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Do Bilateral Investment Treaties enhance Foreign Direct Investment? 

Fabienne Fortanier and Rob van Tulder

Abstract

Bilateral Investment Treaties (BITs) have been the dominant mechanism of international investment regulation since the 1960s. The presence of a BIT between two countries is generally believed to enhance FDI flows between them, as BITs contain provisions aimed at reducing the political risk (and associated transaction costs) of investing abroad. Empirical studies examining the impact of BITs on FDI are however virtually non-existent. This article tests the role of BITs in enhancing FDI for the 1990-2000 period using OLS regression, correcting for well-known determinants of FDI such as market size and growth, trade policy, level of skill of the local work force, quality of the infrastructure and the presence of natural resources. The analysis show that – contrary to the general belief and most recent studies of UNCTAD and the World Bank – BITs have no impact on FDI flows. 

1. Introduction

The increased international integration of countries and economies at the end of the 20th century has been driven primarily by growing international investment flows. Foreign Direct Investment (FDI) has come to form a fundamental linking pin between many national economies, with the total world ratio of inward FDI stock to gross domestic product (GDP) reaching more than 22 per cent in 2002 (UNCTAD, 2003). This remarkable increase in FDI has been hailed by many as a felicitous process. In particular for developing countries, inward FDI is considered to be an important means to complement domestic savings, to transfer technology, to raise productivity, to increase the quantity and quality of employment, to stimulate competition, to assist enterprise restructuring and to stimulate exports. All these processes in turn would lead to increased economic growth and decreases in absolute and relative poverty levels. 

Many developing countries appear to acknowledge the potential benefits of FDI and have devised policies to attract FDI. Besides changes made in national regulations concerning FDI (UNCTAD, 2003), developing countries have become increasingly active in trying to attract FDI through international regulations, most directly by signing so-called Bilateral Investment Treaties (BITs). BITs are agreements between two states aimed at the promotion and protection of FDI by investors of one party in the territory of the other (Vandevelde, 1998a). As multilateral efforts to establish an agreement regarding FDI have failed (the OECD negotiations on the MAI are notorious; and after the unsuccessful efforts to include investment in the WTO, the US is re-affirming its commitment to bilateral deals), BITs have been the dominant mechanism of international investment regulation since the 1950s. Since the first BIT was signed in 1959 between Germany and Pakistan, the number of BITs has increased to 2118 at the end of 2001 (UNCTAD, 2002). The growth in BITs was especially explosive during the 1990s, when the overall number more than quadrupled. 

As BITs contain provisions aimed at reducing especially the political risk (and the associated transaction costs) of investing in the partner country, the presence of a BIT between two countries is believed to enhance (mutual) FDI flows. The effectiveness of the strategy of developing countries to engage in large numbers of BITs is however unknown, as the impact of BITs on FDI has yet not been the subject of academic enquiry. 

This paper aims to contribute to filling this gap in the literature and policy debate, and examines the role of BITs in attracting FDI, controlling for other well-known determinants of FDI, such market size, trade policy, level of skill of the local work force, quality of the infrastructure and the presence of natural resources. Before discussing the literature on the relationship between BITs and FDI, section 2 first gives some background information about the emergence of BITs and their characteristics. Section 3 subsequently gives an overview of the existing literature, discussing insights from international law, international policy and international business, and the aspects on which evidence and knowledge is lacking. Section 4 explains the methodology used and the data collected to test whether the signature of BITs increased FDI significantly. The results of the empirical tests are discussed in section 5, while the final section discusses the theoretical and policy implications of these findings, and gives suggestions for further research.

2. Bilateral Investment Treaties: history and contents 

BITs have been the successor of the so-called Treaties of Friendship, Commerce and Navigation (FCNs). FCNs, which were lastly concluded in the 1960s (WTO, 1998), dealt with a wide range of provision regarding economic, cultural and political co-operation, and included also some provisions regarding foreign investments. If FCNs were absent, foreign investment was regulated and protected by customary international law. Contrary to FCNs, BITs exclusively focus on investment issues, with which they deal in a more detailed way. This increased detail had become necessary in the 1960s and 1970s, when developing countries started to challenge one of the main rules of customary international law, the so-called ‘Hull-formula’. This formula required prompt, adequate and effective compensation in case of expropriation of foreign goods or assets. Developing countries claimed on the basis of their often newly obtained right of sovereignty that they were entitled to determine themselves how to treat investors and how to deal with compensation in the case of harmful treatment (Guzmán, 1997). In this period, cases of expropriation of foreign investments by national governments were quite common (Kennedy, 1992). BITs were aimed to fill the gap that hence existed in international law.

Western, capital-exporting countries drove the conclusion of BITs in the earlier decades (1960s, 1970s). Especially European governments have been important initiators and signatories. Germany, having lost all its foreign investments after the Second World War, took the lead and remains the leading BIT signatory with currently a total of 131 BITs. Switzerland, France and the Netherlands have been also very active with 105, 98 and 89, respectively (UNCTAD, 2003). By contrast, the US government started a BIT program in 1977, needed four years to develop a prototype treaty and concluded its first treaty in 1982 (with Panama). Table 1 gives an overview of the number of BITs signed by some of the largest countries in the world.

[Table 1 Approximately here]

 The greater usage of BIT by European governments is partly due to the special relation of Europe with its former colonies (Salacuse, 1990). Additionally, European countries were less demanding than the US regarding the strictness of the treaty provisions making it easier to come to agreement on a BIT (Vandevelde, 1993)
.  The fall of the Berlin Wall, the consequent opening up of Central and Eastern Europe (CEE) and China, as well as the dissolution of the former Soviet Union, induced US and Western Europe to sign BITs with these transition economies. The treaties were seen both as a symbol of the adoption, and as a means to lock-in, pro market policies (Vandevelde, 1993). In recent years, many BITs have been closed among developing and transition economies. So, four waves of BITs can be distinguished: first Europe with developing countries, followed by the US with developing countries, then Europe and the US with transition economies, and finally developing countries and transition economies among each other. Figure 1 displays these waves for the 1960-2000 period.

[Figure 1 approximately here]

Although not all BITs are exactly alike – minor differences may exist in their specific provisions – they do strongly resemble one another, partly due to the use of ‘prototype treaties’ by many developed and some developing country BIT signatories (Dolzer and Stevens, 1995; Gúzman, 1997, Muchlinski, 1995). All BITs contain similar provisions regarding the protection and promotion of FDI. Elaborate and detailed treatment of the exact contents of all the provisions in BITs can be found in e.g. UNCTAD (1998) or Dolzer and Stevens (1995). In principle, each BIT contains four core clauses, including a) the general standards of treatment; b) clauses regarding expropriation, c) rules regarding the transfer of payments and d) dispute settlement procedures. 

The general standards of treatment refer to the overall treatment of foreign investment by the host country. Most BITs require this treatment to be ‘fair and equitable’, and may add provisions for ‘full protection and security’, or a similar clause. The general standards of treatment also include relative standards: most-favoured-nation (MFN) treatment or national treatment (NT); sometimes both. Especially MFN treatment has important generalising effects, since a specific favourable treatment of one investor consequently applies to all investors with which treaties including MFN-clauses have been concluded. 

The clause on expropriation includes measures similar or equivalent to expropriation, and implies that all actions of governments that significantly impair the value of a foreign investment are forbidden. Only expropriation for public purposes, and under certain conditions (such as non-discrimination, and due process of law) is allowed. In that case – and this is the core of the expropriation clause – the investor should be compensated for the loss endured. Most BITs still refer to the Hull-formula (‘prompt, adequate and effective’ compensation), but several developing countries proposed standards such as ‘appropriate’. Other BITs use different terminology such as ‘full value’ or ‘just compensation’ (the latter means ‘fair market value’).

Provisions regarding the transfer of payments refer to three types of funds: the repatriation of capital invested, repatriation of rents and dividends, and the current payments made in relation to the investment. In some instances, host countries allowed the transfer of payments only under certain conditions, as large and sudden financial transfers could lead to serious balance of payments problems. BITs usually ensure that either all transfers are free (usually complemented with an illustrative and non-exhaustive list of examples); or that transfers on a positive list attached to the treaty, are free. These provisions are generally complemented with statements on the type of currency to be used for the transfer, and the exchange rate allowed.

The dispute settlement clauses, finally, give the BITs their ‘teeth’. They specify the process that investors and countries must follow in the case of a dispute (BITs deal both with state-to-state as well as investor-to-state disputes). Under customary law, these disputes would be settled, after consultations fail, by the arbitration bodies of the host country.  However, as most claims are made against the host nation-state, investors might not entirely trust the independence of these arbitration bodies, or fear the length of the procedure. Therefore, BITs often include clauses that allow investors to turn  to an international body, most commonly the ICSID (the World Bank International Centre for Settlement of Investment Disputes), either immediately or after a limited period of time has elapsed in which national courts can try to settle the dispute. BITs hereby overrule the principle in international law of exhaustion of local remedies (Peters, 1997).

These four clauses combined imply that BITs mainly impose obligations or restrictions on the host governments. BITs are mostly concerned with the protection of FDI, rather than its promotion, the other official motive for bilateral investment treaties. The capital-exporting states have continued to refuse any obligation to encourage FDI or to induce their investors to invest in a particular foreign state (Salacuse, 1990). The investment ‘promotion’ part of the BIT is theorised to come mainly indirectly, from the enhanced protection that should reduce uncertainty and risk, and hence transaction costs for investors. In a recent paper, Salacuse (2003) identified this as the ‘grand bargain’ that underlies the BITs between on the one hand the mainly developed, capital exporting states and on the other hand mainly developing, capital importing states: a promise of protection of capital in return for the prospect of more capital in the future. This paper examines if this prospect has become reality. As the following review of the literature shows, this paper is one of the first to empirically address this question.

3. Literature on BITs and FDI

The prominence of BITs, whether measured by their sheer number or importance as main international regulator of investment flows, has not been paired with an equal prominent treatment of these treaties and their effects in the academic literature. Three main areas exist in which BITs may be discussed: International Law; the policy debate around efforts to establish a multilateral agreement on investment; and International Business. While these are quite diverse subjects, the debates do share some characteristics. As is further elaborated below, in all debates empirical studies are virtually absent. The overall emphasis remains on ‘traditional’ BITs, between a developed and a developing country, and not on approximately half of the BITs that are currently signed – those between two developing countries.

The debate in International Law regarding Bilateral Investment Treaties (see Comeaux and Kinsella 1994; Dolzer and Stevens, 1995; Gúzman 1997, Peters 1997, Salacuse 1990; Vandevelde 1993, 1998a, 1998b, 2000) has mainly been concerned with the juridical development and phrasing of certain specific treaty provisions rather than with the impact of these treaties on international business strategy and investment decisions. Salacuse (1990) was one of the few who attempted an assessment of the impact of BITs on foreign investment in developing countries. Lack of comparative empirical data forced him to build on anecdotal evidence and interviews with individual BIT negotiators. He found that this ‘suggests that a few home countries may dissuade or at least not encourage, their nationals to invest in foreign countries with which they do not have a treaty’, as well as ‘suggest[s] that in diplomatic and bureaucratic practice the fact that a developing nation has signed a BIT gives rise to increased investor protection in those states.’ The latter implies that a country that nationalised foreign property appeared to have exempted foreign investments covered by BITs. 

The second area in which Bilateral Investment Treaties and their role in stimulating investment have been discussed is in the international policy debate. This debate takes mainly place within the framework of (hitherto failed) attempts to come to a multilateral agreement on investment: the OECD MAI (Multilateral Agreement on Investment) negotiations in the late 1990s, and the current attempts to include investment, together with other issues, into the Doha WTO round. The investment discussion parallels the discussion on the regulation of international trade. In both areas, the desirability of bilateral treaties vis-à-vis a multilateral approach to regulating investment (or trade) represent areas of serious contention (Kline and Ludema, 1997). 

Proponents of multilateral arrangements (see World Bank, 2003) point to the benefits of transparency, and hence lower transaction costs, that a multilateral agreement could bring, thus fuelling overall FDI growth. Especially small companies that do not have enough negotiating power vis-à-vis host states would benefit from global transparency. Secondly, it is argued that a multilateral treaty leaves government with less room for intervention in the form of incentives or disincentives.  This would ensure that market forces lead to an optimal distribution of productive capital. Finally, in multilateral negotiations, developing countries can combine their negotiating power rather than being played off against one another, thus limiting the risk of a prisoner’s dilemma to appear in the international trade regime. Gúzman (1997) explains that while a bilateral treaty with a developed country generally gives a developing country an advantage over other countries in the competition to attract investment, this comparative benefit disappears when more developing countries sign such a treaty. As a group, all developing countries have then lost part of their freedom to regulate foreign investment. 

The argument in favour of freedom of investment regulation is also used by opponents of multilateralism in investment regulation (e.g. Ramaiah, 1997). Country specific concerns can not be addressed to any desired level of detail in multilateral negotiations, but they can in bilateral ones. In this way, BITs can also help to move beyond the ‘lowest common denominator’ that a multilateral treaty is bound to reflect. Bilateral treaties are furthermore easier to establish due to lower negotiation costs than treaties with more than 100 contracting parties. 
The secretariats of two international organisations have attempted to support the debate by producing the only two empirical studies specifically investigating the impact of BITs on FDI. The first was published by UNCTAD (1998); the second by Hallward-Driemeier (2003) at the World Bank, copying the UNCTAD methodology but using more recent data. Both studies concluded that BITs have a significant, yet small impact on FDI, in comparison with other determinants. 

The third area in which a debate on BITs and especially their impact on FDI would be expected is that of research in International Business. Here however the issue has not yet been explicitly addressed in either empirical or theoretical studies. At a more general level, several theories and issue-areas do shed light on international investment agreements, most notably in the area of MNE-government relations (see Brewer, 1992; Brewer and Young, 1998 for overviews). Many of the models regarding MNE-government relations take a bargaining perspective (the most renowned being Vernon’s (1971) obsolescing bargaining model). In these bargaining models, MNE-government relations are generally treated as adversarial by definition: foreign investment always includes a political risk for an MNE.
 The relative bargaining strength of both parties involved determines the distribution of the benefits and profits created by the investment (see Vachani, 1995 for an empirical test). In this perspective, it appears only logical for MNEs and their home governments to have their investments protected by BITs. BITs both limit the bargaining possibilities for host governments, enhancing the possible gain for the MNE, and reduces the overall political risk of expropriation and the lack of compensation for it after the investment is made (i.e. a BIT helps preventing the bargain from obsolescing). 

Ramamurti (2001) expanded the traditional bargaining model in which relative bargaining power of the host state and the MNE explain the outcome of the negotiations between the two parties regarding entry, operations or exit of the MNE in the host country. Instead, He introduced a two-tier bargaining process, in which the first tier of the bargaining process occurs between home and host governments resulting in macro rules on FDI that affect the consequent tier of micro negotiations. BITs would be an example of first tier bargaining, removing many of the traditional obstacles that would otherwise be resolved in individual bargaining between the MNE and the host state. 

Only few academic studies in IB have actually empirically tested the impact of BITs on FDI. One example is the study of Bandelj (2002), who studied the determinants of FDI into Central and Eastern Europe. He found a positive effect of the presence of a BIT between a Central & Eastern European country and an OECD country on FDI flows. 

The three strands of literature discussed differ crucially in the perspective (if any) taken on BITs and their impact on investment. Still, each tends to argue that BITs enhance FDI, using similar arguments. BITs would reduce the potential of host countries’ governments to use their sovereign rights to create barriers for an unhindered flow of foreign capital. A BIT protects a foreign investor against expropriation or unjust treatment vis-à-vis local firms. This is further ensured because BITs raise investment protection from relatively easy modifiable national law (that could also guarantee foreign investors to be treated equally) to the level of international law, which is more difficult to modify and has international (more likely impartial) dispute settlement procedures and enforcement mechanisms. Finally, BITs may also enhance FDI through more indirect means, e.g. when they are signed to ensure the host country’s participation in the host country’s foreign investors insurance program. In sum, BITs would generally improve the overall investment climate in a country, which would hence induce further foreign investments. 

While the empirical evidence regarding the impact of BITs on FDI is limited, the evidence that does exist seems unanimous about the – be it modest – positive effect of BITs on FDI. Still, additional research seems appropriate to further test this hypothesis. The studies in International Law by Salacuse (1990) were based on anecdotal evidence and cases only, and seem difficult to generalise. The econometric study by Bandelj (2002) only studied the effects of BITs on FDI in Eastern Europe, and hence suffers from a similar problem. The UNCTAD 1998 study was probably the most inclusive of all, but, being published in 1998, has consequently not been able to take the boom of FDI and BITs of the late 1990s into account. Finally, the study by Hallward-Driemeier (2003) for the World Bank, looked at BITs between developed countries and a sample of 31 developing countries. This study did cover most FDI into those developing countries, yet failed to take into account all the BITs these countries signed, as it only referred to treaties with a developed and a developing country partner. This ignores the fact that BITs with two developing country partners currently make up roughly half of all the BITs signed world-wide. 
4. Data and Methodology

This paper examines the impact of BITs on FDI using OLS regression for three focal years (1990, 1995 and 2000), correcting for other well-known determinants of FDI, including for example natural resources, a variable generally considered an important trigger for FDI but not often included in empirical studies. 

Sample 

The countries that are included in the analysis include all countries with a population of over 300,000 in the year 2000. The four most important (in terms of FDI flows, see UNCTAD, 2002) financial centres with less than 300,000 inhabitants were also included in the sample: the Cayman Islands, Bermuda, the British Virgin Islands and the Netherlands Antilles. In sum, 171 countries were selected for analysis. For the year 1990 the Soviet Union, former Yugoslavia, Czechoslovakia and Ethiopia had not yet dissolved. Hence for that year, the sample consists of 151 countries.

To independently examine the effect of BITs on FDI to the predominantly capital-importing developing countries, a sub-sample was identified that consists of these countries only (i.e. the sample as specified above, but excluding the EU-15, Norway, Switzerland, Japan, USA, Canada, New Zealand and Australia) The sub-sample hence consists of 149 countries (129 for 1990).

Variables and measurement 
FDI. Foreign Direct investment was measured as the stock of inward FDI for 1990, 1995 and 2000 respectively, in millions of current US dollars (data source: UNCTAD). Stock data are used to minimise the effect of ‘incidental’ high FDI inflows or a large number of treaties signed in a particular year, and make it possible to take the historical accumulation of FDI into account.

BITs. The presence of BITs is measured by the total cumulative number of BITs for 1990, 1995 and 2000 respectively, as percentage of the total possible number of BITs a country can sign (i.e. n​​–1) (data source: UNCTAD). 

The empirical analysis only takes into account the total number of BITs and does not refer to the impact of a single BIT on the bilateral FDI flows between one pair of countries. Though such an approach would be more precise, it is hampered by the reliability and the availability of bilateral FDI data. In particular FDI among developing countries is not often available, while a large number of BITs (almost half of the total number of BITs by the end of 2001) has two developing country parties (cf. UNCTAD, 2002). For developed countries, more reliable bilateral FDI data are available, but these countries have not signed BITs among each other (see table 1). Examining the impact of individual BITs on FDI while only using developed-developing country pairs (such as in the UNCTAD and World Bank studies) results in a biased and unrepresentative sample with the associated inconvenience of overestimating or underestimating of the impact of BITs on FDI. 

[table 2 approximately here]

The improvements BITs could bring to the investment climate are not the only factors that influence investment. Other so-called ‘locational’ advantages may attract (or deter) investment to (or from) a particular country (cf. Dunning, 1993). The other two types of advantages or motives for FDI – internalisation and the exploitation of ownership advantages – are both firm-specific. Four groups of locational advantages are traditionally distinguished, including the size and growth of markets (“market seeking investment”), the presence of low labour costs (“efficiency seeking investment”), the availability of complentary assets (“strategic asset seeking investment”) or the presence of (natural) resources and the communication and transport infrastructure necessary to exploit them (“resource seeking investment”) (Dunning, 1993). Others have highlighted additional locational advantages that may increase FDI flows. Porter (1998) for example stresses the importance of clusters and agglomeration effects as locational advantages. Two recent literature reviews (Nunnenkamp, 2002; Loungani et al, 2002) mention the general importance of an investment friendly (stable) policy environment ​– including openness to trade; the existence of institutions in general; and the availability of human skills or human capital. Finally, some ‘government induced’ locational advantages may exist, not only in the form of investment incentives, but also related to the general economic and political climate and stability. 

The empirical test of the impact of BITs on FDI was hence corrected for the following independent variables: market size (GDP) and market growth (GDP growth); skills and wages (secondary schooling); technological infrastructure (telephone lines); openness of trade policy (import tariffs); investment climate (macroeconomic stability); and resource richness.

GDP. GDP is used as an indicator of (potential) market size. It is measured as the three-year average around each focal year of total GPD, measured in millions constant 1995 US dollar (data source: World Bank World Development indicators (WDI)). Market size is generally expected to be of positive influence on FDI.

GDP growth. GDP growth is used as an indicator of market growth. It is measured as the three-year average around each focal year of the annual percentage of GDP growth (data source: WDI). Higher GDP growth is expected to lead to higher FDI.

Secondary Schooling. Secondary schooling is used as a proxy for the level of skills and wages of the workforce. It is measured as the secondary school enrolment as percentage of population for each focal year (data source: WDI). For the year 2000, the latest available data (1998) were taken. Higher rates of secondary schooling are often expected to lead to higher FDI. However, FDI seeking low labour costs may in contrast be attracted to areas with low rates of secondary schooling.

Telephone lines. The number of telephone lines is used as a proxy for technological infrastructure. The variable is measured as the three-year average around each focal year of the number of telephone mainlines per 1000 inhabitants (data source: WDI). A more advanced technological infrastructure is generally expected to lead to higher inward FDI.

Import tariffs. The average tariff a country imposes on its imports is used as a proxy for the openness of trade policy. It is measured as the three-year average around each focal year of the unweighted average import tariffs (Data source: World Bank compilation of WDI, UN Trains, and other sources). Higher tariffs, or a closed trade policy, are often considered to deter FDI, as the costs of (imported) inputs would be higher on average. However, the so-called tariff-jumping argument would suggest that high tariffs also attract FDI, as it may gain a firm a competitive advantage vis-à-vis those foreign firms that supply the market through exports.
Macroeconomic Stability Index. The level of macroeconomic stability is used as a proxy for the (economic) investment climate. The index is composed of three elements: the percentage of inflation, and the total government debt and the budget balance (percentage) (data source: WDI). Each element was transposed to a 0 to 1 scale with the ‘0’ assigned to the lowest inflation, lowest debt, highest positive balance and the ‘1’ to the highest inflation, highest debt, highest negative balance; across all years. The scores for each country on the three elements on the 0-1 scale were then averaged. Higher values correspond with higher instability and are expected to be negatively related to FDI.

Natural resources. The sum of a country’s world share in production of a) fuels, b) industrial minerals and c) metals – the three types of natural resources as distinguished by the US Geological Survey – is used as a proxy for a country’s riches in natural resources. The shares of a country in worldwide production of each of the three types of natural resources is calculated by taking the unweighted average share of countries in world production of the most important minerals in each category. The most important minerals in each category are selected on the basis of the dollar value of total production in the year 2000. For fuels, this study uses the average in share of world production of natural gas and crude oil (data source: compiled from the International Energy Agency). For industrial minerals, the most important ones include lime, potash, salt, phosphate rock and soda ash; for metals, iron, copper, gold, zinc and platinum & palladium are included (data source: compiled from US Geological Survey). A higher share in the production of natural resources is anticipated to be associated with higher inward FDI. 
Analysis 

The impact of BITs on FDI is examined using OLS regression with the variables specified above, for each of the three cross sections: 1990, 1995 and 2000. 

Corrections for non-linearity have been made for those variables that appeared to be severely skewed (at the 5% level) in order to satisfy the assumption of linearity underpinning OLS regression. Corrections were made for FDI inward stock, GDP and Import Tariff by transforming them to a logarithmic scale; natural resources by taking the square root. The absence or presence of such corrections may vitally impact on the final results that are obtained. For example, the UNCTAD study (1998) estimated its model twice, once with all variables uncorrected, and once with all variables transformed to a logarithmic scale (without any specific reason or reference to the non-linearity of the variables). The results indicated that the positive effects for BITs on FDI to which UNCTAD concluded, only occurred in those estimations where no variables were transformed to normality, and which therefore actually could not be used in OLS regression.

The regression equation is estimated both using the entire sample as well as for the sample consisting of developing countries only. To account for potential time lags in the effect of BITs on FDI, two additional equations were estimated where the differences for the variables BITs and FDI between 1990-1995, and between 1995-2000 were included together with the other independent variables for the later years (1995 and 2000 respectively). These two equations also capture the problem of reversed causality, i.e. when only after the investment is made a firm urges its home government to negotiate an investment treaty. Though this would still imply a positive relation between BITs and FDI, the sequence of the events is different. 

Due to the low number of observations in 1990 for the variable Import tariffs, the number of cases on which the overall regression estimation is based, is low for that year. As the equation on the difference in 1990-1995 uses only the difference in FDI and BITs in those years, and the values for the other variables for 1995, the number of cases for this regression estimation is higher. 

5. Results 

The descriptive statistics and correlations for all variables for each of the focal years are displayed in table 3. All independent variables except GDP growth are strongly correlated with FDI. Bilateral Investment Treaties appear to become even more robustly related to FDI during the 1990s. Many of the independent variables are also correlated with each other, meaning that there might be a risk of multicollinearity. Collinearity diagnostics (VIF statistics) for all the results discussed below indicated however that this was not the case. All VIF statistics were far below the common threshold value of 10, above which multicollinearity becomes a problem. 

[Table 3 approximately here]

Table 4 gives an overview of the results of the estimation of the regression equations for the entire sample. All regressions for the focal years have very high and significant R-squares, indicating that the variables included in the model very well explain the differences in FDI across countries. The estimations for the effects of a change in BITs on a change in FDI have less high – but still considerable – R-squares.

[Table 4 approximately here]

The most important independent variable that explains FDI is total GDP, the proxy for market size. It has not only high Beta-coefficients (in comparison with the other independent variables) but it is also the only variable that is significant in all equations. GDP growth rates appear to have been an important determinant of FDI in the early 1990s, while the education of the workforce becomes a significant determinant in the year 2000. The results for the late 1990s also indicate that ‘tariff-jumping’ as motive for FDI has lost its appeal. Instead, foreign investors are drawn to countries with low import tariffs. Furthermore, the presence of natural resources attracts FDI, while macroeconomic instability deters it. Bilateral Investment Treaties however have no effect at all on foreign direct investment (negative nor positive). The entire positive correlation that table 3 showed between BITs and FDI, is explained away when other determinants are entered into the model.

The same equations were estimated again but then for the sample of developing countries only. The results are displayed in table 5, and are generally similar to the overall pattern of determinants of FDI. Total GDP is again the most important determinant of FDI, and GDP growth is again significant in the early 1990s. The level of education of the workforce explains a significant part of change in FDI in the late 1990s. An open trade policy appears to have been even more important for developing countries in the late 1990s to attract FDI than the analysis of the entire sample suggested; and the same is true for macroeconomic stability. Similar also to the results of the estimation using the entire sample, is the absence of any significant impact of Bilateral Investment Treaties on FDI. 

[Table 5 approximately here]

6. Conclusion and Discussion 

This paper examined the role of BITs in enhancing FDI. Developing countries in particular received attention, as these countries seem to be the most eager to attract FDI to supplement their local capital base. Across various academic disciplines that address the issue of BITs, and investment regulation in general, the presence of BITs is generally believed to be an important means for attracting FDI. BITs give foreign investors protection against expropriation of their property, as well as against all kinds of host government measures that have a similar (partial) effect. Focusing on the 1990-2000 period, as it was then that the surge in FDI was paired with similar big increases in the overall number of BITs signed, this study found however – contrary to expectations and the results of the few existing empirical studies – that when corrected for other determinants of FDI, a larger number of BITs signed by a country did not lead to significant increases in inward FDI. FDI into developing countries is at the moment much stronger triggered by market size, macro economic stability, a high educational level of the population, the presence of natural resources and an open trade policy than by international institutional arrangements such as BITs. 

The results of this study raise many questions. The first would be why empirical studies examining the effectiveness of BITs have been so scarce, while observers and researchers noted the importance of this subject. Another questions refers to the consequences of these results for the future of negotiations of BITs, and a possible multilateral agreement on investment. At the moment, the WTO is busy preparing negotiations on multilateral investment regulation within the framework of the Doha Round. The World Bank also seems to be putting its weight behind an international (multilateral) agreement on investment. In the meantime, countries continue to sign bilateral treaties that apparently attract no significant FDI, but that do involve costly negotiations. With the WTO negotiations reaching an impasse at Cancún, the US is re-affirming its commitment to bilateral negotiations. This concluding section explores possible explanations for these phenomena that may guide further research.


As regards the lack of present studies, a prime reason is the lack of sufficient and relevant data. Lists of BITs have only very recently become digitally available and bilateral FDI data are only available for developed country partners. But this alone would not fully explain the lack of research. One might wonder for instance why host or home countries themselves have not studied the effectiveness of the BITs they concluded. One explanation might be that BITs are signed for more reasons than the attraction of FDI alone. When political motivations drive the signature of BITs, their effectiveness is less of an issue. Examples of such political motivations are the case in which BITs are concluded as a sign of ‘friendship’ between two countries, as a sign of international commitment to investment liberalisation, or when BITs are treated as a means to build ‘negotiation capacity’ for future (multilateral) negotiations when the stakes are higher. 

These additional reasons for the signing of BITs may also imply that – despite their lacking appeal in attracting FDI – they do not necessarily have to be denounced as being obsolete. The absence of increased investments due to BITs does not necessarily mean that countries should stop signing them. For foreign investors, a BIT is still not a void text as the list of cases that have appeared before the ICSID, the (International Centre for the Settlement of Investment Disputes) shows. It might be also the case that investors make their investment decision not on the basis of the presence of a BIT, but, when having made the investment, would prefer to have it protected as much as possible. Anecdotal evidence shows that major firms lobby home or host (or both) governments to sign such a treaty after they have made the initial investment. In this case only a limited amount of FDI would be necessary for triggering a BIT, implying that statistically, the relationship of FDI and BITs cannot be established using macro-data, as the present study has done.

Further research, especially with more detailed FDI data, could shed light on these questions. Distinctions could then perhaps be made regarding different types of FDI (e.g. by sector, or type of activity – sales or production for example) that may be affected differently by the conclusion of a BIT. The inclusion of other non-bilateral treaties that have ‘BIT’-like clauses (NAFTA and the EU in particular) could further enhance our understanding regarding the role of international investment treaties and regulation in stimulating FDI. A simple distinction between inward FDI to developing countries originating from developed versus developing countries, could elucidate the motives behind the recent boom in BITs among developing countries. 

Case studies and other more qualitative research could further elucidate our understanding of the effects of BITs on FDI. Interviews with BITs negotiators could reveal their motives for signing BITs, possibly also explaining for the difference in BIT signature across countries; while discussion with representatives of MNEs might make their perceptions of the role that BITs play in their investment decisions more clear. 
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Table 1. Number of BITs (cumulative) signed by the largest countries

	
	1990
	2002
	
	
	1990
	2002

	Sweden
	18
	54
	
	Canada
	3
	24

	Argentina
	3
	54
	
	Spain
	5
	51

	Belgium
	27
	72
	
	Brazil
	0
	14

	Switzerland
	44
	105
	
	China
	27
	107

	Russian Federation
	15
	56
	
	Italy
	27
	81

	Mexico
	0
	15
	
	United Kingdom
	44
	95

	Australia
	2
	21
	
	France
	44
	98

	India
	0
	46
	
	Germany
	69
	131

	Netherlands
	29
	89
	
	Japan
	3
	10

	Korea, Rep.
	20
	62
	
	United States
	13
	45

	
	
	
	
	
	
	

	
	
	
	
	World total
	446
	2181


Source: UNCTAD
Figure 1. Waves in number of BITs signed (by partner signatories, cumulative)
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Table 2. World FDI stock and BITs, relation between developed* and developing countries

	
	FDI stock (mil US$)
	
	BITs cumulative (numbers)

	
	1990
	1995
	2000
	
	1990
	1995
	2000

	Total World
	1,721,462
	2,854,853
	6,086,428
	
	446
	1,327
	2.024

	
	
	
	
	
	
	
	

	Of which:
	
	
	
	
	
	
	

	Intra-developed countries
	80%
	71%
	70%
	
	0%
	0%
	0%

	Between developed / developing country
	19%
	18%
	16%
	
	81%
	65%
	53%

	Intra-developing countries
	1%
	10%
	14%
	
	19%
	34%
	47%


* developed countries: EU-15, Norway, Switzerland, Japan, USA, Canada, New Zealand and Australia.

Source: Compiled from UNCTAD (2002) and OECD (2002) FDI statistics.
Table 3. Descriptive statistics and correlations

	
	
	mean
	s.d.
	n
	(1)
	
	(2)
	
	(3)
	
	(4)
	
	(5)
	
	(6)
	
	(7)
	
	(8)
	

	
	1990
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(1)
	FDI inward stock (log)
	2.85
	1.21
	146
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(2)
	BITs
	3.92
	6.38
	151
	0.41
	***
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(3)
	GDP (log)
	4.14
	1.00
	138
	0.77
	***
	0.53
	***
	
	
	
	
	
	
	
	
	
	
	
	

	(4)
	GDP growth
	2.57
	4.82
	143
	0.04
	
	-0.01
	
	0.00
	
	
	
	
	
	
	
	
	
	
	

	(5)
	Sec. School, %
	51.81
	31.55
	141
	0.48
	***
	0.39
	***
	0.66
	***
	-0.10
	
	
	
	
	
	
	
	
	

	(6)
	Imp. Tariff (log)
	1.16
	0.35
	82
	-0.35
	***
	-0.13
	
	-0.26
	**
	0.01
	
	-0.53
	***
	
	
	
	
	
	

	(7)
	Tel.lines /1000 inh 
	125.84
	175.14
	150
	0.56
	***
	0.39
	***
	0.61
	***
	0.02
	
	0.76
	***
	-0.61
	***
	
	
	
	

	(8)
	Natural resources, sqrt 
	0.08
	0.12
	151
	0.38
	***
	0.30
	***
	0.67
	***
	-0.11
	
	0.38
	***
	-0.04
	
	0.25
	***
	
	

	(9)
	Macroec. Stability 
	0.43
	0.13
	124
	-0.20
	**
	-0.17
	*
	-0.08
	
	-0.21
	**
	-0.13
	
	0.20
	*
	-0.19
	**
	-0.04
	

	
	1995
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(1)
	FDI inward stock (log)
	3.02
	1.20
	171
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(2)
	BITs
	8.91
	10.91
	171
	0.52
	***
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(3)
	GDP (log)
	4.14
	0.96
	158
	0.84
	***
	0.64
	***
	
	
	
	
	
	
	
	
	
	
	
	

	(4)
	GDP growth
	3.54
	6.06
	161
	0.03
	
	-0.13
	
	-0.01
	
	
	
	
	
	
	
	
	
	
	

	(5)
	Sec. School, %
	60.62
	34.85
	161
	0.51
	***
	0.57
	***
	0.63
	***
	-0.12
	
	
	
	
	
	
	
	
	

	(6)
	Imp. tariff (log)
	1.08
	0.29
	126
	-0.40
	***
	-0.29
	***
	-0.36
	***
	0.14
	
	-0.54
	***
	
	
	
	
	
	

	(7)
	Tel.lines /1000 inh 
	155.41
	189.60
	170
	0.54
	***
	0.44
	***
	0.60
	***
	-0.06
	
	0.79
	***
	-0.64
	***
	
	
	
	

	(8)
	Natural resources, sqrt 
	0.08
	0.11
	171
	0.52
	***
	0.40
	***
	0.68
	***
	-0.06
	
	0.36
	***
	-0.07
	
	0.24
	***
	
	

	(9)
	Macroec. Stability 
	0.46
	0.12
	149
	-0.40
	***
	-0.14
	*
	-0.32
	***
	-0.28
	***
	-0.35
	***
	0.26
	***
	-0.35
	***
	-0.11
	

	
	2000
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(1)
	FDI inward stock (log)
	3.41
	1.17
	171
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(2)
	BITs
	13.62
	13.81
	171
	0.58
	***
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(3)
	GDP (log)
	4.22
	0.96
	153
	0.88
	***
	0.68
	***
	
	
	
	
	
	
	
	
	
	
	
	

	(4)
	GDP growth
	3.52
	3.79
	155
	0.11
	
	0.01
	
	0.03
	
	
	
	
	
	
	
	
	
	
	

	(5)
	Sec. School, %
	63.35
	33.44
	143
	0.59
	***
	0.57
	***
	0.64
	***
	-0.01
	
	
	
	
	
	
	
	
	

	(6)
	Imp. tariff (log)
	0.95
	0.32
	127
	-0.21
	**
	-0.13
	
	-0.14
	
	-0.11
	
	-0.39
	***
	
	
	
	
	
	

	(7)
	Tel.lines /1000 inh 
	186.19
	211.50
	170
	0.58
	***
	0.42
	***
	0.66
	***
	-0.01
	
	0.80
	***
	-0.47
	***
	
	
	
	

	(8)
	Natural resources, sqrt 
	0.07
	0.10
	171
	0.51
	***
	0.42
	***
	0.67
	***
	0.02
	
	0.34
	***
	0.06
	
	0.21
	***
	
	

	(9)
	Macroec. Stability 
	0.38
	0.07
	146
	-0.40
	***
	-0.21
	**
	-0.33
	***
	-0.23
	***
	-0.25
	***
	0.26
	***
	-0.34
	***
	-0.22
	***

	*** sig at 0.01
** sig at 0.05
* sig at 0.1


	Table 4 Results of OLS regression, full sample

	
	1990
	
	1995
	
	2000
	
	Δ90-95
	
	Δ95-00
	

	BITs
	0.05
	
	0.01
	
	0.05
	
	0.07
	
	0.09
	

	GDP (log)
	0.54
	***
	0.70
	***
	0.69
	***
	0.56
	***
	0.51
	***

	GDP growth
	0.22
	***
	0.05
	
	0.01
	
	0.15
	**
	0.03
	

	Sec. School, %
	0.03
	
	0.10
	
	0.18
	***
	0.10
	
	0.31
	***

	Imp. tariff (log)
	-0.12
	
	-0.05
	
	-0.08
	*
	-0.08
	
	-0.11
	

	Tel.lines /1000 inh 
	0.18
	
	0.03
	
	-0.05
	
	0.03
	
	-0.22
	*

	Natural resources, sqrt 
	0.18
	**
	0.06
	
	0.13
	***
	-0.05
	
	0.20
	**

	Macroec. Stability 
	0.04
	
	-0.07
	
	-0.09
	**
	-0.04
	
	-0.03
	

	
	
	
	
	
	
	
	
	
	
	

	F
	34.37
	***
	54.36
	***
	104.41
	***
	15.24
	***
	21.53
	***

	R2 (adjusted)
	0.78
	
	0.78
	
	0.89
	
	0.51
	
	0.61
	

	N
	75
	
	118
	
	105
	
	110
	
	105
	

	*** sig at 0.01
** sig at 0.05
* sig at 0.1


	Table 5 Results of OLS regression, developing countries only

	
	1990
	
	1995
	
	2000
	
	Δ90-95
	
	Δ95-00
	

	BITs
	-0.01
	
	-0.05
	
	0.00
	
	0.15
	
	0.02
	

	GDP (log)
	0.59
	***
	0.73
	***
	0.74
	***
	0.50
	***
	0.69
	***

	GDP growth
	0.29
	***
	0.05
	
	-0.04
	
	0.15
	*
	-0.02
	

	Sec. School, %
	0.00
	
	0.04
	
	0.10
	
	0.06
	
	0.21
	**

	Imp. tariff (log)
	-0.15
	
	-0.06
	
	-0.11
	**
	-0.07
	
	-0.14
	**

	Tel.lines /1000 inh 
	0.16
	
	0.03
	
	0.04
	
	0.07
	
	0.00
	

	Natural resources, sqrt 
	0.18
	
	0.08
	
	0.16
	**
	-0.03
	
	0.11
	

	Macroec. Stability 
	0.04
	
	-0.13
	*
	-0.12
	**
	-0.04
	
	-0.10
	*

	
	
	
	
	
	
	
	
	
	
	

	F
	15.56
	***
	26.22
	***
	58.28
	***
	12.06
	***
	43.36
	***

	R2 (adjusted)
	0.68
	
	0.68
	
	0.85
	
	0.50
	
	0.80
	

	N
	55
	
	98
	
	85
	
	91
	
	85
	

	*** sig at 0.01
** sig at 0.05
* sig at 0.1








� 	The US economy is now a net capital importer and its government much more willing to ‘compromise’. It has even ignored certain obligations of some of its own BITs. For example, the Exon-Florio amendment (1988) allowed the US president to suspend or prohibit foreign acquisitions, mergers, or takeovers of U.S. companies (against BIT provisions) if that threatened national security.


� 	See however Luo (2001) who highlights that recent advancements in IB also address the possibility of mutually beneficial relationships 


� 	In fact, also an estimation of the regression equation specified in the current study with un-transformed variables, led to positive and significant results for the impact of BITs on FDI.
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