a country in
transition (the host country) in the years following the conclusion of the BIT.

There is no commonly accepted theory of the response lag of investors to policy changes,
including to the conclusion of BITs. Some studies (e.g. UNCTC, 1991) that have traced the response
of investors to changes in government policy announcements suggest a quick response of one to two
years. Others (e.g. Kreinin, Plummer and Abe, 1997) suggest a longer lag of up to five years. There
is evidence from the trade area that firms may anticipate policy changes such as trade policy
liberalization and increase their exports before the changes occur. For example, trade among
member countries of the European Economic Community had accelerated even before the Treaty
of Rome establishing it had come into force. To deal with this issue, different lags (including a zero
lag and negative lags) will be examined to find the best statistical fit. To allow this, the behaviour
of FDI flows will be examined during the five years before and the five years after the conclusion
of a BIT.

As regards the choice between the two possible dates of the conclusion of a BIT — the date
of signing and the date of ratification — the former has been selected as an independent variable for
the analysis. As the great majority of BITs are ratified, it is reasonable to assume that, in the
perception of investors, signing a BIT is the crucial action: once a BIT is signed, or expected to be
signed, the market has absorbed it or begins to absorb it.

?1t should be noted, however, that it is very difficult to measure policy changes in the area of FDI, including
changes in the degree of liberalization and degree of openness to FDI. Therefore, analyses of the impact of
liberalization and other policy changes on FDI flows are not very precise.
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. This theoretical argument and the resulting selection of variables is obviously based on
certain simplifying assumptions and, therefore, is not necessarily watertight. For example:

. It cannot be ruled out that a BIT continues to have an impact on FDI flows as long as it is
in fqrce,_and not just du;mg the five years after its conclusion.> BITs may also prevent
declines in FDI, by keeping existing investors in the host country.

. The argument treats all BITs as equal, but in fact they may differ in scope and force, and thus
in their importance to investors.

. BITs with identical clauses may have a different “enforcement value” for TNCs from

differer}t home countries, depending on the strength of a corporation’s home Government
(Conklin and Lecraw, 1997).

The hyppthesis examines the relationship between BITs and FDI flows in the most direct
way, by examining the FDI flows between the countries concerned. It will be tested in two stages:

(1) In stage one of the analysis, the relationship is tested by using FDI data covering 11 years
for individual BITs. Such data are available for 200 BITs signed between 14 home and 72
host countries, and make it possible to draw meaningful conclusions about the relationship,
evzln though over 1,100 BITs and many participating countries are excluded from the
analysis.

(2)  In order to expand the coverage of BITs and countries, additional analysis is undertaken in
stage two on the basis of data on total FDI flows and stocks of host countries and, for some
dependent variables, on the total number of BITs. As these two variables are more easily
available than information on bilateral FDI flows, the number of host countries covered rises
to 133, with a corresponding increase in the number of BITs covered.

The modification of variables, by introducing total FDI stocks and flows and a cumulative
number of BITs, also modifies the theoretical argument. For example, a possible relationship
between the total number of BITs and total stock of FDI is based on the assumption that countries
with a greater number of BITs receive more bilateral flows from home countries with which they
have concluded these BITs than countries with a smaller number of BITs and that, consequently,
these higher flows lead to larger stocks, either in absolute terms or relative to the size of their
economies. By the same token, if total flows of FDI are taken as the dependent variable, the
assumption is that countries with a greater number of BITs signed during the period under
consideration receive more bilateral flows and that this is reflected in their total flows (in absolute

or relative terms).

In stage two, an additional question is raised, namely: if the effect of BITs on FDI is weak,
or non-existent, what other variables have a greater influence on FDI? These variables might
include host countries’ market size and growth, country-risk indices, changes in exchange rates,
inflation rates, and capital investment. Moreover, by relating total stock of FDI to the total number
of BITs of host countries, stage two avoids one of the weaknesses of stage one, whereby
consideration of the impact is limited to a period of 11 years.

3 This may happen for 2 number of reasons. For example, a host country signing a BIT may not yet be able
to offer the other locational advantages that are necessary to attract FDI; once it is able to oﬁ'er_ these advantages,
FDI may rise. Also, in a number of former centrally planned economies which already had BITs with home countries,

the flow of FDI only became noticeable when these countries began the transition process.

107



Bilateral Investment Treaties in the mid-1990s

B. Stage one: analysis of time-series data for individual
bilateral investment treaties

1. Data and methodology

In this stage of the analysis, the focus is on changes in FDI flows between pairs of countries
as a result of the signing of BITs. The analysis of FDI flows between pairs of countries over several
years provides a time-based perspective that the subsequent, cross-country analysis in stage two
cannot give. As already mentioned, obtaining bilateral FDI data in connection with individual BITs
is not easy. The 200 observations that were collected refer to the bilateral flows between 72 FDI-
recipient countries and 14 home countries during the period 1971-1994. They were obtained from
a variety of sources, including UNCTAD’s FDI/TNC database, the Organisation for Economic Co-
operation and Development and the Governments or central banks of some developed countries.

Four FDI indicators will be used as dependent variables:
(1)  FDI. FDI flows between the pair of countries that have signed BITs (in millions of dollars).

(2)  FDI/gross domestic product (GDP): the ratio of FDI over GDP of the host country. The
FDI/GDP ratio corrects the imbalance created by large countries in a data set. It supplements
an FDI growth index based on absolute figures by relating it to a host country’s economic

growth:

(3)  FDVinflow: the share of a home-country partner to a BIT in a host country’s total FDI
inflow. For example, if Zambia and Japan sign a BIT and Japan’s share in Zambia’s FDI
inflows increases, one can suggest that the BIT is associated with Japan’s increased share
of FDI in Zambia.

(4)  FDloutflow: the share of a particular host country in a home country’s total FDI outflows.
For example, if Mali and France sign a BIT and Mali’s share in France’s total FDI outflow
increases, one can suggest that the BIT is associated with Mali’s increased share in France’s
FDI outflows.

Since FDI flows have been increasing generally for most countries over time, especially in
the past decade, it may be argued that higher absolute FDI figures in the years following a BIT may
only reflect the general rising trend, and not specifically the impact of a BIT. The addition of the two
share variables (which are based on relative rather than absolute figures) is intended to correct this
bias. If either of these increases follows the signing of a BIT, and is statistically significant, then
one is on firmer ground in asserting that it is the BIT that is associated with the increase, rather than
the general increase in FDI.

For each pair of BIT countries, the data on these four variables were recorded for five years
before and five years after the BIT was signed. For each pair, Year 0 is called the BIT year; the data
go from Year -5 to Year +5, as follows:

Yeair -5 Yeaﬁ 0 YeaT +5
BIT year
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As the data for a single pair of countries generate a set of observations _which is too small
to allow for statistical testing, testing has to be done for the entire set of observations and for groups
of countries. For each before/after BIT comparison, a T-test of differences in group means was
conducted to test for significant differences. While simple, this is a robust technique (even given
a moderate amount of missing data). Since the hypothesis is that BITs increase FDI, a one-tailed
T- test is appropriate.

The main objective is to determine how the mean values of FDI in the years before a BIT
was signed compare with the mean values of FDI in the years after the BIT was signefi. However,
as mentioned earlier, it is not known exactly when investors begin to react to the signing of a BIT:
hence, to determine also any lags (or advance reactions) in the effects of BITs, the mean values of
dependent variables for 200 BITs were grouped in various combinations of two time periods, each
resulting from different possible splits of the 11 years covered by the analysis. This included not
only combinations of data for the years before and after the BIT year (thus using the BIT year as a
cut-off date) but also combinations using other cut-off years, comparing, for example, the period
between Year —4 and Year +1 with the period between Year +2 and Year +5. The comparisons thus
involve periods of varying length before and after the cut-off year, with a minimum of two and a
maximum of five years on either side. A total of 54 pairs of time periods (before and after
combinations, using different cut-off points) were tested on the basis of the 200 observations. The
200 observations were also divided up by region (Africa; Central and Eastern Europe; South, East
and South-East Asia; Latin America and the Caribbean; and West Asia) to examine any regional
effect. Similar tests were done for each region.

Thus, for each set of tests, and for each of the four dependent variables indicated above, there
is a maximum of 54 comparisons of group means. Two salient questions were asked in these tests:
How many of the 54 tests in each category were statistically significant? And what time-lag for

investors’ reaction to the signing of BITs can be deduced from the pattern of statistically significant
results?

2. Results

(a) The overall pattern of significant T-tests

The results of the tests examining the association between the signing of a BIT and FDI

tﬂcﬁws, presented in table IV.1 and, in greater detail, in annex table IV.1, can be summarized as
ollows:

. The results are not strong,* but are consistent enough over all four variables (FDI, FDI/GDP,
FDV/inflow, and FDVoutflow) to suggest that BITs have an effect on FDI. Of the four
variables, FDVinflow and FDVoutflow registered the largest number of statistically

significant results. This suggests that BITs may serve, at the margin, to redirect the share
of FDI from /to BIT signatories.

When all countries are taken together, the strongest results are obtained in the FDV/inflow
category, where 37 of the 54 tests were significant (table IV.1 and annex table IV.3). The
negative sign for the difference appears because, as was expected, the FDI share before a
BIT was lower than the FDI share after it. The consistent negative sign in this category (and

indeed in virtually all the results in other annex tables containing the results of stage two)
indicates a noticeable, if weak, effect.

_ * One could argue that significance between the 0.05 and 0.10 level is somewhat weak. However, its use
1s common for many similar studies. Moreover, T-tests of differences in group means are a robust and unambiguous
enough technique that a significance level of 0.10 or over is acceptable.

109



Bilateral Investment Treaties in the mid-1990s

Table IV.1. Comparison of means for the FDI/inflow variable*

Test number Mean FDI share for period Mean FDI share for period  Difference P
1 2 years before BIT to 1 year before BIT BIT year to | year after BIT -7720.2 .033*
2 2 years before BIT to 1 year before BIT BIT year to 2 years after BIT -10992.5 .029*
3 2 years before BIT to 1 year before BIT BIT year to 3 years after BIT -13483.3 .050*
4 2 years before BIT to 1 year before BIT 1 year after BIT to 2 years -15413.1 .041*
5 2 years before BIT to | year before BIT 1 year after BIT to 3 years -17639.4 .065*
6 2 years before BIT to 1 year before BIT 1 year after BIT to 4 years -12680.6 .054*
7 2 years before BIT to 1 year before BIT 2 years after BIT to 3 years -21609.4 .061*
8 2 years before BIT to 1 year before BIT 2 years after BIT to 4 years -14304.8 .057*
9 2 years before BIT to 1 year before BIT 2 years after BIT to S years -9152.2 .083*

10 3 years before BIT to 1 year before BIT BIT year to 1 year after BIT -1830.7 .073*
11 3 years before BIT to 1 year before BIT BIT year to 2 years after BIT -8101.6 .048*
12 3 years before BIT to 1 year before BIT BIT year to 3 years after BIT -10600.5 .080*
13 3 years before BIT to 1 year before BIT 1 year after BIT to 2 years -12345.4 .064*
14 3 years before BIT to 1 year before BIT 1 year after BIT to 3 years -14627.9 .093*
15 3 years before BIT to 1 year before BIT 1 year after BIT to 4 years -9761.5 .095*
16 3 years before BIT to 1 year before BIT 2 years after BIT to 3 years -18054.9 .083*
17 3 years before BIT to | year before BIT 2 years after BIT to 4 years -10928.4 .097*
18 4 years before BIT to 1 year before BIT BIT year to 1 year after BIT -8812.8 .041*
19 4 years before BIT to 1 year before BIT BIT year to 2 years after BIT -11814.9 .024*
20 4 years before BIT to 1 year before BIT BIT year to 3 years after BIT -14205.5 .042*
21 4 years before BIT to 1 year before BIT 1 year after BIT to 2 years -16240.7 .033*
22 4 years before BIT to 1 year before BIT 1 year after BIT to 3 years -18380.3 .055*
23 4 years before BIT to 1 year before BIT 1 year after BIT to 4 years -13556.0 .049*
24 4 years before BIT to 1 year before BIT 2 years after BIT to 3 years -22335.6 .047*
25 4 years before BIT to 1 year before BIT 2 years after BIT to 4 years -15254.9 .049*
26 4 years before BIT to 1 year before BIT 2 years after BIT to 5 years -10250.8 .097*
27 2 years before BIT to BIT year 1 year after BIT to 3 years -49261.3 .095*
28 2 years before BIT to BIT year 2 years after BIT to 3 years -19323.1 .046*
29 2 years before BIT to BIT year 2 years after BIT to 4 years -13094.7 .042*
30 2 years before BIT to BIT year 2 years after BIT to 5 years -8684.9 .073*
31 3 years before BIT to BIT year 2 years after BIT to 3 years -17985.2 .055*
32 3 years before BIT to BIT year 2 years after BIT to 4 years -11819.9 .060*
33 4 years before BIT to BIT year 1 year after BIT to 2 years -49583.2 .094*
34 4 years before BIT to BIT year 1 year after BIT to 3 years -50635.2 .087*
35 4 years before BIT to BIT year 2 years after BIT to 3 years -21321.0 .033*
36 4 years before BIT to BIT year 2 years after BIT to 4 years -15152.2 .032*
37 4 years before BIT to BIT year 2 years after BIT to 5 years -10775.1 .065*

* 37 out of 54 comparisons were significant as shown in annex table IV.3.
® * Significant at the 0.10 level (one-tailed T-test); **Significant at the 0.05 level (one-tailed T-test).
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. The fact that FDI/inflow and FDV/outflow produced more significant results than FDI alone

or the FDI/GDP ratio is gratifying, since the share measures are better measures of the role
of BITs than the other two variables.

. In terms of specific regions, BITs signed by African countries appear to have more effect
than BITs in other regions. In particular, the share of FDI inflows from a particular home
country is more likely to be affected by the conclusion of BITs when the host country is an
Aﬁqcap country (annex table IV.1). This suggests that BITs are relatively more significant
in redirecting FDI flows when the host countries are least developed or perceived by

investors as environments with a higher risk. However, this is only a hypothesis, and would
need to be tested further. yape ’

. Central and Eastern Europe is another region where BITs appear to have an influence, as
measured by some variables. In particular, when FDI is used as the dependent variable

(annex table IV.6), half of the comparisons are significant, especially those with a greater
lagged response. This is further discussed below.

. In the case of South, East and South-East Asia, BITs may be instrumental in redirecting the
share of FDI outflows from home countries (annex table IV.1).

(b) Time-lag effects

By examining for which time periods comparisons are significant, one may deduce the lag
response between BIT signing (Year 0) and FDI response. The data for the FDV/inflow variable for
all countries reveal no clear pattern in the various significant results (table IV.1 and annex table
IV.3). On the other hand, the test on the FDI variable for all countries (annex table IV.2) shows
significant results only in Year +2. In the case of Africa, the FDI/GDP variable exhibits a similar
pattern (annex table IV.4): comparisons involving the period starting in Year +2 are the main ones
that show significance. However, in the case of the FDVinflow variable, again for Africa, the
significant entries are in Year +1 or Year 0. Finally, in Central and Eastern Europe (annex table
IV.6), the pattern of significant entries is again found in comparisons starting in Year +2.

As the results are rather mixed, only a tentative conclusion can be drawn, namely, that the
response lag after the signing of a BIT may be as little as zero, but is more likely to be two years.

C. Stage two: cross-sectional analysis

In this stage, a cross-sectional analysis of the determinants of FDI, including BITs as an
explanatory variable, was performed for 133 host countries (annex table IV.7). As most BITs were
signed in the 1990s, the analysis was based on total FDI flows and stocks for the year 1995, with
data for explanatory variables going back three years (1993 to 1995). As mentioned earlier, the
objective is two-fold. First, it is to test anew the relationship between BITs and FDI flows based
on a larger sample of countries and BITs than it was possible to assemble for stage one. To the
extent that some of the regressions will test the relationship between the total number of BITs signed
by host countries and their total stock of FDI, this will give 2 maximum poss1b!e coverage of the
BITs tested, at the cost, however, of using a less perfect dependent vaqatgle than bilateral FQI f}ows.
The second objective is to introduce other explanatory variables pertaining to the characteristics of
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host countries. Moreover, in relating total FDI flows in 1995 to the BITs signed between 1993 and
1995, one can double check the time-lag effects.’

1. Selection of explanatory variables

The effect of BITs on FDI did not turn out to be very significant in the stage-one analysis.
Even if it had been significant, BITs may have a weaker influence on FDI flows than other FDI
determinants; hence the need to introduce other independent variables. The literature on FDI
determinants divides them broadly into firm-level determinants (see, for example, Pygal, 1981) and
country-specific determinants (see, for example, Lunn, 1983). The literature on country-specific
determinants, in turn, is divided into explanations of patterns of outward FDI from one home
country (see, for example, Scaperlanda and Balough, 1983) and cross-sectional analyses comparing
inward FDI flows from all sources across a sample of host countries. The analysis here focuses on
the latter type of variables, using host-country-specific variables commonly found in the literature
to explain inflows of FDI to host countries, such as market size and growth, exchange rate changes,
inflation, capital formation and country risk.

(a) Market size

The size of the host-country market is one of the most frequently used variables in the
literature. It was found significant as an explanatory variable in a number of empirical studies
(Kravis and Lipsey, 1982; Scaperlanda and Balough, 1983; UNCTC, 1991; UNCTAD, 1993; and
Kreinin, Plummer and Abe, 1997). A large market permits firms, including foreign firms, to achieve
scale and scope economies; simply, it can accommodate more firms and more investments than
small markets. The notion that FDI and market size should correlate positively is not automatic. If
a country with a large market restricts or excludes FDI, as was until recently the case with large
markets of the former centrally planned economies, it would be futile to test the FDI/market size
correlation. Second, the argument of market size applies only to FDI oriented towards the local
market, and not to extractive, or export-platform-motivated investments intended for markets other
than the country in question. Third, operationalizing the market-size measure with GDP or
equivalent measures (as most studies do) leaves the analysis open to all the limitations of GDP as
a surrogate for market size. Nevertheless, despite such caveats, market size is considered one of the
most prominent determinants of FDI inflows in the literature.

b) Market growth

Apart from market size per se, change in market size, typically measured by change in GDP,
is another explanatory variable used in several studies (Lunn, 1983; Julius, 1990; Kreinin, Plummer
and Abe, 1997). As growth is a magnet for firms, including TNCs, a high growth rate in a host
country tends to stimulate investment by both domestic and foreign producers. Thus, FDI flows are
hypothesized to respond to economic growth. Conversely, a slowdown in economic growth (or a
decrease in GDP) is expected to slow down or reduce investment, including FDL. It has to be noted
that the GDP growth variable has not always produced consistent resuits.

* The results for another year (such as 1994) would be roughly comparable, as far as the overall conclusions
are concerned.
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(© Change in the exchange rate

~In pure theory, with exchange rates indexed to purchasing power parity, the exchange rate
variable should have no effect on FDI-flow motivations. However, persistent deviations of actual
exchange rates from purchasing power parity are well known. More pertinently, a sharp devaluation
creates an opportunity for foreign investors to buy assets in the country cheaply. On this argument
alone, a devaluatloq shou{d be followed by a subsequent rise in FDI inflows into the country.
However, the true picture is much more complicated, because a local currency devaluation also
affects the future expected profit stream of foreign investors, as measured in their own currencies,
in ways that are by no means uniform. Export-oriented investments benefit (but only so long as the
currency remains rqlatlyely undervalued). The profits of local-market-oriented investments, as
measu;ed in the foreign investor’s currency, may suffer for a temporary or prolonged period, until
price increases can be passed on to local customers, but this depends on relative inflation,
macroeconomic demand conditions accompanying the devaluation, and the price elasticity for the
product in question. Hence a uniform hypothesis, applicable to all countries, is not advisable.
Moreover, sharp devaluations are sporadic: there is therefore no a priori reason to expect a change
in the exchange rate variable to show up as significant, especially in a cross-sectional study covering
one year at a time. Nevertheless, since some studies (e.g. Froot and Stein, 1991) have found
de\t'lallluatiocrixs to be significant in explaining FDI flows, it was felt worthwhile to include this variable
in this study.

(d) Inflation

Once again, assuming the theory of purchasing power parity is working — that is, that relative
inflation is reflected in continuous adjustments in the exchange rate — the inflation variable ought
not, in theory, to be a significant explanation for FDI flows. However, high inflation may be
perceived as reflecting macroeconomic instability resulting from mismanagement; moreover, by
heightening economic uncertainty, it can by itself be a deterrent to investors. For this reason, a
negative relationship can be hypothesized between inflation and FDL

(e Rate of capital formation

The rate of domestic capital formation can be used to explain FDI flows (UNCTAD, 1993).
There should be a complementary relationship between FDI inflows and the rate of domestic
investment as a proportion of GDP: “the hypothesis is that economies or regions that invest a high
proportion of their GNP in plant and equipment are likely to be attractive markets for foreign
investors seeking to increase their participation through the acquisition of existing firms or the
establishment of greenfield operations* (UNCTAD, 1993, p. 10). Thus, this variable is an extension
of the arguments on market size and growth. On the other hand, one could also think that FDI
projects might be a substitute for domestic investment projects on thg grounds of their h1gl}er
efficiency — a substitution more likely to take place in smaller economies. Therefore, a negative

association between the two may be expected.

1] Country risk

Both a priori reasoning, as well as the results of previous studies (e.g. Green. and
Cunningham, 1925; Schneider aigld Frey, 1985) indicate that, all other things being equal, t.he higher
the perceived risk associated with a country, the lower ghe Fl?l ﬂows to ﬂ}at country. Risk scores
for a country are based on political, economic or financial criteria that rating agencies try to apply
uniformly across countries. Instead of the word “risk” (which can b,e qusleadmg), such scores are
often better regarded as indexes of the quality of a country’s investment climate. The
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operationalization of the country-risk variable remains rather varied, depending on the agency that
compiles the comparative data on the risk profiles of countries. Examples of agencies that supply
such ratings include the Economist Intelligence Unit, Frost and Sullivan, the PRS Group and
Moody’s. Typically, risk scores for countries are calibrated on a 0 to 100 scale, although some
agencies use a letter format (A, B, C, etc.). In general, the hypothesis in previous studies is that
country risk is negatively associated with FDI.

@ Other variables

A few additional variables have been used occasionally in other studies, such as comparative
labour rates, human capital (skills) and infrastructure development. For the most part, these
variables are more relevant to certain industries, or to particular types of investments such as export-
oriented FDI, and not to a study such as this one, encompassing large numbers of countries and all
sectors combined. On infrastructure, which is coming under increasing scrutiny as a possible
bottleneck to FDI, there is unfortunately no large-scale comparative index that can be applied across
a large group of host countries. However, some risk-rating agencies attempt to include infrastructure
in their assessment of a country’s “economic” risk score.

(h) Summary of hypotheses

For each of the explanatory variables discussed above, a positive or negative sign in the
parenthesis indicates its hypothesized relationship to FDI (box IV.1).

FDI is expected to be positively associated with BITs, market size, market growth and
exchange rate devaluation; it is expected to be negatively associated with inflation and political
risk.® The relationship between FDI and capital investment is hypothesized to be bi-directional.

Box IV.1. Summary of variables and their expected impact on FDI

FDI = f[BITs (+); market size (+); market growth (+); devaluation of exchange

rate (+); inflation (-); capital formation (?); country risk (-)]

The relationship between FDI and these variables is hypothesized to be stronger with a lag
of one to two years (following the results of UNCTC, 1991), although other studies propose longer
lags. Thus, for example, the values of independent variables in 1994 would be expected to have the
strongest relationship with FDI in 1995.

2. Definitions of variables

(@) Dependent variables

Data on FDI have been operationalized in terms of FDI flows and FDI stocks. In addition
to the absolute value of FDI flows and stocks, both variables were normalized by population and
GDP. This was done to correct for the effect of large countries, and to see how BITs affect not just

® However, note that some rating agencies (such as the PRS Group) invert the scale, using a minimum of
1 for the most “risky” nation and a maximum of 100 points for the least “risky” country. In effect, the scale then
is one describing a favourable investment climate.

114



Chapter IV

FDI, but FDI per unit of GDP (or FDI per capita) across countries. Finally, the dependent variable
is expressed in terms of its growth rate to see if the growth rate is affected by BITs or other

variables.

Each of the dependent variables (table IV.2) is regressed (one at a time) against the

explanatory variables (table IV.3).

Table IV.2. List of dependent variables

Variable (and abbreviation)

Unit

A. FDI flows into host country
Absolute flow (Flow)
Flow per capita (Fper)
Flow per $1 000 GDP (Fgdp$)
Flows growth (Fgrow)

B. FDI stock in host country
Absolute stock (Stock)
Stock per capita (Sper)
Stock per $1 000 GDP (Sgdp$)
Stock growth (Sgrow)

Millions of dollars
Dollars
Dollars

Change over previous year (percentage)

Millions of dollars

Dollars

Dollars

Change over previous year (percentage)

b Independent variables

The principal explanation for FDI that is being tested is its link with BITs. These treaties
are measured in four different ways: the number of BITs signed by a host country in a particular
year; the total number a host country has signed up to and including that year; BITs per million of
population; and BITs per billion dollars of GDP. Tests will reveal which of these measures are best
able to explain FDI flows from a statistical point of view.

Table I'V.3. List of independent variables

Explanatory variables (FDI host country)

Description

BITs

Cumulative BITs

BITs per capita

BITs as a ratio of GDP
GDP in dollars

GDP growth

GDP per capita in dollars
Population

Capital investment
Exchange rate

Change in the exchange rate

Inflation rate

Political rating for country
Economic rating

Financial rating
Composite country rating

Number of BITs signed in a particular year by a host country
Total number of BITs signed up to and including that year
BITs per million of population

BITs per billion of GDP in dotllars

GDP in local currency/exchange rate, in millions of dollars
Change over previous year, as a percentage

GDP/population

Population, in millions

Value of gross fixed capital formation, in billions of dollars
Amount of local currency per dollar, average annual rate
Change over previous year, as a percentage. Exchange rates in
local currency units per dollar

Annual change in consumer prices, as a percentage

100 = best investment rating; 1 = worst

100 = best investment rating; 1 = worst

100 = best investment rating; 1 = worst

100 = best investment rating; 1 = worst

115




Bilateral Investment Treaties in the mid-1990s

At the same time, other explanatory variables will be tested, in case the BIT variables fail
to provide an adequate explanation. These variables include population and various GDP measures
such as indexes of market size and growth. Measures for the GDP variable that will be used, one
at a time, include the absolute size of GDP, GDP growth and GDP per capita. Other FDI
determinants include capital investment measured by the value of gross fixed capital formation in
a host country and the inflation rate measured by the consumer price index. Finally, investors’
perceptions of a country’s investment environment (or, in other words, the risk rating for FDI) are
shown on a scale ranging from 1 (worst environment or highest risk) to 100 (best environment or
lowest risk), broken down for economic, political and financial ratings, and also presented as a
composite score combining these three criteria. (For details on the criteria used to construct these
country ratings, see annex table IV.9.) In the statistical analysis, these indicators of investment risk
are not used simultaneously, but as alternatives.

3. Methodology

(a) Multivariate regression

Given that the hypotheses postulate a relationship between a dependent variable and
multiple independent variables across countries, multiple linear regression was considered an
appropriate statistical technique to use. Each of the dependent variables (table IV.2) was
individually regressed against the independent variables (table IV.3).

For all independent variables loaded at once — using the stringent criterion that an entire row
of data is eliminated if any entry for a country is missing — only 17 countries are left in the data
pool. This is too small for any meaningful statistical analysis. To address this problem, statistical
software packages have “missing value substitution” procedures’. These procedures may involve,
for example, replacing missing data with the mean value for a variable. However, this kind of
substitution lowers the confidence one can place in the results of a study.

An often better alternative to the problem of missing data is to use stepwise multiple
regression, where independent variables are loaded in steps, or one at a time, starting for instance,
with the independent variable that has the strongest explanatory significance, followed by the
independent variable that has the second-strongest explanatory significance, and so on. The
statistical routine then stops at a point where only a subset of the most powerful of the explanatory
variables are entered, and the rest are left out. Stepwise multiple regression, in a situation such as
the one in this analysis, has three virtues:

1) Because not all the independent variables are entered, the problem of the missing data is
reduced, and more cases are included in the analysis.

@)) The technique serves to identify the subset of explanatory variables that is best able to
explain statistically the dependent variable. In this analysis, it can serve to identify which
of the nine or more explanatory variables were best in explaining FDI flows (table IV.3).

3 Most importantly for the purposes of this study, a stepwise regression that loaded the
strongest independent variable first would tell whether BITs — as opposed to other FDI
determinants — are the better explanation. That is to say, if the BIT variable is loaded first,
this would indicate that, of all the variables, the BIT variable was the most statistically

7 For this analysis, the Statistical Package for the Social Sciences was used.
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important.® On the other hand, if the BIT variable is selected for entry in later steps, that
would diminish its importance in relation to other FDI determinants, and if the BIT variable
was not selected at all, then BITs could not be said to play an explanatory role for that
particular regression run.

It should be emphasized that even without using the stepwise regression technique there are
several independent variables that should not, a priori, be entered together. That is to say, some of
the variables in table [V.3 are redundant, and may be used as alternatives to each other, but not
together. Asone example, country investment ratings are broken into several sub-categories, such
as “political”, “economic” and “financial.” Scores were obtained for each country on each of these
sub-variables. However, both in theory and in practice, it is difficult to disentangle political,
financial and economic risks. Such distinctions may provide some value to investors who wish to
track a country’s performance over time, but in a study involving over a hundred countries, they
may not be meaningful. Moreover, the sub-categories are often strongly correlated. Hence they
may be used as alternatives to each other, one at a time.

Additional variations to the regressions involved the removal of three countries shown to
be egregious outliers (China, Singapore, and Hong Kong Special Administrative Region of Ch.ina)9
and log transformation of independent variables (in case some exhibited a non-normal distribution).
(Annex table IV.10 contains a breakdown of the 192 regressions performed (24 X 8).) Other
variables, such as independent variables with mean value substitution, and regression runs on a
regional basis (as shown in annex table IV. 11) raised the total number of regression runs to 264.

b) Euclidean distance

In addition to the regression technique, n-dimensional Euclidean distance or “pattern
analysis” was used to test for the relationship between FDI and the profile of countries in terms of
these independent variables. This technique involves identifying a small top percentile of the
countries in terms of FDI (or outcome variables) and determining the profile of this desired group
in terms of the mean values of the independent variables. Once the desired profile is determined,
then for each of the remaining countries (the sample countries) a distance measure is computed that
measures the distance of each of these countries from the ideal profile in a multidimensional space.
If the distance from the ideal profile is greater, then it is hypothesized that FDI will be lower; in
other words, the correlation between distance and FDI is supposed to be negative and significant.

Distance is computed as a squared Euclidean distance. However, given the differences in
the scales being used to measure the several independent variables (for instance, one variable could
be in billions of dollars, while another is a percentage, or another a ratio), another measure, the
Mahalanobis distance, is more appropriate. The Mahalanobis procedure first standardizes each

variable by subtracting its mean and dividing it by its standard deviation, which reduces each
variable to a comparable scale.

8 However, this is a tentative deduction, since interaction effects combined with other variables and
multicollinearity may sometimes cause a variable to be loaded in an early step even though it is weaker than the rest.

? Statistical practice often recommends removal of clear outliers in order to improve the statistics and thus
the significance of remaining variables. This requires no a priori theory. However, ex post, one knows from similar
F PI studies that China often stands out as a gross outlier. Hong Kong Special Administrative Region of China and
Singapore also stand out in some studies because of the relatively small size of their populations.
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Box IV.2. Mahalanobis distance

n
Distance =k21 ( Xy~ Xy )/s.d.y

where, k = variable
n = number of variables
s = sample group, and i = ideal group
s.d. = standard deviation and X = mean

4. Results

(a) Multivariate regression

For this stage of the analysis, eight different dependent variables referring to FDI in 1995
(table IV.2) were computed and regressed with independent variables for three years: 1995, 1994
and 1993 (table IV.3). This permitted a total of 192 regression runs, using a variety of techniques
such as log-transformed variables, and the removal of outlier countries.

The salient results covering the stepwise regression method for all countries and
untransformed variables on a normal basis are shown in table IV.4, while the 192 combinations and
their methodological details are summarized in annex table IV.10. As discussed above, stepwise
regression with forward inclusion is a technique that helps to identify the subset of explanatory
variables that have the strongest significance, that is, explanatory power vis-3-vis the dependent
variable. The technique enters variables one at a time, starting with the strongest until the adjusted
R? stops growing or until minimum loading criteria can no longer be fulfilled to justify the loading
of the rest. The subset of variables thus entered comprises the resultant regression equation. Table
IV.4 shows the results for only three of the eight dependent variables — FDI flow, FDI stock and
FDI/GDP ratio — because the results for the other five dependent variables were patchy (they are
summarized in annex table I'V.10).

In table IV 4, the order of loading of the independent variables is from left to right. The
overall conclusion is that indexes of a host country’s market size, such as population and GDP, are
the leading determinants of FDI. It was only in equation 9 in table IV.4 that the BIT variable was
loaded first. Overall, the BIT variable appears only twice in table IV.4. In general, these results
suggest that BITs play only a secondary, and minor, role in cross-sectional analysis comparing a
large number of countries with each other.

Looking at individual dependent variables, FDI flow (equations 1, 2 and 3) is consistently
a function of population, GDP measured in dollars and capital investment. When regressed with
lagged variables, the BIT variable for 1993 partially explains FDI flow with a two-year lag.

FDI stock (equations 4, 5 and 6) is also consistently a function of population, GDP
measured in dollars and capital investment. Political risk in a country also seems to explain FDI
stock in some contexts.

Results for Fgdp$ (FDI flow per $1,000 of GDP of the recipient country, in equations 7, 8
and 9) are not as strong. The equations’ adjusted R? is lower, albeit highly significant. However in
equation 9, BIT (93) is highly significant and by itself explains 50 per cent of the variation of
Fgdp$, a higher score than the population independent variable.
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Table IV.4. Regression results®

1

-

-l

. FDI flow (95) = - 18.91 +25.16 Population (95)  +0.02 GDP$ (95) - 45.89 Capital (95)
(-0.08) (27.42)*+ (5.53)*+ (-3.94)*+
Adj.R'=099 F =651.87 P=000
. FDI flow (95) = -0.63 +27.18 Population (94)  +0.02 GDP$ (94) - 56.32 Capital (94)
(<0.003) (28.87)** (5.31)** (-3.78)**
Adj.R'=099 F=65187 P=000
. FDI flow (95) = -493.58 +25.63 Population (93)  +0.022 GDPS (93) - 52.53 Capital (93) +162.74 Bit
(-1.58) (24.97)** (5.97)* (-3.88%*) 2.32)*
Adj.R*=099  F=66153 P=000 '
. FDI stock (95) = 52544.74 +0.43 GDPS$ (95) - 963.01 Capital (95) - 868.54 Political rating (95)
(1.99) (10.91)** (- 6.79)** (- 2.20)*
Adj.R*=095 F=9255  P=000
. FDI stock (95) = 4527.93 +0.50 GDPS$ (94) - 1230.34 Capital (94) + 49.98 Population (94)
(-1.61) (10.32)** (-7.17)** 4.61)**
Adj.R*=095 F=9987 P=000
. FDI Stock (95) = -3362.03 +0.49 GDPS$ (93) - 1187.80 Capital (93) + 34.90 Population (93)
(-1.38) (11.20)*+ (-7.26)%* (3.26)**
Adj.R*=096 F=12871 P=0.00
. Fgdp$ (95) = 57,69 - 0,02 Population (95) -1.16 Economic risk (95)
(2.94)* (3.46)** (-2.15)
Adj.R*=055 F=1066 P=0002
. Fgdp$ (95) = 50.21 +0.03 Population (94)  -1.10 Economic risk (94)  + 1.40 Bit (94)
(2.89)** (3.32)** (-2.44)* (237
Adj.R*=072 F= 1468 P=0.002
. Fgdp$ (95) = 44.74 + 1.86 Bit (93) 0.94 Financial risk (93)  + 0.02 Population (93)
(3.90)** (2.81)* (-3.21)y** (2.95)

Adj.R*=0.75 F=16.55 P=0.001

? The results represent stepwise regression and the variables are ordered in the sequence of highest
contribution. In each regression result, the second row with numbers in parenthesis represents “t” values for the
coefficients. Significance levels ** are at better than 0.01; * are at better than 0.05. Regressions were tried with each
of the eight dependent variables for three years (1995, 1994 and 1993) and only these nine regressions had large enough
R? and P values. All coefficients of independent variables are significant at the 0.05 level. For key to abbreviations

of variables, see table IV.2.

Population and GDP, two indicators of market size, are positively and significantly
associated with FDI flow and stock, as hypothesized. Capital investment is consistently, negatively
and significantly associated with FDI flow and stock. Two alternative hypotheses regarding this
variable have been put forward, as the literature is silent or ambivalent on this issue. One
hypothesis (UNCTAD, 1993, p.10) suggests that a high rate of capital formation in a country —
defined as gross fixed capital formation in billions of dollars for a particular year (table IV. 3) -
taken as an indicator of economic activity and investment, could attract FDI to a country. That is
to say, FDI and capital formation are complementary and positively asso_ciated. The alternative
hypothesis is that FDI is a substitute for domestic capital formation, which suggests a negative
association between the variables. The findings lend some credence to the latter hypothesis.

Political risk, while significant, is negatively correlated. Given the fag:t th?t the political
risk factor was in increasing order of favourable conditions (a score of 1 being high risk and a score
of 100 being low risk), the negative result does not support the hypothesis.
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The BIT variable is significant in two of the nine regression equations, indicating than an
increase in BITs is associated with an increase in FDI flows, but with a lag of two years. As regards
the magnitude of its effect on the dependent variable in question, in equation 3 (which is for many
countries grouped together), each BIT in 1993 can be said to be associated with an incremental $162
million in FDI flows in 1995. However, this is a statistical abstraction, in the sense of a fitted
regression trend line for many countries, and not a policy conclusion. In the same vein, in equation
9, each BIT can be said to be associated with increasing the ratio of FDI to $1,000 of GDP of the
host country by a factor of three. However, to reiterate the larger picture, BITs had a discernible
effect in only two of the nine equations. In the other seven equations, the BIT variable failed to be
loaded for lack of statistical significance — that is to say, BITs remain a very minor consideration
overall.

Foreign direct investment, and especially FDI flows, can fluctuate from year to year, and
thus distort calculations based on flow data for one year. To make up for this, an additional 27
regressions were made with dependent variables going back to 1993 and independent variables going
back to 1991 (table IV.5). The only meaningful dependent variables turned out to be FDI flow, FDI
stock and FDI/GDP. Other relative dependent variables did not produce meaningful relationships.
As regards independent variables, the pattern of relationships that was revealed earlier for the
dependent variables for 1995, was confirmed by these additional regressions for 1993 and 1994.
GDP, population and capital were the most dominant variables. A weak relationship was also
revealed between political, economic and financial risk and the BIT variable.

As the extension of the dependent variables to two additional years has not made a
difference for the results, further analysis was based, again, on the 1995 data for dependent variables
and 1993-1995 data for independent variables. The data were divided into five regions: Africa;
Central and Eastern Europe; East and South-East Asia; Latin America and the Caribbean; and West
Asia. Additional regression runs were performed on each region separately to see if there were any
regional variations regarding the significance of BITs (annex table IV.11). BIT-related independent
variables were frequently included in runs involving only one dependent variable, Flow (95), for all
regions except West Asia. Moreover, because the division of data into regions resulted in incomplete
data, a mean value substitution procedure had to be followed (since without one, no statistically
significant results would have been obtained). However, not too much reliance can be placed in
these results.

The overall conclusion from tables IV.4 and IV.5 (and annex tables IV.10 and IV.11) is that
BITs play a minor and secondary role in a cross-country comparison of FDI determinants. In
keeping with other studies (such as Scaperlanda and Balough, 1983; UNCTC, 1991; Kreinin,
Plummer and Abe, 1997), market size appears to be the leading determinant of FDI flows.

()  N-dimensional pattern analysis

Pattern analysis measures the n-dimensional Euclidean distance for standardized variables,
to a desired or ideal point. In this analysis, it measures the “distance” between a country and a
desired subset of countries that exhibits high FDI flows. From this analysis one can deduce whether
BITs are associated with high FDI flows.
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Table IV.5. Additional regression results *

1. FDI Flow (95) =

Adj. R*=0.937
2. FDI Flow (95) =

Adj. R =0.947
3. FDI Flow (94) =

Adj. R =0.631
4. FDI Flow (94) =

Adj. R*=0.720
5. FDI Flow (%4) =

Adj. R*=0.932
6. FDI Flow (94) =

Adj. R* =0.940
7. FDI Flow (93) =

Adj. R*=0.773
8. FDI Flow (93) =

Adj. R*=0.934
9. FDI Flow (93) =

Adj. R* = 0.950
10. FDI Stock (95) =

Adj.R*=0.773
11. FDI Stock (95) =

Adj. R! = 0.804
12. FDI Stock (94) =

Adj. R = 0.537
13. FDI Stock (94) =

Adj. R =0.794
14. FDI Stock (94) =

Adj. R*=0.729
15. FDI Stock (94) =

Adj. R*=0.747
16. FDI Stock (93) =

Adj. R* =0.799
17. FDI Stock (93) =

Adj. R*=0.671
18. FDI Stock (93) =

Adj. R*=0.711

-9310.2]
(-3.51)*s
F=195.86
246.82
(0.680)
F=240.12
- 1380.06
(-1.824)
F=36.09
-646.73
(-0.94)
F=3954
-621.40
-1.38)
F=119.04
-280.25
(0.76)
F=211845
- 620.08
-1.19)
F=5216
- 6845.03
(-2.92)*+
F=9249
- 3460.99
(239
F=129.166
586.14
(0.16)
F=4523
-1715.11
(0.51)
F=5630
-848.82
(027
F=4854
-435274
(-2.91)**
F=39.64
-1227
(-0.00)
F=70.79
-2249.36
(-0.69)
F=80.64
-319939
(245
F=30385
598.95
(0.18)

F =54.07
- 1624.61
(-0.55)
F=6741

+30.12 Population (92)

(19.79)**

P =0.000

+27.75 Population (91)

(17.207y**

P =0.000

+ 14.95 Population (94)

(6.459)**

P =0.000

+ 89.34 Capital (93)

(4.99)**

P=0.000

+25.84 Population (92)
(12.99)%*

P =0.000

+24.74 Population (91)

(15.12)*+

P =0.000

+0.02084 GDP$ (93)

(5.80)**

P =0.000

+ 22.14 Population (92)
(12.50)**

P =0.000

+21.26 Population (91)
(16.10)**

P=0.000

+0.16 GDPS$ (92)

(6.23)**

P=0.000

+0.18 GDPS$ (91)

(6.90)**

P =0.000

+0.12 GDPS (94)

(6.97)**

P =0.000

+0.37 GDPS$ (93)
(6.18)**

P =0.000

+0.17 GDPS$ (92)

(8.41)**

P =0.000

+0.19 GDPS$ (91)

(8.98)**

P =0.000

+0.37 GDPS$ (93)
(7.36)**

P=0.000

+0.14 GDPS$ (92)

(7.35)%*

P =0.000

+0.16 GDPS$ (91)

(8.21)**

P =0.000

+ 158.73 Poliical risk (92)
(.88

+0.006813 GDPS$ (91)
(2.436)*

+ 11115 Bit (94)
(3.251)**

+9.28 Population (93)
(3.64)*+

+0.16 GDP per capita (92)
(2.30*

+0.00658 GDPS (92)
.07

+0.01099 GDP$ (91)
(3.87)**

+ 8.20 Population (93)
@45y

+ 112.26 Political risk (92)
(2.99)**

+0.02192 GDPS (92)
(B.A1)**

+0.03181 GDPS$ (91)
(4.66)**

- 87.02 Capital (91)
(341y**

+ 41,38 Population (92)
249y

+ 48.39 Population (91)
(3.20y%*

- 845.17 Capital (93)

(-3.83)** (2.84)**
- 909.82 Capital (93) +1067.66 Economic risk (93)
(4.97)** (2.89)**

+ 1244.82 Economic risk (93)

- 64.99 Capital (92)
(232

+ 56.10 Composite risk (91)
2.32)*

- 1659.86 Bit (93)
230y

3 Same as in table IV.4.
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The pattern analysis results do not consistently support the hypothesis that a deviation from
an ideal BIT profile will necessarily result in lower FDI levels. The results are not only mixed in
direction, but also not very strong. This could be due to the fact that some of the variables are
correlated among themselves.

Table IV.6. Pattern analysis correlation

Distance measure Distance measure
Variable with 1994 variables® with 1995 variables?
Flow (95) 0.39* 0.58**
Stock (95) 0.48* 0.46*
Flow/GDP$ (95) -0.14 -0.38*
Fgdp$ (95) —0.28 -0.42%
Growth (95) -0.05 0.38*

* Correlation significant at the 0.05 level (one-tailed). ** Correlation significant at the 0.01 level (one-
tailed).

D. Conclusions

The time-series data analysis, based on bilateral FDI flows between the BIT signatory
countries, shows that the influence of BITs on FDI is weak, especially in redirecting the share of
FDI flowing from or to BIT signatory countries. In other words, following the signing of a BIT,
it is more likely than not that the host country will marginally increase its share in the outward FDI
of the home country; the same applies to the share of the home country in the FDI inflows of the
host country. The effect, however, is usually small.

On the question of the time lag — that is, how long it takes for the effect, if any, of signing
a BIT to materialize — the analysis can only supply a very tentative conclusion, namely, that, the
response of foreign investors may be immediate but is more likely to occur in the three years
following the signature of the BIT.

In the cross-country comparison of FDI determinants, the overall conclusion is that BITs
appear to play a minor and secondary role in influencing FDI flows.! Other determinants of FDI
flows, especially the size of a host country’s market, are more important; this finding supports the
results of several previous studies. Moreover, since some two-thirds of BITs have been concluded
in the 1990s, the distinctive influence of a BIT, as a competitive signal to attract investment, may
have been eroded. Rather, BITs are increasingly regarded by foreign investors as a normal feature
of the institutional structure introduced in the past decade.

'° To quote a paper prepared by the Government of Germany: “BITs definitely are not the condition sine
qua non for foreign investors’ decision” (Germany, 1997, p. 1). The same paper observes (on p. 3): “As many
investors, however, postpone their investments until their establishment is protected by a BIT, the business
community seems to be aware of additional benefits through these agreements.” Similiarly, according to an expert
from China: “We are often consulted by foreign investors and our own overseas investors on BITs, especially when
a large amount of investment and investment in some sensitive sectors such as natural resources, public utilitities,
are to be made” (China, 1997, pp. 5-6).
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(Annex table IV.1, cont’d)

General note:

Missing data. The analysis in stage one is based on FDI-flow data for 200 BITs covering 11 years for each BIT.
However, complete data covering the entire 11 year period do not exist for all 200 BITs. The missing data were not
extensive, but the gaps were scattered throughout the data. To have used only data that were complete in every entry
would have meant a large reduction in the number of observations, from 200 to less than 50. To avoid this, a special
programme was used which supplies a mean value in lieu of the missing data. Since the extent of the missing data was
not large (albeit pervasive), this substitution is acceptable, especially for as robust a test as a comparison of group means.
The line “Missing value adjustment” refers to this situation. “No adjustment” refers to a situation in which the data are
unadjusted, and a calculation is removed by the computer if a value is missing. This is a stringent approach and
sometimes voids statistical resuits even if underlying patterns exist.

In addition, in the OECD data set used, several entries are reported as a dash, which can indicate either a zero
value or a missing entry. In most cases it is likely that the reason an entry is missing is because FDI flows were in fact
zero, or near zero. In order to try and include a greater number of observations in the analysis, another set of calculations
was made replacing the dash with a zero, referred to in the table as “Missing adjustment and replace ‘-* with ‘0™,
Because of this uncertainty, results, if different, must be considered with caution.

Numbers in parentheses. Each cell of the matrix for parts I and II of the table summarizes the results of 54 t-
tests. The numbers in parentheses report how many of the 54 T-tests were significant. For example, the cell in row I1.1.2
(on Africa) under column FDI/GDP shows that eight T-tests reached a 0.1 level of significance, and nine T-tests reached
a 0.05 level of significance, giving a somewhat low total of 17 T-tests out of a maximum of 54. (This is a summary of
information in annex table IV.4, which actually shows the statistics.) On the other hand, also for Africa, the FDI/inflow
share variable shows as many as 29 tests out of 54 as being significant. (This summarizes information in annex table
IV.5.) For all countries, the cell in row 1.1.2 under the columnn for the FDI/inflow share variable shows that as many as
37 tests out of 54 were significant. (This summarizes information in annex table IV.3 and in table IV.1.)
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Annex table IV.2. Global analysis: detailed results for dependent variable FDI

Comparison, M eans of first M eans of second
number Variable* period period Difference® P

1 b2bl - 0al 18.1 12.8 52 0.24
2 b2bl - 0a2 17.6 142 33 0.33
3 b2bl - 0a3 174 17.7 -0.3 0.48
4 b2bl - ala2 17.5 147 28 0.39
5 b2bl - ala3 17.2 20.5 =33 0.36
6 b2bl - ala4 17.1 21.3 -4.2 0.30
7 b2bl - a2a3 19.6 275 -7.9 0.25
8 b2bl - a2a4 19.3 27.1 -7.8 0.23
9 b2bl - a2as 19.0 29.2 -10.2 0.15
10 b3bl - 0al 15.9 12.7 33 0.32
11 b3bl - 0a2 15.4 14.0 1.5 0.42
12 b3bl - 0a3 15.3 17.4 -2.0 0.39
13 b3bl - ala2 15.0 14.5 0.6 0.48
14 b3bl - ala3 14.8 20.2 -5.5 0.28
15 b3bl - alad 14.7 21.0 -6.3 0.23
16 b3bl - a2a3 16.7 27.1 -10.4 0.19
17 b3bl - a2a4 16.4 26.7 -10.2 0.17
18 b3bl - a2a5 16.1 28.7 -12.5 0.11
19 b4bl - Dal 13.6 12.7 1.0 0.44
20 babl - 0a2 13.1 14.0 -0.8 0.45
21 babl - 0a3 13.1 17.3 -4.3 0.27
22 b4bl - ala2 14.0 14.6 -0.6 0.47
23 b4bl - ala3 13.8 20.3 -6.5 0.23
24 bdbl - alad 13.7 21.1 -7.4 0.18
25 bdbl - a2a3 15.6 27.0 -11.5 0.15
26 bdbl - a2a4 15.3 26.6 -11.3 0.14
27 bdbl - a2as 15.1 28.5 -13.4 0.088*
28 b20 - ala2 14.5 14.4 6.7 0.50
29 b20 - ala3 14.3 19.7 -5.4 0.22
30 b20 - ala4 142 20.4 -6.3 0.15
31 b20 - a2a3 15.4 254 -10.1 0.13
32 b20 - a2a4d 15.2 25.2 -10.0 0.10
33 b20 - a2a$ 149 26.8 -4.8 .055*
34 b30 - ala2 13.2 143 -1.1 0.45
35 b30 - ala3 13.1 19.6 -6.5 0.19
36 b30 - alad 13.0 20.3 -7.3 0.13
37 b30 - a2a3 14.0 253 -11.3 0.12
38 b30 - a2a4 13.8 25.0 -11.2 0.093*
39 b30 - a2a5 13.6 26.6 -13.0 0.054*
40 b40 - ala2 12.6 14.2 -1.6 0.42
41 b40 - alal 12.4 19.4 -7.0 0.17
42 bd40 - alad 12.4 20.2 -7.8 0.12
43 b40 - a2a3 13.4 25.1 -11.6 0.11
44 b40 - a2a4 13.3 248 -11.6 0.085*
45 b40 - a2as 13.1 26.3 -13.2 0.052*
46 b2al - a2a3 14.2 245 -10.3 0.092*
47 b2al - a2a4 14.1 247 -10.6 0.057*
48 b2al - a2as 13.9 26.5 -12.6 0.023**
49 b3al - a2a3 13.3 243 -11.0 0.090*
50 b3al - a2a4 13.2 245 -11.3 0.059*
51 b3al - a2as 13.0 26.3 -13.4 0.027**
52 b4dal - a2a3 12.9 242 -11.3 0.083*
53 bdal - a2ad 12.7 243 -11.6 0.057*
54 bdal - a2as 12.6 26.1 -13.5 0.029**

* significant at the 0.10 level (one-tailed); ** significant at the. 0.95 level (one-tailed).
+  «b” refers to the years before, and “a” to the years after the signing of a BIT. '
> Figures in this table have been rounded; the difference was calculated before rounding.
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Annex table IV.3. Global analysis: detailed resuits for dependent variable FDI/inflows

Comparison, Means of first Means of second .
number Variable® period period Difference P
1 b2b1 - 0al -2573.0 5147.2 -7720.2 0.033%*
b2bl - 0a2 -2471.7 8510.7 -10992.5 0.029**
3 b2bl - 0a3 -2430.0 11053.3 -13483.3 0.05**
4 b2bl-ala2 -2631.0 12782.0 -15413.1 0.041**
5 b2bl -ala3 -2554.2 15085.2 -17639.4 0.065*
6 b2bl -ala4 -2535.7 10144.9 -12680.6 0.054*
7 b2bl - a2a3 -2965.5 18643.9 -21609.4 0.061*
8 b2b1 - a2a4 -2916.1 11388.7 -14304.8 0.057*
9 b2bl - a2as -2868.3 6284.0 91522 0.083*
10 b3bl - 0al 2419 5072.6 -1830.7 0.073*
11 b3bl - 0a2 231.9 8333.4 -8101.6 0.048**
12 b3bl - 0a3 227.1 10827.7 -10600.5 0.080*
13 b3bl -ala2 2473 12592.7 -12345.4 0.064*
14 b3bl-ala3 240.2 14868.1 -14627.9 0.093*
1S b3bl -ala4 238.5 10000.0 -9761.5 0.095*
16 b3bl -a2a3 278.3 18333.2 -18054.9 0.083*
17 b3bl - a2a4 273.7 11202.0 -10928.4 0.097*
18 b3bl - a2a5 269.2 6182.6 -5913.4 0.19
19 bdbl - Oal -3776.7 5036.1 -8812.8 0.041**
20 b4b1 - 0a2 -3595.6 8219.3 -11814.9 0.024**
21 b4bl - 0a3 -3523.2 10682.3 -14205.5 0.042+%*
22 b4bl -ala2 -3831.8 12408.8 -16240.7 0.033**
23 b4bl -ala3 -3723.1 14657.2 -18380.3 0.055*
24 b4bl - alad -3696.9 9859.1 -13556.0 0.049**
25 b4bl - a2a3 -4303.0 18032.6 -22335.6 0.047**
26 b4bl - a2a4 -4233.6 11021.3 -15254.9 0.049**
27 b4b1 - a2a$ -4166.3 6084.5 -10250.8 0.097*
28 b20-ala2 -3030.0 45130.0 -4.8 0.10
29 b20 -ala3 -2953.2 46308.0 -49261.3 0.095*
30 b20-ala4 -2934.7 41823.9 -44758.6 0.11
31 b20 - a2a3 -3381.3 15941.9 -19323.1 0.046**
32 b20 - a2a4 -3333.0 9761.8 -13094.7 0.042**
33 b20 - a2a5 -3286.0 5398.9 -8684.9 0.073*
34 b30-ala2 -1935.2 44838.8 -46774.0 0.11
35 b30-ala3 -1886.5 46016.8 -47903.3 0.10
36 b30-ala4 -1874.7 41562.5 -43437.2 0.12
37 b30 - a2a3 -2158.0 15827.2 -17985.2 0.055*
38 b30 - a2a4 21274 9692.5 -11819.9 0.060*
39 b30 - a2a$ -2097.6 5361.2 -7458.8 0.12
40 b40 - ala2 -5031.8 44551.4 -49583.2 0.094*
4] b40 -ala3 -4906.2 45729.2 -50635.2 0.087*
42 b40 - alad -4875.6 413043 -46179.9 0.10
43 b40 - a2a3 -5606.9 15714.1 -21321.0 0.033**
44 b40 - a2a4 -5527.9 9624.3 -15152.2 0.032%*
45 b40 - a2as -5451.1 5323.9 -10775.1 0.065*
46 b2al - a2a3 35714.6 14965.8 20748.8 0.28
47 b2al - a2a4 35235.2 9172.1 26063.1 0.22
48 b2al - a2a5 34768.5 5077.1 29691.4 0.19
49 b3al - a2a3 35957.5 14864.7 21092.8 0.23
50 b3al - a2a4 35478.1 9111.0 26367.1 0.22
51 b3al -a2a5 35011.2 5043.7 29967.5 0.18
52 b4al - a2a3 32819.0 14765.0 18054.1 0.30
53 b4al - a2a4 32384.3 9050.6 23333.7 0.25
54 b4al - a2a5 31961.0 5010.8 26950.3 0.21

* significant at the 0.10 level (one-tailed); ** significant at the 0.05 level (one-tailed).
*  “b” refers to the years before, and “a” to the years after the signing of a BIT.
® Figures in this table have been rounded; the difference was calculated before rounding.
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Annex table IV.4. African region: detailed results for dependent variable FDI/GDP

Comparison, Means of first Means of second
number Variable® period period Difference’ P

1 b2b1-0al 0.03 0.2 0.2 0.41

2 b2b1 - 0a2 0.03 0.5 0.5 0.39

3 b2b1 - 0a3 0.03 0.4 -0.4 0.39

4 b2bl -ala2 0.04 -1.0 1.0 0.40

5 b2b1-ala3 0.04 0.4 -0.5 0.44

6 b2bl -ala4 0.04 1.6 -1.7 0.12

7 b2bl - a2a3 -0.1 0.7 -0.8 0.39

8 b2bl - a2a4 -0.1 2.6 -2.6 0.052*
9 b2bi - a2a$s 0.1 1.7 -1.7 0.093*
10 b3bl -0al -0.2 -0.2 -0.1 0.46

11 b3b1 -0a2 -0.2 -0.4 0.2 0.44

12 b3b1 -0a3 -0.2 0.3 -0.6 0.33

13 b3b1-ala2 -0.3 -0.9 0.6 0.43

14 b3bl -ala3 -0.3 0.4 -0.6 0.40

15 b3bl -ala4 -0.3 1.4 -1.7 0.082*
16 b3b1l-a2a3 -0.3 0.6 -0.9 0.35

17 b3bl - a2a4 -0.3 22 -2.5 0.036**
18 b3b1 - a2a$ -0.3 1.4 -1.7 0.063*
19 b4b1 -0al -0.2 -0.2 0.0 0.47
20 b4bl - 0a2 -0.2 -0.4 0.2 0.44

21 b4b1 - 0a3 -0.2 0.4 -0.6 0.32

22 b4bl-ala2 -0.2 -0.8 0.5 0.43
23 b4bl -ala3 -0.2 0.4 -0.6 0.39
24 b4bl -alad -0.2 1.4 -1.6 0.072*
25 b4b1 - a2a3 -0.2 0.7 -0.9 0.34

26 b4b1 - a2a4 -0.2 2.1 -2.4 0.032%*
27 b4b1 - a2a$s -0.2 1.7 -2.0 0.030*+*
28 b20 - ala2 0.7 -0.8 1.5 0.37
29 b20-ala3 0.7 0.4 0.2 0.47

30 b20 - ala4 0.6 14 -0.8 0.30

31 b20 - a2a3 0.7 0.7 0.0 0.50

32 b20 - a2a4 0.6 22 -1.5 0.060*
33 b20 - a2a$ 0.6 1.5 -0.8 0.27
34 b30-ala2 0.5 -0.7 1.2 0.38
35 b30-ala3 0.5 0.4 0.1 0.49

36 b30-ala4 0.5 1.3 -0.9 0.27
37 b30 - a2a3 0.5 0.6 -0.1 0.48

38 b30 - a2a4 0.5 2.0 -1.5 0.074*
39 b30 - a2a5 0.5 1.3 -0.9 0.24
40 b40-ala2 0.5 -0.7 1.2 0.38
41 b40 -ala3 0.5 0.4 0.1 0.49
42 b40 - ala4 0.5 1.3 -0.8 0.27

43 b40 - a2a3 0.5 0.6 -0.1 0.48

44 b40 - a2a4 0.5 2.0 -1.5 0.074*
45 b40 - a2a5 0.5 1.6 -1.2 0.17

46 b2al - a2a3 0.02 0.7 -0.7 0.37

47 bal - a2a4 0.02 2.0 -2.1 0.029**
48 b2al - a2a5 0.02 1.4 -1.4 0.047**
49 b3al - a2a3 -0.1 0.6 -0.8 0.35

50 b3al - a2a4 -0.1 1.9 -2.1 0.025**
51 b3al - a2a$s -0.1 1.3 -15 0.038**
52 bdal - a2a3 -0.2 0.6 -0.8 0.35

53 b4al - a2a4 -0.1 1.9 -2.1 0.024*+
54 b4al - a2as -0.1 1.6 -1.7 0.020**

* significant at the 0.10 level (one-tailed); ** significant at the. 0.95 level (one-tailed).
*  «b” refers to the years before, and “a” to the years after the signing of a BIT. -
b Figures in this table have been rounded; the difference was calculated before rounding.

129




Bilateral Investment Treaties in the mid-1990s

Annex table IV.5. African region: detailed results for dependent variable FDL/inflows

Comparison, Means of first Means of second .
number Variable® period period Difference P

1 b2bl - 0al -10605.5 16666.8 -27272.3 0.052+*
2 b2b1 - 0a2 -10605.5 27272.8 -37878.3 0.051*
3 b2bl - 0a3 -10605.5 39141.5 -49747.1 0.077+*
4 b2bl-ala2 -11666.1 46666.7 -58332.8 0.064*
5 b2bl-ala3 -11666.1 58889.0 -70555.1 0.090*
6 b2bl - ala4 -11289.8 38709.8 -49999.6 0.076*
7 b2bl - a2a3 -12068.4 55172.6 -67241.0 0.10

8 b2bl - a2a4 -11666.1 35555.7 -47221.8 0.089*
9 b2bl - a2a$ -11666.1 26666.7 -38332.8 0.078*
10 b3bl - 0al -6060.3 16666.8 -22727.0 0.048**
11 b3bl - 0a2 -5882.0 26470.6 -32352.6 0.058*
12 b3bl - 0a3 -5882.0 37990.3 -43872.3 0.091*
13 b3bl -ala2 -6451.2 45161.4 -51612.6 0.073*
14 b3bl-ala3 -6451.2 56989.4 -63440.6 0.10
15 b3bl -alad -6249.6 37500.1 -43749.7 0.091*
16 b3bl - a2a3 -6666.3 53333.5 -59999.8 0.12
17 b3bl - a2a4 -6451.2 34408.7 -40859.9 0.11
18 b3bl - a2as -6451.2 25806.5 -32257.7 0.10
19 b4bl - 0al -9558.3 16176.6 -25734.8 0.031**
20 b4bl - 0a2 -9285.2 25714.3 -34999.5 0.043**
21 b4b1 - 0a3 -9285.2 36904.9 -46190.0 0.075*
22 b4bl -ala2 -10155.7 43750.1 -53905.7 0.060*
23 b4bl-alal -10155.7 55208.5 -65364.1 0.089*
24 b4bl - alad -9847.9 36363.7 -46211.6 0.074*
25 b4b1 - a2al -10483.3 51613.0 -62096.3 0.11
26 b4bl - a2a4 -10155.7 333334 -43489.1 0.091*
27 b4bl - a2a$ -10155.7 25000.1 -35155.7 0.079*
28 b20-atla2 -2019.9 424243 4404.0 0.072#*
29 b20-alal -2019.9 53535.5 -55555.3 0.10
30 b20 -ala4 -1960.4 35294.2 -37254.6 0.090*
31 b20 - a2a3 -2083.0 50000.1 -52083.1 0.12
32 b20 - a2a4 -2019.9 323233 -34343.2 0.11
33 b20 - a2a$ -2019.9 24242.5 -26262.3 0.10
34 b30-ala2 -1470.3 41176.5 -42646.9 0.078*
35 b30-ala3 -1470.3 51960.9 -53431.2 0.11
36 b30-ala4 -1428.3 34285.8 -35714.1 0.098*
37 b30 - a2a3 -1514.9 48485.0 -49999.9 0.13
38 b30 - a2a4 -1470.3 31372.6 -32843.0 0.12
39 b30 - a2a$ -1470.3 23529.5 -24999.8 0.12
40 b40 - ala2 -5440.7 41176.5 -46617.3 0.064*
41 b40-ala3 -5440.7 51960.9 -57401.6 0.096*
42 b40 - alad -5285.3 34285.8 -39571.1 0.081*
43 b40 - a2a3 -5605.6 48485.0 -54090.6 0.11
44 b40 - a2a4 -5440.7 31372.6 -36813.4 0.10
45 b40 - a2a$ -5440.7 23529.5 -28970.2 0.090*
46 b2al - a2a3 5303.3 48485.0 -43181.6 0.16
47 b2al - a2a4 5147.4 31372.6 -26225.3 0.17
48 b2al - a2a5 5147.4 23529.5 -18382.1 0.18
49 b3al - a2a3 3578.7 47058.9 -43480.3 0.16
50 b3al - a2a4 3476.4 30476.3 -26999.8 0.16
51 b3al - a2a5 3476.4 22857.2 -19380.8 0.17
52 bdal - a2a3 -783.9 47058.9 -47842.9 0.14
53 b4al - a2a4 -761.5 30476.3 -31237.8 0.13
54 bdal - a2a$ -761.5 22857.2 -23618.7 0.13

* significant at the 0.10 level (one-tailed); ** significant at the 0.05 level (one-tailed).
* “b” refers to the years before, and “a” to the years after the signing of a BIT.

® Figures in this table have been rounded; the difference was calculated before rounding.
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Annex table IV.6. Central and Eastern European region: detailed results for dependent variable FDI

Comparison, Means of first Means of second
number Variable® period period Difference’ P

1 b2b1 - 0al 15.3 8.8 6.5 0.19

2 b2b1 - 0a2 13.5 10.4 3.1 0.29

3 b2bl - 0a3 13.5 10.2 33 0.27

4 b2bl -ala2 42 5.4 -1.2 0.37

5 b2bl -ala3 42 5.1 -0.9 0.40

6 b2bl -ala4 4.2 54 -1.2 0.37

7 b2bl - a2a3 4.2 5.9 -1.7 0.32

8 b2bl - a2a4 4.2 6.0 -1.8 0.31

9 b2bl - a2a5 42 8.4 -4.2 0.19

10 b3bl - 0al 15.3 8.8 6.5 0.19

i1 b3bl - 0a2 13.5 10.4 3.1 0.29

12 b3bl - 0a3 13.5 10.2 33 0.27

13 b3bl -ala2 4.2 54 -1.2 0.37

14 b3bl -ala3 4.2 5.1 -0.9 0.40

15 b3bl -ala4 4.2 5.4 -1.2 0.37

16 b3bl - a2a3 4.2 59 -1.7 0.32

17 b3bl - a2a4 4.2 6.0 -1.8 0.31

18 b3bl - a2a$5 4.2 84 -4.2 0.19

19 b4bl - Oal 15.8 8.8 7.0 0.17

20 b4bl - 0a2 13.8 10.4 34 0.27

21 b4bl - 0a3 13.8 10.2 3.6 0.25

22 b4bl -ala2 4.6 54 -0.8 0.41

23 b4bl-alal3 4.6 5.1 -0.5 0.44

24 b4bl -alad 4.6 5.4 -0.8 0.41

25 b4bl - a2a3 4.6 5.9 -1.3 0.36

26 bdbl1 - a2ad 4.6 6.0 -1.4 0.35

27 b4b1 - a2a5 4.6 8.4 -3.8 0.22

28 b20 - ala2 3.5 16.6 -13.1 0.064*
29 b20-ala3 3.5 17.0 -13.5 0.057*
30 b20 - alad 3.5 17.1 -13.6 0.056*
31 b20 - a2a3 3.3 15.4 -12.1 0.070*
32 b20 - a2a4 3.3 15.2 -11.8 0.074*
33 b20 - a2a$ 33 16.1 -12.8 0.060*
34 b30-ala2 3.5 16.6 -13.1 0.064*
35 b30-ala3 35 17.0 -13.5 0.057*
36 b30-alad 3.5 17.1 -13.6 0.056*
37 b30 - a2a3 33 15.4 -12.1 0.070*
38 b30 - a2a4 33 15.2 -11.9 0.074*
39 'b30 - a2a5 33 16.1 -12.8 0.060*
40 b40 - ala2 3.6 16.6 -13.0 0.065*
41 b40 -ala3 3.6 17.0 -13.4 0.059*
42 b40 - alad 3.6 17.1 -13.5 0.057*
43 b40 - a2a3 34 15.4 -12.0 0.071*
44 b40 - a2a4 34 15.2 -11.8 0.076*
45 b40 - a2a$ 34 16.1 -12.7 0.061*
46 b2al - a2a3 5.7 15.2 -9.5 0.020**
47 b2al - a2a4 5.7 17.8 -12.0 0.040**
48 b2al - a2a$ 5.7 20.7 -14.9 0.049**
49 b3al - a2a3 5.7 15.2 -9.5 0.020**
50 b3al - a2ad 5.7 17.8 -12.0 0.040**
51 b3al - a2a5 5.7 20.7 -15.0 0.049**
52 bdal - a2a3 5.8 15.2 9.4 0.021**
53 bdal - a2a4 5.8 17.8 -12.0 0.041%
54 bdal - a2a5 5.8 20.7 -14.9 0.049

* significant at the 0.10 level (one-tailed); ** significant at thg 0.95 level (one-tailed).
*+ b refers to the years before, and “a” to the years after the signing of a BIT. '
®  Figures in this table have been rounded; the difference was calculated before rounding.
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Annex table IV.7. List of host economies included in the analysis in stage two

Albania

Algeria

Antigua and Barbuda
Argentina
Armenia

Bahrain
Bangladesh
Barbados

Belarus

Belize

Benin

Bolivia

Brazl

Bulgaria

Burkina Faso
Burundi
Cambodia
Cameroon

Cape Verde
Central A frican Republic
Chad

Chile

China

Colombia

Congo

Costa Rica

Cote d'lvoire
Croatia

Cuba

Cyprus

Czech Republic
Democratic Republic of the Congo
Dominica
Dominican Republic
Ecuador

Egypt

El Salvador
Equatorial Guinea
Estonia

Ethiopia

Gabon

Gambia

Ghana

Greece

Grenada

Guinea
Guinea-Bissau
Guyana

Haiti

Honduras

Hong Kong, China
Hungary

Iceland

India

Indonesia

Iran, Islamic Republic of
Iraq

Israel

Jamaica

Jordan
Kazakhstan
Kenya

Kuwait
Kyrgyzstan

Lao, People's Democratic Republic
Latvia

Lebanon

Lesotho

Liberia
Macedonia
Madagascar
Malawi

Malaysia

Mali

Malta

Mauritania
Mauritius

Mexico

Moldova, Republic of
Mongolia
Morocco

Namibia

Nepal

New Zealand
Nicaragua

Niger

Nigeria

Oman

Pakistan

Panama

Papua New Guinea
Paraguay

Peru

Philippines

Poland

Portugal

Romania

Russian Federation
Rwanda

Saint Lucia

Saint Vincent and the Grenadines
Saudi Arabia
Senegal

Sierra Leone
Singapore
Slovakia

Slovenia

South A frica

Spain

Sri Lanka

Sudan

Swaziland

Syrian Arab Republic
Taiwan Province of China
Tajikistan

Thailand

Togo

Trinidad and Tobago
Tunisia

Turkey

Uganda

Ukraine

United Arab Emirates

United Republic of Tanzania

Uruguay
Uzbekistan
Venezuela
Viet Nam
Yemen
Zambia
Zimbabwe
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Annex table IV.8. List of home countries and the number of BITs signed by them

Country Number of BITs
Germany 103
United Kingdom 85
Switzerland 75
France 73
Netherlands 56
Italy 45
Belgium and Luxembourg 39
United States 37
Denmark 36
Sweden 33
Finland 29
Austria 18
Norway 15
Australia 14
Canada 10
Japan 4

Annex table IV.9. Criteria underlying indicators of country investment risk

Components

Indicators of country investment climate and risk

Political

Financial

Economic

Composite
rating

Economic expectations and economic reality; economic planning failures;
political leadership; external conflict; corruption in Government; military in
politics; organized religion in politics; tradition of law and order; racial and
national tensions; political terrorism; civil war; development of political parties;
quality of the bureaucracy

Loan default or unfavourable loan restructuring; delayed payment of suppliers’
credits; repudiation of contracts by Governments; losses from exchange controls;
expropriation of private investments

Inflation; debt service as a percentage of exports of goods and services;
international liquidity ratios; experience of foreign trade collection; current
account balance as a percentage of goods and services; parallel foreign exchange
rate market indicators

Determined by combining the political, financial and economic risk ratings

Source: PRS Group.
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Annex tables to chapter IV

Annex table IV.11. Summary of independent variables loaded in 60 stepwise regressions
for separate regions®

Region Flow (95) Fper (95) Fgdp$ (95) Fgrow 35)
L Africa
1. Independent variables (95) 1,11, 13 1,10
2. Independent variables (94) 23,613 810
3. Independent variables (93) 4,8 13 810
IL Central & Eastern Furope
1. Independent variables (95) 278 7,
2. Independent variables (94) 2812 7,
3. Independent variables (93) 1,813 4,13
I East & Southeast Asia
1. Independent variables (95) 1,213 3,10 10 611,13
2. Independent variables (94) 24,8 13 10 10 6
3. Independent variables (93) 1,7 3,12 12 310,12
IV. Latin America & Caribbean
1. Independent variables (95) 1,3,8 11,13 12
2. Independent variables (94) 2,5,6,13
3. Independent variables (93) 8
V. West Asia
1. Independent variables (95) 3 10
2. Independent variables (94) 8 13 10
3. Independent variables (93) 89

Note: This table lists variables whose probability value is less than 0.05 (one tailed). The mean-
value substitution procedure was used in the calculations.

* Independent variables

1. Number of BITs in a year 6. Change in exchange rate 11. Inflation

2. Total number of BITs 7. Financial rating 12. Political rating

3. Capital investment 8. GDP in dollars 13. Population

4. Composite country rating 9. GDP growth in local currency

5. Economic rating 10. GDP per capita

Key to dependent variables Flow = FDI flow Fper = FDI flow per capita

Fgdp$ = FDI flow per $1,000 GDP Fgrow = FDI flow growth
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Annex tables IV.10 and 1V.11: general note on the details on regression runs
carried out in cross-sectional stage-two analysis

Chapter IV shows only nine of the most significant regression equations using the stepwise forward
inclusion technique being the Statistical Package for the Social Sciences for three dependent variables, each
for three years (table I'V.4). However, a total of 264 regression runs were undertaken in a comprehensive
search for determinants of FDI, including BITs. The resuits for 192 regressions are summarized in annex table
IV.10. The results for a further 60 regressions are summarized in annex table IV.11. The remaining 12 are

not shown.

The 192 regressions in annex table IV.10 result from the combination of:

» eight dependent variables (Flow (95), Fper (95), Fgdp$ (95), Fgrow (95), Stock (95), Sper (95),
Sgdp$ (95) and Sgrow(95)); see the key to dependent variables in the footnote to annex table
IV.10);

» two loading methods (Total = all independent variables entered together; Stepwise = stepwise
forward inclusion);

e three years (1995, 1994 and 1993);

e countries excluded/included (All = all 133 countries; Without = without China, Singapore and
Hong Kong Special Administrative Region of China; and

« transformation of independent variables (Normal = untransformed; Log = log transformed).

Annex table I'V.10 does not show the actual statistics relating to each equation, but only summarizes
which independent variable achieved at least a 0.05 significance level. In this way, an overall picture or pattern
emerges as to which of the independent variables, including BITs, emerge as possible determinants of FDI.
In many of the regression runs, indicated by blanks, not even one of the independent variables achieved
significance; this was particularly so in the case of log transformed variables (apparently, the data did not need
transformation in the first place). For reasons explained in the main text, the reader should focus on section
V (Stepwise/All/Normal) in annex table IV.10 where all variables, on a normal untransformed basis, are
entered stepwise. This procedure yielded the best results. Detailed statistics for the equations in the shaded
boxes in annex table IV.10 are shown in table IV.4 in the main text.

The 60 regressions in annex table IV.11 resulted from a combination of:

» four dependent variables (Flow (95), Fper (95), Fgdp$ (95), Fgrow (95));

* five regions (Africa; Central and Eastern Europe; East and South-East Asia; Latin America and
the Caribbean; and West Asia); and

e three years (1993, 1994 and 1995).

BIT-related independent variables (the number of BITs in a year and the economic rating) were
frequently included in runs involving the dependent variable Flow (95) for all regions, except West Asia.
Because the division of data into regions resulted in few complete data sets, a mean-value substitution
procedure was followed, without which no statistically significant results would have been obtained.
However, this means that one cannot rely too much on the results.
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Chapter V

CONCLUSIONS'

The BIT network that has emerged after nearly 40 years of negotiating and concluding BITs,
has several particularly striking characteristics. Foremost is the number and diversity of countries
that have concluded BITs. As noted in the introduction, BITs have been concluded by 162 countries
and territories in every region of the world. Increasingly, the negotiation and conclusion of BITs
is a universal phenomenon. Although BITs were originally agreements concluded between a
developed and a developing country, in the 1990s BITs between developing countries or between
developing countries and countries with economies in transition have become more and more
common. Today, less than two-thirds of the total number of BITs are between developed and
developing countries.

A. Similarities and differences between treaties

An important characteristic of the new generation of BIT is the considerable uniformity in
the broad principles underlying the agreements, coupled with numerous variations in the specific
formulations employed. As this study's survey of BIT provisions has suggested, there is a core of
provisions that is common to a large number of BITs, namely:

. The definition of investment is broad and open-ended so that it can accommodate new forms
of foreign investment; it includes tangible and intangible assets and generally applies to
existing as well as new investments;

' This chapter takes into account the main points made m UNCTA.D'S Expert Meeting on Existing
Agreements on Investment and Their Development Dimensions, held in Geneva in May 1997. For more details on
the discussions of the Expert Meeting, see (UNCTAD, 1997b).
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The entry and establishment of investment is encouraged, although it is typically subject to
national laws and regulatxons (most BITs do not grant a right of establishment);’
Investment promotion is weak and is based mainly on the creation of a favourable
investment climate for investment through the conclusion of a BIT;

Most treaties provide for fair and equitable treatment, often qualified by more specific
standards, such as those prohibiting arbitrary or discriminatory measures or prescribing a
duty to observe commitments concerning investment;

Most treaties specify that when various agreements apply to an investment, the most
favourable provisions amongst them apply;

Most treaties now grant national treatment, the principle also being often subject to
qualifications (to take into account the different characteristics between national and foreign
firms) and exceptions (relating mainly to specific industries or economic activities, or to
policy measures such as incentives and taxation);

A guarantee of MFN treatment, subject to some standardized exceptions, is virtually
universal;

Virtually all BITs subject the right of the host country to expropriate to the condition that
it should be for a public purpose, non-discriminatory, in accordance with due process and
accompanied by compensation, while the standards for determining compensation are often
described in terms that could result in similar outcomes;

A guarantee of the free transfer of payments related to an investment is common to virtually
all BITs, although it is often qualified by exceptions applicable to periods when foreign
currency reserves are at low levels;

A State-to-State dispute-settlement provision is also virtually universal,;

An investor-to-State dispute-settlement provision has become a standard practice, with a
growing number of BITs providing the investor with a choice of mechanisms.

In addition, some BITs include one or several of the following:

A requirement that the host country should ensure that investors have access to information
on national laws;

A prohibition on the imposition of performance requirements, such as local content, export
conditions and employment requirements, as a condition for the entry or operation of an
investment;

A commitment to permit or facilitate the entry and sojourn of foreign personnel in
connection with the establishment and operation of an investment;

A guarantee of national and MFN treatment on entry and establishment.

The analysis in chapter III confirms that there are also a number of issues that are generally not
addressed in BITs but are nevertheless relevant for investment relations.? These include:

Obligations regarding progressive liberalization,;

The treatment of foreign investment during privatization;
Control of restrictive business practices;

Private management practices that restrain investment and trade;
Consumer protection;

Environmental protection;

Taxation of foreign affiliates;

2 Some countries have emphasized that addressing the right of establishment in international investment

agreements is still a sensitive issue for countries that have not yet liberalized their economy (Peru, 1997).

* On this point see UNCTAD (1997b) and the Philippines (1997).
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Avoidance of illicit payments;

Protection against violations of intellectual property rights;
Labour standards;

Provisions concerning the transfer of technology;

Specific commitments by home countries to promote investments;
Social responsibities of foreign investors in host countries;
Obligations of subnational authorities.

At the same time, despite the apparent uniformity among many BIT provisions, there are
many significant differences in the formulation of individual provisions. Some of the variations
among BITs reflect the fact that they were negotiated at different Qenods of time. Treaties have
tended to become somewhat more complex and sophisticated over time, so that any one country’s
early BITs may differ noticeably from its later agreements. Also, because counh:ies ha\_re monitored
each other's BIT practice, innovations introduced by one country tend to find their way into the BITs
subsequently negotiated by other countries. For example, for most of the 1960s, no BIT had an
investor-to-State dispute-settlement provision. After the first one appeared in 1968, many countries
introduced such provisions into their treaties, so that they now are virtually universal. More recently,
a few countries began to give investors a choice of investor-to-State dispute-settlement mechanisms,
and it has now become increasingly common to offer investors a choice between at least two

mechanisms. Hence, BIT programmes are in a constant state of evolution, while they are generally
moving in the same direction.

Nevertheless, despite the growing convergence of FDI policies and approaches worldwide,
there continue to be significant variations in recently signed BITs, even in those signed by the same
countries. This may be due in part to the differences in the prototype treaties proposed by countries,
which reveal preferences on what individual countries would consider to be an ideal BIT. For
instance, the model proposed by the United States goes well beyond the models proposed by
European countries with respect to granting investors rights of entry and with respect to performance
requirements. Differences in approach are also apparent among the BITs proposed by European
countries. For example, Germany attaches great significance to the granting of national treatment,
while Sweden, until recently, did not include national treatment in its BITs. To take another
example, the BITs concluded by Singapore show the following variations in the formula for
compensation upon expropriation: "just” compensation is used in its treaties with Germany and the
Netherlands, while in its treaty with France the standard is "the commercial value of the assets on
the day of the expropriation” and in its BITs with Switzerland and the United Kingdom, the standard
of "prompt, adequate and effective” compensation is used.

With respect to the BITs concluded between developing countries, the picture is even more
mixed, partly because, as noted, many of these countries have drawn on a variety of models for their
formulation. Of course, in each case the relative bargaining position of the BIT partners and their
underlying strategies play an important role in the formulation of the agreement as well.

Overall, the main differences among the most common substantive provisions of BITs —
apart from the differences regarding the inclusion of certain issues noted above — are found in the
formulations on admission of investment, promotion of investment, general standards of treatment
(especially with respect to the degree of detail of these provisions), the scope and range of
qualifications and exceptions to the standards of national and MFN treatment, standards for
Compensation upon nationalization, balance-of-payments exceptions regarding the transfer of funds,
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and the requirement of exhaustion of local remedies, in the case of investor-to-State dispute
settlement.*

Looking at individual clauses, however, offers little guidance for comparing the relative
strength of the protection granted by an agreement as a whole. BITs often represent a package of
mutual advantages in which acceptance of one provision is balanced with concessions on another
provision. It is therefore uncommon to find two BITs that are identical in every respect.

B. Experience with the application of bilateral investment treaties

As far as home countries are concerned, BITs are principally concluded to provide legal
protection to foreign investment and thus reduce non-commercial risks. Host countries conclude
BITSs primarily with a view towards improving their investment climate and thus attracting more
FDIL

With respect to the objective of protection, little is known about how individual protection
standards have been applied in practice, and there are few judicial or arbitral authorities to shed light
on this aspect. Indeed, invocations of the investor-to-State dispute-settlement provisions have been
rare. As at April 1998, 14 cases had been brought to ICSID involving BITs,’ and only two awards
(ICSID, 1990 and 1997) and two settlements® had been issued. Cases involving the treaties between
the Belgium—Luxembourg Economic Union and Burundi, the Netherlands and Venezuela, Argentina
and France, the Czeck Republic and the Slovak Republic, the United States and Argentina,
Argentina and Spain, the United States and Ukraine, Chile and Spain were pending before ICSID
as at that date. It does not appear that the State-to-State dispute-settlement provision of any BIT has
ever been invoked.

At the same time, BIT obligations have been cited during informal discussions on the
treatment of particular investments. Some of these treaties, therefore, may well have provided a
basis for the resolution of potential disputes through consultations. In the end, the measure of the
success of a BIT lies as much in its ability to prevent an investment dispute from arising or
escalating as in its ability to provide a basis for resolving a dispute once it has arisen. In the kind of
investment climate that a BIT is intended to promote, investors and the host country will seek to
operate on the basis of cooperation rather than confrontation.

4 Regarding the main differences in the formulation of BIT provisions, see, for example, Cuba (1997) and
Turkey (1997). According to some countries (Philippines, 1997), these provisions are also among the most difficult
to negotiate.

5 Asian Agricultural Products Limited v. Democratic Socialist Republic of Sri Lanka (registered in 1987;
award issued); American Manufacturing & Trading, Inc. v. Republic of Zaire (registered in 1993; award issued);
Philippe Gruslin v. Government of Malaysia (registered in 1994; amicable settlement); Tradex Hellas S.A. v.
Republic of Albania (registered in 1994; pending); Leaf Tobacco A. Michaelides S.A. and Greek-Albanian Leaf
Tobacco & Co. S.A. v. Republic of Albania (1995; pending); Antoine Goetz and others v. Republic of Burundi
(registered in 1995; pending); Fedax N.V. v. Republic of Venezuela (registered in 1996; pending); Compailia
General de Aguas del Aconquija S.A. and Companie Générale des Eaux S.A. v. Republic of Argentina (registered
in 1996; pending); Ceskoslovenska Obchodni Banka, A.S. v. Slovak Republic (registered in 1997; pending); Lanco
International, Inc. v. Republic of Argentina (registered in 1997; pending); Emilio Agustin Maffezini v. Kingdom of
Spain (registered in 1997; pending); Joseph C. Lemire v. Ukraine (registered in 1998; pending); Houston Industries
Energy, Inc. and others v. Republic of Argentina (registered in 1998; pending); Victor Pey Casado and another v.
Republic of Chile (registered in 1998; pending) (ICSID, 1998).

® In the cases of Philippe Gruslin v. Government of Malaysia and Leaf Tobacco A. Michaelides S.A. and
Greek- Albania Leaf Tobacco & Co. S.A. v. Republic of Albania (ICSID, 1998). Owing to the fact that these cases
were amicably settled, the facts and legal arguments are not available to the public.
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Beyond that, foreign investors have found that the existence of a BIT facilitates investment
because, in case of problems, investors can much more easily approach their home-country
authorities for assistance, since there are both agreed standards and established consultative and

arbitral mechanisms applicable to the situation. Thus, having treatment standards embodied in a
treaty does promote favourable treatment.’

It is nevertheless remarkable that, after nearly 40 years of BIT practice, information on the
experience with the application of BITs still remains rather sketchy and anecdotal. This may be
explained by the fact that, unlike in the case of regional and multilateral agreements, there is no
systematic independent follow-up and monitoring of the implementation of BITs. It is very much
up to individual partners to decide how they wish to monitor their BITs, and this may vary
considerably from country to country and from case to case, depending on the underlying diplomatic
and economic relations. In the absence of systematic follow-up, a number of open questions remain,
such as, for example, whether BIT provisions are interpreted and applied in a consistent manner,
both within the same treaty and across treaties and countries. As one author has put it, "so far as the
literature discloses, BITs have not yet been put to the test so that we do not know how much they
enhance the security of foreign investment" (Vagts, 1990, p. 112).%

With respect to the objective of the promotion of FDI flows — another important function of
BITs — it is generally recognized that investment decisions, and thus FDI flows, are determined by
a variety of economic, institutional and political factors, including the size and growth rate of the
host-country market, the availability of raw materials or labour, the nature of the physical and legal
infrastructure, and political and economic stability (UNCTAD, 1998). It would therefore be
unreasonable to expect that any individual factor, let alone a BIT, could be isolated and “credited”
with a decisive impact on the size or increase of FDI flows. Even such important locational
determinants as large and growing markets or oil deposits, typically found in econometric and other
studies as significant drivers of FDI, do not work alone as FDI determinants, but only in tandem
with other factors.

The importance of other FDI determinants as compared with BITs is clear without further
analysis: there are many examples of countries with large FDI inflows and few, if any, BITs.
Examples of countries that have concluded numerous BITs and have received modest inflows also
abound. Given this, the results of the econometric analysis of time-series data on bilateral FDI flows
for 200 BITs’ in the years before and after their signing, reported in chapter [V, are rather surprising
in that they show, in some circumstances, a very weak association between the signing of BITs and
absolute or relative changes in FDI flows. However, this association almost disappears altogether
in the cross-sectional analysis of 133 host countries, investigating the relationship between their total
FDI flows and stocks and the number of BITs and other independent variables such as market
growth and size, exchange rates and country risks. When the other independent variables are added
to the analysis, they become important as FDI determinants (market size is especially important),
and BITs lose almost all significance. The overall conclusion is that BITs appear to play, at best, a
minor and secondary role in influencing increases in FDI flows and explaining differences in their

7 Insurers and financiers of FDI too have an interest in monitoring compliance since they are aﬁ'ected‘by
the protection standards granted by BITs, as shown by the fact that access to many insurance and financing
programmes are made easier by the existence of a BIT. Some countries have noged that they, as vyell as investors,
quite frequently ask for the text of BITs (China, 1997; Turkey, 1997) and are interested in the interpretation of
relevant provisions given by the respective Government (Cuba, 1997). Issues most often the subject of consultations
appear to include registration, authorization and admission procedures (Germany, 1997).

§ Cited in Sornarajah (1994), p. 276. .
% These 200 BITs were concluded between developed countries (the home countries) and developing
countries and countries in transition (the host countries).
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size among countries. Thus, it would be misleading to suggest that the greater the number of BITs
a host country concludes, the higher FDI flows it can expect.

Yet, it would be incorrect to conclude, without further analysis based on much more
comprehensive data than are currently available, that BITs have no influence at all on the size of FDI
stocks or flows of countries. They may not increase FDI flows or explain inter-country differences
in the size of FDI flows or stocks, but they may support the existing level of investment or prevent
it from declining. It is also possible that two countries may decide to sign a BIT in order to solidify
rising FDI by giving better protection to the existing investment; there is some evidence that foreign
investors encourage Governments of home countries to conclude BITs with host countries where
they already have FDI. This type of impact would not lead to larger FDI flows, but would keep the
existing projects going, and thus would not show up as “an impact” in an analysis aimed at capturing
increases, as much of the analysis in chapter IV attempts to do. Furthermore, BITs may matter as
a protecting tool for small projects undertaken by small and medium-sized enterprises, where the
amounts involved are too small to affect the total or even bilateral flows of a host country.'
Moreover, while it may be quite reasonable to expect that a BIT will have an impact on FDI flows
close to or soon after its conclusion (as most of the analysis in chapter IV does), it cannot be ruled
out that the impact may occur only many years later. This may happen if important determinants of
FDI are not yet in place in a host country, or in a home country (in the case of a BIT between two
developing countries), at the time of a BIT’s conclusion; in other words, the impact may take place
when these other determinants improve.!" Finally, as mentioned several times in this study, the
usefulness of BITs for countries and investors can go beyond the promotion of FDI. For example,
as regards investors, BITs can facilitate the purchase of political risk insurance from public
investment insurance agencies and reduce premiums for this insurance. In an even broader sense,
BITs are increasingly seen as simply a normal component of a good investment climate — which
makes it all the more difficult to identify their distinctive impact, if there is one.

C. Bilateral investment treaties and general investment rules

From the perspective of their role in shaping international rules, the substantive provisions
of BITs fall into two categories: provisions that reflect rules and principles of customary
international law; and provisions that, at the time of their inclusion in a BIT, do not reflect
customary international law.

A reading of the practice in intemnational economic relations and jurisprudence suggests that
some BIT provisions reflect traditional principles of customary international law regarding the
treatment of foreign property. These include, for example, provisions reflecting the right of States
to control the entry of foreign investors and their investments into their territories, the principle of
fair and equitable treatment (which might be extended to include non-discrimination and protection
under the law) and some of the legal requirements for expropriation of foreign property. With
respect to other BIT provisions, for example, certain standards for compensation upon
nationalization, the question of whether they reflect customary international law rules applying to
foreign investment relations, as noted in the introduction, has been surrounded by controversy.
Moreover, given the rather vague and general nature of many of these principles, differences of
opinion concerning the meaning and significance to be attached to such principles cannot be
excluded.

10 See, for example, Japan (1997), in which it is noted that the expansion of small and medium-sized firms
in the electronic and automobile-parts industries to unfamiliar host countries could be positively affected by the legal
and institutional protection afforded by BITs.

' In general, the more distant a hypothetical impact is from the date of a BIT conclusion, the more difficult
it is to link it to the BIT.
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‘ The second category of BIT provisions that stipulate new investment rules, includes those
relating to the resolution of investment disputes between a State and investors from another State.

They tend to substitute recourse both to diplomatic protection and to international arbitration for the
jurisdiction of national tribunals of the host country.'?

The question that arises therefore is what role BITs play in the development of customary
international rules on FDL.”> More specifically, can it be said that provisions in BITs that reflect new
principles, or pqncxples‘whose status as customary international law has been challenged by some
members of the international community of States, have become part of customary international law
by virtue of the fact that they appear in a large number of BITs?

The question of how customary international law develops has received much attention in
the legal literature." It is generally acknowledged that the formation of a rule of customary
international law involves a quantitative element as well as a qualitative element. The quantitative
element is the "corpus"” of the rule — what the International Court of Justice referred to as "State
practice ... both extensive and virtually uniform ..." (International Court of Justice, 1969, p. 176);
the qualitative element is the "animus” of the rule, the opinio juris sive necesitatis, the general
recognition that a rule of law or legal obligation is involved.

A number of authors (e.g. Mann, 1991), have emphasized the number of BITs and the
striking similarities between them in support of the view that BITs are contributing to the creation
of customary international law. Those who are sceptical of the custom-forming role of BITs (e.g.
Dolzer, 1981; Schachter, 1984) have noted that, as a matter of principle, the repetition of the same
provisions in bilateral treaties does not create an inference that those clauses express customary law
binding on third States. For the provisions to have that effect, it would have to be established that,
quite independently of the treaties, they were accepted as a general rule of law (opinio juris) by the
parties. Indeed, in the words of the International Court of Justice, for State practice to become
general customary international law:

Not only must the acts concerned amount to a settled practice, but they must also be such ... as to be evidence
of a belief that this practice is rendered obligatory by the existence of a rule of law requiring it .... The States
concerned must therefore feel that they are conforming to what amounts to a legal obligation. (International
Court of Justice, 1969, p. 44, para. 77)

In this respect, it has been pointed out that the acceptance of certain clauses in BITs as lex specialis
does not necessarily imply that the country concerned would find the same rules acceptable as part
of general customary international law, keeping in mind that, for many host countries, the
conclusion of BITs is dictated by the practical need to attract foreign investment from individual
countries, which often involves making compromises and taking into account other considerations
which affect the relationship of the countries concerned."®

At the same time, in recent years the increasing number of countries from all regions that
have concluded BITs and, in particular, the growing number of BITs between developing countries,
both suggest that there is a certain convergence of approaches on the treatment aqd protection of
investment. While the divergences in the standards and principles stated in the treaties may be such

12 See Portugal (1997).

13" see Kishoian (1994).
14 . : holars and jurists have not
On the various views see, for example, Baxter (1968 and 1970). However, scholars and ) :
paid as much attention to the question of how a rule of customary international law, once formed, becomes dislodged
or displaced over a period of time (for views on this question see, for example, Dolzer (1981) and Fatouros (1980)).
It may be that a rule loses its force and vitality once its constituent elements disapear (for a more elaborate discussion
of these issues, see Robinson (1986) from which this section draws substantially).

15 For a discussion of the effects of pressure on opinio juris see Dolzer (1981), p. 561.
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that they cannot be regarded as supporting definite positions on important aspects of customary
international law on foreign investment, these treaties have contributed to the development of
international law (Sornarajah, 1994). For example, through these treaties there is recognition that
intangible assets (such as intellectual property rights) are perceived as an important aspect of the
definition of investment for the purpose of international law protection. Similarly, concepts such
as MFN treatment, which were primarily developed in the context of trade in goods, have now
become a standard feature of BITs and, through these treaties, their meaning and significance in the
area of investment have been tested; and, as jurisprudence on BITs develops, it contributes to clarify
them. Thus, the principle of "complete and full protection" under the law that appears often in BITs
was interpreted by an arbitral tribunal as constituting an obligation of the host country to observe
"due diligence".'® It would, however, be premature to speak about a major infusion of BIT concepts
into customary international law at this stage.

More clear is the influence of BITs in recent regional investment agreements, as
demonstrated by the investment provisions of the Energy Charter Treaty, NAFTA, MERCOSUR,
the Association of South-East Asian Nations (ASEAN) and the Unified Agreement for Investment
of Arab Capital in the Arab States, to mention a few. They all bear the stamp of the BIT framework.
In the case of NAFTA, for example, the wording of the United States model BIT is reflected in
several provisions, notably on the establishment of investments, performance requirements and the
entry and sojourn of foreign nationals. Conversely, regional investment agreements have also
influenced BITs. Canada's BITs signed after the negotiation of NAFTA reveal close similarities
between these texts, whereas the provisions in the BIT between El Salvador and Peru dealing with
performance requirements and the entry and sojourn of foreign personnel bears a resemblance to
both the United States BITs and NAFTA. All this suggests that the elaboration of international
investment rules is proceeding simultaneously at various levels through processes that feed into each
other. As a result, there is a growing similarity between recent investment instruments at all levels.

Last but not least, in discussing the relationship between BITs and other investment
agreements, the implications of the MFN clauses of the treaties need to be taken into account,
insofar as the presence of an MFN clause may oblige a country to extend to its treaty partners any
benefits or privileges that it grants to any other country in any future agreement dealing with
investment. This is known as the "free rider” phenomenon, whereby any more favourable
conditions granted to investors under a BIT are automatically extended (at least in principle) to third
countries, not only through other BITs, but also through regional and multilateral agreements signed
by any of the partners.

Given the various instruments available to countries for the development of frameworks for
the treatment of foreign investment, the question may be raised as to what the advantages and
disadvantages are of concluding BITs vis-a-vis regional and multilateral instruments.'” Some of the
BITs' advantages are that they can be tailored to the specific circumstances of the two parties more
easily than other types of agreements, and they are relatively easy to conclude, and therefore can be
realized more quickly than regional and, in particular, multilateral agreements. Some of the
disadvantages of BITs relate to, among other things, the fact that a bilateral negotiation between
parties with unequal bargaining power may disproportionately favour one party's interests. Also, the
proliferation of BITs may lead to a complex web of inconsistent provisions that are difficult to apply
and may distort investment flows. The settlement of investment disputes could also be made

1 See, Asian Agricultural Products Ltd. (AAPL) v. Republic of Sri Lanka (ICSID, 1990, p. 577) regarding
the BIT between Sri Lanka and the United Kingdom; see also the case concerning Elettronica Sicula S.p.a. (ELSI)
(International Court of Justice, 1989) concerning the FCN treaty between Italy and the United States, and Portugal
(1997).

17" For a more detailed discussion of the advantages and disadvantages of BITs in relation to regional and
multilateral agreements, see UNCTAD (1996¢ and 1997b).
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easier:ls Still, BITs may have a contribution to make to the elaboration of regional and multilateral
rules if the two types of agreement can be seen as mutually reinforcing.®

Finally, regarding the interaction between BITs and national law, the matter could be
presented as a dialectic between material sources and formal sources of law. To begin with, BIT
negotiatogs are inspired by their own national laws and, in that sense, a BIT can be seen as a
compromise between two national laws. However, as a BIT is a compromise, it also differs from
each of the national laws concerned. Consequently, the countries commit to adapt their national laws
to make them consistent with the BIT, but only, of course, insofar as the two parties to the BIT are
concerned, not in relation to third countries. The means by which this adaptation takes place may
vary from country to country. In this sense, conventional international law (i.e. BITs) directly affects
national legislation.”’ At the same time, even though BITs are lex specialis, their provisions may
indirectly inspire general investment laws.?' In fact, most recent BITs provide standards of treatment
and legal protection that are typically available under the national laws of host countries that were
enacted to create a favourable investment climate.

D. The development dimension

As noted in the introduction, the goal of developing countries in signing BITs is to attract
FDI as a means of fostering economic growth and development. In fact, the increasing interest of
developing countries and transitional economies in concluding BITs has resulted from the
recognition of the positive role that both inward and outward FDI can play in economic growth and
development. The conclusion of BITs is typically one of many steps developing countries and
countries in transition take to attract FDI, increase its quality and maximize its contribution to
development. (The actual usefulness of BITs in attracting FDI flows has been discussed earlier.)
However, given the many determinants that influence decisions on investment location, the
effectiveness of BITs as tools to attract investment for development could be enhanced further by
strengthening the promotion provisions of BITs (as discussed in chapter III) with commitments by
home countries to undertake appropriate practical measures to encourage investments in their
developing-country BIT partners.

Even if BITs fulfil well their main functions from the point of view of a developing country,
they can only do so much to serve the development objectives of developing countries. The main
task of furthering a country's development objectives through FDI remains with individual
Governments. This, in turn, needs to be given effect through appropriate national policy
instruments. The contribution of BITs to development can thus be assessed in terms of whether they
provide sufficient flexibility to enable host countries to pursue their development policies. In this
respect, a characteristic of most BITs is that they subordinate the admission of investment to the host
country’s domestic law. The admission clauses in BITs therefore provide developing countries with
the opportunity to give expression to their development strategies with respect to foreign investment.
At the same time, the conditions that define the development friendliness of international investment

agreements need to be explored further.”

8 This point was emphasized in Japan (1997).

1" On this point, see Germany (1997); on the advantages and disadvantages of BITsin relation to other
types of international investment agreements, see China (1997).

2 On this point, see Portugal (1997).

2l This influence is particularly noticeable in the nationgl investment {egiynes of countries that have
undergone important national legislative changes aimed at facilitating FDI after signing BITs, or where the two
processes have proceeded simultaneously. On this point, see, for example, Cuba (1997).

22 The UNCTAD secretariat is exploring the issue of development friendliness elements of international
investment agreements in the context of its work on a possible multilateral framework on investment.
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In terms of their individual structure and contents, BITs can be considered as useful
developmental tools inasmuch as they can be tailored to the specific developmental concerns of
individual developing countries. As noted in chapter III, this has been achieved so far mainly
through the use of exceptions, exemptions, temporal derogations or similar mechanisms that allow
developing countries to adapt BIT commitments to their development needs. Thus, for example, to
address the balance-of-payments concerns of host developing countries, many BITs provide for the
suspension of financial transfers abroad in case of balance-of-payments difficulties. Similarly, many
BITs introduce qualifications or exceptions to their national treatment provision on account of the
inherent weaknesses of firms from developing countries.

Still, the question arises as to whether BITs could do more to support the development
efforts of developing countries. In this respect, it is worth recalling that these treaties
characteristically define duties for host countries, while leaving it to host countries to regulate the
investor’s operations through local law (subject to any limitations placed on it by the treaties).”
Moreover, BITs oblige countries to accord a certain standard of treatment to investors, but they do
not normally mention any obligations on the part of home countries. These features of BITs are
further compounded by the fact that, while the treaties are reciprocal in form (i.e. they establish
identical rights and duties for both sides), capital often flows mainly in one direction, at least for a
period of time.

It is true that the pattern of the global distribution of FDI flows is changing; the number of
TNCs headquartered in developing countries is growing and more TNCs are seeking to expand
abroad, which strengthens, at least in principle, the bargaining position of host countries vis-a-vis
individual investors. In addition, a number of the traditional home countries are also important
recipients of foreign investment and are themselves grappling with issues of sovereignty and control
over such investment. However, even if there is an underlying balance of interests, it could be
argued that greater efforts by home countries — be they formalized or not — to promote investment
flows to developing countries (in particular the kind of investment the developing countries wish
to attract) would contribute to better investment relations.

In conclusion, as new BITs are being negotiated and existing BITs may be revised or
amended in the future, and since BITs can influence the structure and contents of other international
investment agreements, the opportunities for strengthening the development dimensions of these
treaties should be considered.

* ok ok Xk

2 Some commentators have stressed that this is the desirable way of dealing with investors obligations and
reflects international principles. See, for example, Germany (1997).
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Country/territory
Albania

Greece

Italy

Germany
Turkey
Switzerland
China

Poland

Austria

Croatia

Egypt

Tunisia

United Kingdom
Netherlands
Bulgaria

Czech Republic
United States
Malaysia
Sweden
Russian Federation
Romania
France
Denmark

Hungary
Israel

Algeria

Belgium/Luxembourg

Italy
France
Romania
Spain

Annex I. List of bilateral investment treaties
concluded up to 31 December 1996

Date of signature

1 August 1991

12 September 1991
31 October 1991
1 June 1992

22 September 1992
13 February 1993
5 March 1993

18 March 1993
10 May 1993

22 May 1993

30 October 1993
30 March 1994
15 April 1994

27 April 1994

27 June 1994

10 January 1995
18 January 1995
31 March 1995
11 April 1995

11 May 1995

13 June 1995

5 September 1995
24 January 1996
29 January 1996

24 April 1991

18 May 1991

13 February 1993
22 October 1994
23 December 1994

4 January 1995
18 August 1995
30 April 1993

9 August 1993

6 April 1994

30 August 1995

1 September 1995
28 January 1996
7 July 1995

1 April 1996

Date of entry into force

Note: While every effort has been made to assure the accuracy of the information in the list, it would
be appreciated if readers would bring any errors or omissions to the attention of UNCTAD (at the

address on p. 302).

This list has been prepared on the basis of information supplied by governments, and m.ost of
the information has been confirmed by both parties to each treaty. However, if one party did not
respond to requests for information, the information supplied by the other party has.been used. . Any
discrepancies in the information supplied by the two parties were resolved by contacting the parties or

consulting independent sources.

159




Bilateral Investment Treaties in the mid-1990s

Country/territory

Germany
Mali
Jordan
China
Viet Nam
Qatar

Antigua and Barbuda

United Kingdom

Argentina

Italy
Belgium/Luxembourg
United Kingdom
Germany
Switzerland
France
Poland
Chile

Spain
Canada
United States
Sweden
Turkey
Egypt
Tunisia
Austria
Netherlands
China
Denmark
Hungary
Senegal
Armenia
Romania
Bulgaria
Finland
Venezuela
Jamaica
Ecuador
Bolivia
Republic of Korea
Malaysia
Portugal
Peru
Croatia
Israel
Ukraine
Australia
Indonesia
Cuba
Lithuania
Panama
Morrocco

Date of signature

11 March 1996
11 July 1996

1 August 1996
17 October 1996
21 October 1996
24 October 1996

12 June 1987

22 May 1990

28 June 1990

11 December 1990
9 April 1991

12 April 1991

3 July 1991

31 July 1991

2 August 1991

3 October 1991

5 November 1991
14 November 1991
22 November 1991
8 May 1992

11 May 1992

17 June 1992

7 August 1992

20 October 1992

S November 1992
6 November 1992
5 February 1993

6 April 1993

16 April 1993

29 July 1993

21 September 1993
5 November 1993
16 November 1993
8 February 1994
20 February 1994
17 March 1994

17 May 1994

6 September 1994
6 October 1994

10 November 1994
2 December 1994
23 July 1995

9 August 1995

23 August 1995

7 November 1995
30 November 1995
14 March 1996

10 May 1996

13 June 1996

12 June 1987

14 October 1993
20 May 1994

19 February 1993

8 November 1993
6 November 1992
3 March 1993

1 September 1992
1 January 1995

28 September 1992
29 April 1993

20 October 1994
28 September 1992
1 May 1995

3 December 1993
23 January 1995

1 January 1995

1 October 1994

1 August 1994

2 February 1995

20 December 1994
1 May 1995

3 May 1996
1 July 1995
1 December 1995
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Country/territory

Czech Republic
Mexico

Armenia®

China

United States
Viet Nam
Argentina
United Kingdom
Greece
Kyrgyzstan
Romania
Lebanon

Egypt

Cyprus

Bulgaria

Iran, Islamic Republic of
France

Germany
Georgia

Australia

China

Papua New Guinea

Viet Nam

Poland

Czechoslovakia (former)

Hungary

Indonesia

Romania

Hong Kong, China

Czech Republic

Lao People's
Democratic Republic

Phili