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a b s t r a c t 

Policy makers in the Asia Economic Community (AEC) engaged in the integration of the countries in the region 

have so far focused their attention on measures affecting commodity markets. Integration of investment activities 

should follow in the future. To achieve integration, the policy makers will have to harmonize investment rules. 

This paper discusses some of the major theoretical and empirical issues of investment governance. The theory 

is quite clear that, in most cases, cooperation and harmonization of investment rules should be beneficial for 

countries, a conclusion that is strongly supported by empirical evidence. However, the theory is less clear about 

specific rules. Though it is still evolving, the theory does provide useful guidance to policy makers in the AEC for 

negotiating more complete and efficient contracts involving foreign investment. 
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The Asia Economic Community (AEC) has made impressive eco-
omic progress over recent decades largely by enhanced integration of
ommodity markets in the region. Existing integration in East Asia has
rimarily included measures to enlarge market access, to reduce trade
osts, to create better business conditions for investment and to improve
onnectivity in transportation and other infrastructure networks. How-
ver, the AEC countries recognize that the overall goals are not static
nd that further and deeper integration will be needed to ensure a con-
inuous reinvention of the region to maintain and enhance its relevance
n an evolving global economy. Among other initiatives, this will call
or closer integration of financial markets and for measures leading to
he establishment of a more transparent, predictable and operationally
ffective system of investment promotion and investment security for
oreign direct investment (FDI) across the region. 

Cooperation and investment agreements with other countries in and
utside the region should target three key issues of investment policy:
1) how to establish effective tools to attract FDI and facilitate FDI flows,
2) how to minimize investment disputes and, once disputes occur, (3)
ow to resolve disputes fairly and effectively. This paper has four ob-
ectives: (i) To identify and discuss the main issues stemming from crit-
cisms of existing investment agreements – bilateral, regional and mul-
ilateral. (ii) To show how economists explain the desirability of invest-
ent agreements. (iii) To provide empirical evidence on the effects of

nternational investment agreements (IIAs) on FDI flows and the per-
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ormance of international arbitration. And, finally, (iv) to derive policy
mplications for the Asian Economic Community. 

Most of the criticism of investment agreements has come from the
egal literature and from political scientists identifying litigation, repu-
ational costs, reduced policy space and uncertainty of the law as the
ain costs of investment agreements. I take a different approach in

his paper, based on economic analysis. I draw on economic theory
o show the desirability of investment agreements. There has been a
roliferation of economic literature discussing and empirically evaluat-
ng the importance of investment agreements for FDI flows, and I draw
n the main conclusions from that empirical literature. Early empiri-
al evidence on the performance of international arbitration also ex-
sts, and I provide a brief review of its most important findings and
onclusions. 

Unfortunately, the theoretical literature on investment agreements
s relatively limited. However, the literature can, and has, drawn on
he rich debate originating in the trade literature and the literature on
egulations. I adopt the same approach and use what I consider to be
he relevant elements of these two streams of economic literature. As I
rgue, findings from both streams can be very helpful in guiding policy
akers to conclude investment agreements, but they are somewhat less
elpful regarding the optimal design of specific rules. 

The paper is organized as follows. Section 2 looks at the desirability
f international investment agreements from the theoretical perspective.
ection 3 briefly reviews the empirical evidence assessing the effect of
IA on FDI and the performance of international arbitration courts. The
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1 Note that rule imperfections may also originate in rules that not credible 

at the time of signing the agreement (e.g., the rules may be perfect, but their 

administration is carried out by corrupt politicians) but become credible later 

on once they are administered by different (honest in our example) politicians. 

This case is not considered here. The perfect rule should cover the possibility of 

changes in external conditions as is the case with the rule of flexible exchange 

rates. 
2 The literature on monetary policy is vast and goes back to Simons (1936), 

followed later by Friedman (1960). For the literature on time–consistency of 

monetary policy, see, for example, the original piece by Fischer (1988) which 

was followed by work by Taylor, Henderson and McKibbin, leading to what is 

known as the Taylor rule. For an assessment of the debate, see Taylor ( Taylor, 

2017 ). 
3 See Buol and Vaughan ( Buol and Vaughan, 2003 ). 
4 Drawing on the work of Johnson [ ( Johnson, 1953 )/4], Bhagwati and Ra- 

maswami ( Bhagwati and Ramaswami, 1963 ) and Markussen ( Markussen, 1975 ), 
olicy implications of the theoretical arguments and of the empirical
iterature for the AEC region is discussed in section 4. 

o we need international investment agreements? 

As is standard in economics, the economic theory of investment
greements begins by implicitly assuming that individuals, firms and
overnments have choices to make. This section aims to answer the fol-
owing questions using existing economic literature: Should countries
ooperate? If cooperation is chosen, what are the conditions for suc-
ess? How realistic are those conditions? To answer these fundamental
uestions, I draw on the trade literature, which has provided a far richer
heoretical discussion of agreements than has the literature on FDI. 

The choice to be made by governments when conducting trade and
nvestment policies is whether it will pursue discretionary policy or, al-
ernatively, seek to cooperate with foreign countries. Trade theory has
istorically viewed the choice as being between free trade and protec-
ion. For most practical purposes, countries were seen as ‘small’ entities
hich faced world prices that they could not influence. It was, there-

ore, at the discretion of a country to decide whether it would protect
ts markets or pursue free trade. However, later literature emphasized a
ifferent aspect of trade – interdependence. The basic idea is that every

rade policy measure also affects foreigners. This necessitates bargaining
ith foreign countries to cooperate and to agree on rules of trade. 

Similar reasoning can be applied to capital movements, including
DI. In a perfect world with no restrictions on capital movements,
urrent account imbalances are corrected for by price flexibility, and
nflationary price effects are effectively neutralized by central banks,
hose mandates are typically dedicated to price stability. In an imper-

ect world, however, (i) exchange rates are managed, (ii) domestic prices
ay not be perfectly flexible and/or may be distorted, (iii) various re-

trictions are imposed on foreign investment (e.g. ’strategic’, promotion,
griculture, utilization of natural resources, intellectual property rights
IPR), etc., (iv) government decisions are subject to public policy con-
iderations (e.g., environment, labor rights) and (v) take into account
lobal competition including competition in rule-setting. The presence
f imperfection means that rules to improve the decision-making process
nd to make optimal decisions are needed. In addition, it is important to
ecide whether the rules should be set at the sole discretion of national
overnments or through negotiations with other countries. 

The choice between discretion and cooperation has been treated in
conomic theory in two different streams of literature. The first stream
ooks at the time-consistency of rules. The second stream is found in the
ramework of theory of trade agreements and seeks to identify condi-
ions under which trade agreements are welfare enhancing, and to as-
ess the properties of different trade rules under optimal arrangements
f trade agreements. 

iscretionary policy or cooperation? (Time consistency of rules) 

An important part of the answer to this question involves deciding
hether rules of trade are sustainable over time. Trade rules must be

ime consistent in order to ensure that cooperation works. The debates
bout time consistency of rules originated in the influential work of
ydland and Prescott ( Kydland and Prescott, 1977 ), who argued that
ules matter and that optimal rules must have certain desirable prop-
rties. They examined policy options not only at a particular point in
ime but also over time. Their pioneering contribution was to empha-
ize the importance of time consistency when choosing among differ-
nt policy options. Governments need to set rules that are credible, and
ime-consistency provides in their view credibility to policies. 

The practical task of establishing credible rules over time will be
omplicated if there are imperfections in rule setting. If the conditions
nder which policy rules were originally set change over time, govern-
2 
ents may not be willing to commit to their own rules in the future 1 .
hey may see it beneficial for the society that they break their own rule.
owever, their new policy must also be seen as beneficial by the society
nd must, therefore, be credible. In other words, the new policy will still
equire cooperation by the society. 

Kydland and Prescott’s ideas have been widely adopted in other
ranches of economics including, for example, macroeconomic policy,
onetary policy, taxation, and public policy, among others. 2 Their main

ontribution to the debate on the rules vs. discretion was to show that
iscretionary policy can produce undesirable long-run outcomes even
n a world with little uncertainty, good policy tools and public-spirited
olicy makers. 3 

The idea and the condition of time- consistency have been widely de-
ated. Perhaps the most famous example of the debate is what is known
s the Taylor rule ( Taylor, 2017 ) in monetary policy. The rule sets guide-
ines for central banks to adjust interest rates in response to changes in
conomic conditions. While the rule has been widely received with a
reat deal of optimism and actually applied by several central banks, it
as also been subject to criticism, and Taylor himself as well as Kydland
nd Prescott (2004) later called for some degree of caution in the use of
he rule. 

nternational trade and investment agreements? (Prisoner’s dilemma) 

The second theoretical approach guiding the choice between discre-
ion and cooperation comes from the theory of optimal trade agree-
ents. As noted above, trade theory has historically emphasized the

ole of free trade. Governments would adopt free trade policies and
ot seek international cooperation in the form of an international trade
greement, provided that trade takes place under specific conditions.
he traditional theory assumes that (i) all markets are perfectly com-
etitive; (ii) production occurs under constant or decreasing returns to
cale; (iii) there are no externalities; (iv) the countries do not affect the
rices at which they trade internationally; and (v) governments pursue
he objective of maximizing national income and social welfare. 

Once any of these assumptions is violated, however, the picture
hanges fundamentally, and economic theory takes a very different view
n cooperation. There are, again, at least two different approaches taken
y international trade economists to answer the question of whether
ountries should cooperate. One school of thought has been to approach
hese questions from the perspective of game theory and in the context of
ptimal trade agreements. This involves identification of gains for coun-
ries from coalitions with their foreign partners. The coalitions (agree-
ents) must conform to certain rules in order to distribute the benefits

f the coalitions. The game-theoretic approach has been adopted and
eveloped, in particular, by Bagwell and Staiger ( Bagwell and Staiger,
001a ), b , 2016 , Markussen ( Markussen, 1975 ), Maggi and Rodriguez-
lare ( Maggi and Rodríguez-Clare, 2007 ) and Horn et al. ( Horn et al.,
010b ) in the theory of optimal trade agreements 4 and by Aisbett et
l. ( Aisbett et al., 2010b , Aisbett et al., 2010a ) and later by Horn and
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angeras ( Horn and Tangeras, 2018 ) in their work on optimal invest-
ent agreements. 5 An alternative approach, drawing deeply from psy-

hology, economic behavior, and organization, has been focused on
he principles of adaptation, mitigation and risk taking by economic
gents.(e.g. ( Konrad, 2016 )a). 6 Since the debate about IIA is about rules,
n this section discussion is limited to the first approach. 

The game theoretic approach to cooperation is quite clear in claim-
ng that countries can gain by cooperating (i.e., by signing trade agree-
ents), and that those gains come from improvements in access to each

ther’s markets through reciprocal tariff reductions. Since the terms
ust be established through negotiations between countries, trade theo-

ists assume that countries will not undertake unilateral tariff reductions
ut will negotiate reciprocal reductions with trading partners. Countries
ace a ‘prisoner’s dilemma’ in which the pursuit of one partner’s indi-
idual interests will not make the countries better off, but the pursuit
f joint interests and welfare will. While these ideas have been formu-
ated for trade, similar logic is adopted in the case of cooperation in
nvestments as discussed below. 

ooperation, but on what terms? (Incomplete rules and contracts) 

An agreement (i.e. cooperation) per se does not necessarily imply
hat the agreement is efficient. On what terms should cooperation take
lace? Here the answers become far more complicated. A key condi-
ion of efficiency, defined in the literature in terms of Pareto conditions,
s that countries’ concessions have desirable properties of externalities.
hese externalities in trade occur in the foreign countries as a result of
he home country’s tariff reduction. In the investment area, these exter-
alities can also reflect expanded investment due to improved market
ccess. Externalities can be positive or negative, depending on each pol-
cy instrument, but, clearly, an efficient trade agreement can only be
chieved if both countries believe that social welfare in both countries
s enhanced by the agreement. 7 

The second reason agreements may not be efficient is incomplete-
ess; these are actually the origins of the externalities. As pointed out
y Grossman and Horn ( Grossman and Horn, 2012 ), actual trade agree-
ents are incomplete in various ways. First, contractual bindings are

ess responsive to changes in the underlying economic and political
nvironment than they should ideally be. Second, agreements do not
ind all policy instruments, but leave discretion over certain policies
o the parties. Third, contractual provisions are expressed vaguely in
rder to save negotiators’ time. 8 The presence of asymmetric informa-
ion as a possibility is another case in point. As Grossman and Horn
 Grossman and Horn, 2012 ) themselves state, asymmetric information
etween contracting parties and the court can seriously affect the assess-
ent of injuries in arbitrations and the extent to which they are verifi-

ble. Stiglitz ( Stiglitz, 2007 ) emphasized another element of incomplete
he modelling work originated in Bagwell and Staiger [( Bagwell and Staiger, 

990 ), ( Bagwell and Staiger, 2001a ), b and ( Bagwell and Staiger, 2002 )] fol- 

owed later by Maggi and Staiger ( Maggi and Staiger, 2008 ). 
5 The key element of this approach is an analysis in the framework of Nash 

quilibrium that may not be always seen as conforming strictly to game theory. 
6 Other useful references include, for example, Janeba ( Janeba, 2016 ), Kohler 

nd Stohler ( Kohler and Stohler, 2016 ), Konrad ( Konrad, 2016 ), and Schjelderup 

nd Stohler ( Schjelderup and Stohler, 2016 ). 
7 This is achieved in the modelling exercises by assuming that both parties 

re maximizing national welfare but recognizing that national welfare can be 

ncreased by cooperation, and in doing so, they also increase joint welfare. 
8 These are all practical problems, which I later describe as a problem of im- 

lementation of agreements, i.e. contracts are not perfectly explicit and they 

re incomplete. Formally, incompleteness of contracts has been explained in 

he theoretical literature as related to four elements: (i) bounded rationality 

haracterized by failure to know all the alternatives, uncertainty about relevant 

xogenous events, and the inability to calculate consequences; ii) transaction 

osts, (iii) non-verifiability and (iv) strategic ambiguity. See World Trade Re- 

ort 2009, Appendix B-1, Geneva: ( WTO 2009 ). 
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ontracts – blaming imperfect markets and government preferences for
ncome differences. Moreover, the role of arbitrations in Investor-State
ispute Settlement (ISDS) is not considered in their models, which is
lso a limitation since arbitrations can be seen as providing an impor-
ant service for completing incomplete contracts. 9 

Externalities may vary from model to model. In the trade model of
orn et al. ( Horn et al., 2010b ), externalities are of three types – pro-
uction externalities, consumption externalities, and externalities aris-
ng with regard to trade volumes. These are the sources of uncertainty
hen designing optimal trade agreements. Therefore, the parties must
raft an agreement that resolves the problem of uncertainty and allows
hem to choose policies subject to the constraints set by the agreement.
inally, the theory recognizes that drafting, negotiating and policing
greements involve contracting costs which also influence the final de-
ign of optimal agreements. The more detailed the agreement, the higher
he contracting costs are likely to be, both in terms of the costs of defin-
ng the constraints on the policies and the contingencies. For simplicity,
orn and his colleagues define the range of policy instruments only in

erms of tariffs on imports and domestic subsidies, though they later
xtend the range to include consumption taxes. Given the basic struc-
ure of the model, they then work out the properties of an optimal trade
greement which improves on non-cooperative equilibrium. 

The models of optimal trade agreements allow an interesting elabo-
ation of various aspects to be considered in negotiations of international
greements. In particular, the models make it clearer to policy makers
hich issues need to be considered when weighing the option of not

ooperating with trade partners. They also aid in considerations of the
ffectiveness of policy instruments. 

The complexity of designing optimal trade agreements obviously re-
uires agents to make a number of simplifying assumptions, some of
hich are quite strong. First, following the literature on optimal tariffs,
orn et al. ( Horn et al., 2010b ) assume that tariff changes will lead to
hanges in terms of trade. Clearly, this assumption may be suitable for
arge countries but its applicability to small countries may be question-
ble (e.g. ( Broda et al., 2019 )). Second, countries reach agreements via
egotiation; hence both rules and discretionary policies must be nego-
iated. This, in turn, means that maximization of joint welfare negotia-
ions is the single objective of the negotiations. Other negotiating games
uch as zero-sum- games are not considered here since the latter go in
rinciple against the objectives cooperation. In addition, how countries
espond to offers from trade partners depends on their response func-
ion. Reciprocity may not be a part of that strategy, or it may take differ-
nt forms. The principle of reciprocity is a key factor of cooperation, 10 

ut one that is not necessarily adopted as a necessary condition even
y some economists. 11 Third, the logic of trade agreements is to allow
overnments to escape the ‘terms-of-trade’ (prisoner’s) dilemma, i.e.,
rade liberalization under trade agreements may actually change terms
f trade and hence offset gains of trade liberation. Trade agreements can
lso serve other purposes, including protecting the interests of domes-
9 Note, however, that arbitrations can also act in exactly the opposite way. 
10 Can countries cooperate and be better off even without reciprocity? As 

hown by Riolo, Cohen and Axelrod ( Riolo et al., 2001 ) , cooperation can take 

lace without reciprocity. This case is not considered in this paper, as we assume 

hat countries decide to cooperate in return for some benefits. 
11 Note that reciprocity does not necessarily imply direct benefits from coop- 

ration. The benefits can be indirect, as we know from psychology. Countries 

ay cooperate despite their lack of commitment to particular rules because by 

ailing to do so, they would be punished by the market. To replicate Bowles 

nd Gintis ( Bowles and Gintis, 2013 ), who examine the reasons human beings 

aintain high levels of cooperation despite low levels of genetic relatedness 

mong group members, countries cooperate because they (increasingly through 

lobalization) have a predisposition to punish those countries that violate bene- 

cial group norms. Thus, the fear of punishment may be another factor driving 

ooperation. 
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ic economic agents and lobbies. 12 The latter would obviously require a
ifferent modelling exercise. Moreover, the particular problem of whose
nterests are actually targeted in international agreements is quite crit-
cal. Well-behaved social welfare functions with all required properties
ust be assumed. Translating this into specific political and institutional

rrangements, it must be assumed that governments truly represent the
nterests of society at large, that they act in response to transparent and
nstitution-free social choices, and that changes in those social prefer-
nces are also constrained by the agreement. Finally, Horn et al. ( Horn
t al., 2010b ) assume that international agreements impose limitations
n the use of policy instruments, not on the outcomes of the agreements.
his too, seems to be a serious limitation of their model since most trade
nd investment disputes arise from outcomes rather than from “mishan-
ling ” of policy instruments. 13 

In general, the existence of externalities is critical for justifying coop-
ration and international investment agreements ( Limao, 2019 ). IIAs are
mmensely valuable to foreign investors because (1) they can improve
arket access, (2) they lessen the uncertainty of investors (reducing le-

al fragility and addressing poor legal protections, instability of market
ccess and regulatory instability) and (3) they can lower costs of exoge-
ous shocks by setting rules for crisis management. IIAs can be equally
elpful to countries hosting foreign investment. IIAs can help by (1)
aking provisions to address domestic externalities of foreign invest-
ent (e.g. environmental damages), (2) performing as an instrument of
omestic income distribution and, in particular, (3) as an instrument for
overty alleviation, economic growth, balance of payment management,
nd employment. 

hat about specific rules? 

As suggested above, the guidance of economic theory on the role of
IA is relatively straightforward – negotiated arrangements can be the
ptimal choice for governments. The theory suggests, first of all, that a
egotiated arrangement can be welfare- improving. For this to happen,
t is important that the parties to the agreement (1) accept the principles
f reciprocity and (2) transparency, and (3) they agree to binding com-
itments. In addition, (4) it is important that agreements improve on or
itigate the effects of distortions affecting mutual investment relations

uch as over- or under- regulation ”. 
However, as noted above, we cannot make a similarly straightfor-

ard recommendation when it comes to the design of specific rules.
he most important of those rules in the current system of bilateral in-
estment treaties (BITs) are (5) the treatment of (non) discrimination
national treatment (NT) and most favored nations treatment (MFN),

6) definition and treatment of exceptions to the agreement, (7) safe-
uards and (8) rules concerning dispute resolution. However, BITs have
een criticized on the grounds of “bad rules ” of other types, and for the
bsence of certain rules. 14 The latter include rules on labor rights, en-
ironmental protection, employment of child labor, gender issues and
thers. I should also note that the problem about BIT is not also the con-
roversial issue of some rules but also the implementation of both the
greed rules and of dispute settlement. 

It is evident that many of these issues are of a practical nature, i.e.,
elated to the coverage of IIAs, on which economic theory has very little
o say. The theory obviously has a great deal to say about, for example,
nvironmental policy and its efficiency, but the choice to include en-
ironmental objectives into IIAs may not be a matter of efficiency but
12 Note that protectionists’ governments can also run into a prisoner dilemma 

f their policy. I am grateful to Henrik Horn for reminding me this important 

oint. 
13 Horn et al. ( Horn et al., 2010b ) assume that trade agreements only constrain 

olicies (i.e. tariffs) but not the volume of exports and imports, which is correct 

nless the agreements also limit the latter. 
14 Perhaps the most impressive critic of trade and investment rules is Rodrik 

 Rodrik, 2018 ). 
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ather of political expediency, and thus of political economy. Similar
bjections can be made about the treatment of labor rights and many
ther considerations. 

What remain the most frequently treated rules in the literature are
he four areas (5)-(8) noted above. Economists are particularly inter-
sted in rules about discrimination. The literature dealing with theories
f protection and discrimination goes back centuries, and while a ma-
ority of economists would emphasize the importance of free and com-
etitive markets, there continue to be strong voices of dissent. It would
e far beyond the scope of this paper to delve into the details of the
ebate. It may suffice to say that the national treatment (NT) has been
efended as the most efficient policy instrument in the literature both
n optimal trade agreements ( Horn et al., 2010b ) as well as optimal
nvestment agreements ( Horn and Tangeras, 2018 ). 

mpirical evidence 

Theory makes a strong case for cooperation and, specifically, for IIA.
ut what is the empirical evidence on the role of international invest-
ent agreements in promoting FDI? Do we have evidence of distortions

r of serious problems originating in arbitration and compensations? In
rder to answer these questions, this section briefly reviews the empiri-
al evidence on the effects of international investment agreements (IIA)
nd on the role of international arbitration. 

ffects of international investment agreements on FDI 

The literature on the effects of international investment agreements
n FDI is quite large. Studies such as ( Egger and Pfaffermayr, 2004 );
eumayer and Spess ( Neumayer and Spess, 2005 ) and Tobin and Rose-
ckerman ( Tobin and Rose-Ackerman, 2011 ) have found a significant
ositive impact of bilateral investment treaties on FDI. Their influ-
nce has also been examined in Desbordes and Vicard ( Desbordes and
icard, 2009 ), Egger and Merlo ( Egger and Merlo, 2007 ), Hallward-
riemeier ( Hallward-Driemeier, 2003 ), Kerner ( Kerner, 2009 ), Mina [
 Mina, 2009 ), 2012], and several UNCTAD publications. 15 There is a
airly large body of more recent literature, much of which reaches the
ame conclusions. 

Even many critics of globalization have found significant positive
mpacts. For example, in their comprehensive review of studies cover-
ng 2005–2008, UNCTAD ( UNCTAD 2009 ) found a positive relation-
hip between IIAs and FDI. However, the evidence has not been en-
irely straightforward, which has led to debate and controversy. In one
f the first studies on the effectiveness of IIAs, Sachs and Sauvant ( Sachs
nd Sauvant, 2009 ) claimed that there was no "conclusive evidence ” of
 positive relationship between IIAs and FDI. Their study is undoubt-
dly influential and led to an explosion of empirical studies including
hose noted above and many more. The literature has been reviewed by
acobs ( Jacobs, 2017 ), Pohl ( Pohl, 2018 ), and very recently by Brada
t al. (2021) . Sachs and Sauvant Sachs and Sauvant, 2009b themselves
ave somewhat modified their critical stand in their (2009b) study of
IA and double taxation treaties. Nevertheless, they, along with some
ther critics, remain cautious and strongly argue for significant changes
n the formulations of rules agreed in the IIAs. In order to make fur-
her progress in the empirical literature, Brada et al. (2021) carried out
 meta-analysis of more than 1000 estimates of the effects of IIAs on
DI. They confirmed that, even allowing for various differences in the
odeling and estimating procedures, the effect of IIAs on FDI was not
nambiguously positive. In sum, it is evident that the empirical evidence
s controversial, and the rest of this section provides a brief summary of
he main issues of the controversy. 

Hypotheses. The fundamental challenge of the empirical work is set-
ing the right hypotheses. In most cases, researchers have tested the key
15 For a review, see UNCTAD ( UNCTAD 2009 ). 
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16 For more detail, see Drabek and Mavroidis ( Drabek and Mavroidis, 2013 ), 

about problems arising from the absence of harmonized investment rules. 
17 Nguyen (2014) also found that broadening the definition of investment by 

moving from “Admission ” to “Establishment ” and including National Treatment 

in BITs gives more impetus for investors to support FDI flows in Vietnam. 
18 According to one survey, executives of foreign affiliates in manufacturing 

sectors found that DTTs are more important to their investments than they are 

to their counterparts in service sectors. With respect to BITs, resource extraction 

sectors have been particularly prone to various distortions brought about either 
ypothesis, whether IIA promotes FDI, so that IIA becomes a determi-
ant of FDI. Clearly, FDI is influenced by many other factors, and IIA
ust be seen as only one of those factors. However, the model specifi-

ations have differed and could have, therefore, been among the causes
f different outcomes. 

It can be argued that the treatment of benefits to a host country de-
ned solely in terms of changes in flows or stocks of FDI is too narrow.
onsider a country that seeks FDI in order to augment its low savings
nd investment rates, to enhance the technological level of its industry,
o improve its access to export markets, or to increase the level of its
oreign currency reserves. Most, if not all, of these targets would be de-
irable for many developing countries and emerging markets. Therefore,
t would be advisable to consider these benefits in designing the empir-
cal work and in specifying the models. At the very least, researchers
hould make a distinction between developed and developing countries
o account for their fundamental differences. Pari passu, countries may
eek cooperation for political or strategic benefits including, for exam-
le, seeing IIA as an instrument for improving domestic governance in
he host country. Similarly, countries may seek IIAs as a way to en-
ourage the development of particular sectors or as an instrument for
haping a particular income distribution. 

ethodological problems of evaluating the impact of IIAs on FDI 

The impact of IIAs on FDI is clearly only one of many facets that
an be considered in evaluating the effectiveness of IIA. We now have
mpirical evidence showing that the effects of IIAs on FDI depend on a
ange of political and social conditions , which are difficult to measure. A
tatistical analysis by Louie and Roussland ( Louie and Roussland, 2009 ),
or instance, suggests that if one does not take into account the quality of
ost-country governance, this results in the misleading conclusion that,
or example, Double Taxation Treaties (DTTs) encourage outward US
DI. But, irrespective of recent advances in quantitative indexes measur-
ng ambiguous concepts such as governance or institutions, it remains a
hallenge to carefully control for such intangible variables. 

Another complicating factor concerns the sectoral distribution of
DI. Do sectors matter in the estimation of the effects of IIAs on FDI?
oes the effectiveness of BITs in attracting FDI vary across economic

ectors? Most IIA provide investment protection for after establishment
perations and activities. However, it can be argued that investments in
ectors with a high degree of sunk costs respond more strongly to IIA.
he distinction between sectors with high sunk costs, such as extractive

ndustries, and low sunk costs sectors could go a long way towards ad-
ressing one key concern of the critics who seek to maximize the benefits
f FDI and thereby to maximize its contributions to the development of
he host country. 

iversity of IIAs 

The coverage and specification of rules in IIA is also important. Dif-
erences in IIAs create incentives for treaty hopping and can lead to
iases in tests of the effectiveness of IIAs. As Poulsen ( Poulsen, 2009 )
oted, "…. while DTTs are more or less standardized documents, BITs
an vary markedly in their substantive and procedural provisions. ” So
t is possible that the differing results partially arise from not control-
ing for variations in the content of BITs. For instance, one would expect
hat BITs with market access provisions should have a greater impact on
nvestment flows than BITs only covering the post-establishment phase.
imilarly, BITs which incorporate a legally binding consent to arbitrate
 wide range of investment disputes with private investors are likely
o be valued more highly by investors than BITs in which such consent
s limited or absent. While Yackee ( Yackee, 2010 ) finds that BITs with
trong arbitration provisions do not appear to have an impact on FDI,
here is certainly much scope for further work in this area. 

Results from research into the theory of trade disputes confirm the
mpact of various contractual distortions (e.g. ( Bown, 2002 ), Butler
nd Hauser, 2000 , ( Grinols and Perrelli, 2003 ), and ( Guzman, 2003 )).
5 
n trade, there are significant differences in the contractual treatment
f, for example, dumping, sanitary and phytosanitary measures (SMS),
echnical barriers to trade (TBT), or compliance with WTO rules. This
eans that externalities of trade agreements are likely to be different,
hich leads to differing origins of trade disputes. The “spaghetti bowls ”
f investment rules are arguably even more pronounced than those of
rade rules 16 but, interestingly, a positive relationship between IIA and
DI has been established even in the presence of heterogeneous IIA (e.g.
 Nguyen et al., 2014 )) 17 

ndogeneity 

Another issue is that trade and investments may be tied together, and
his also creates a problem in empirical assessment of the role of IIAs. For
xample, BITs are often concluded with countries with which investors
lready have other business relationships. In terms of the econometric
stimations of functions, we face a problem of endogeneity. Similarly,
igning BIT may be an element of a broader package of economic poli-
ies, and this simultaneous relationship is likely to lead to estimation
iases. To the extent that free trade agreements or IIA reforms are parts
f domestic investment and taxation regimes, the latter will have an im-
act on investment flows and should be taken into account. It is mainly
or this reason that Hallward-Driemeier ( Hallward-Driemeier, 2003 ) ar-
ued that BITs and IIAs should be a complement and not a substitute
or good governance. A similar point is made by Desbordes and Wei
 Desbordes and Wei, 2017 ). They find that BIT affects incentives in home
ountries and argue that governance and the sophistication of financial
evelopment in host countries also play a role. 

The problem with endogeneity is that it makes it difficult to dis-
ntangle causation from correlation: do investors choose to invest in
ertain countries as a result of IIAs, or are treaties signed between coun-
ries which already exchange large investment flows? Do Chinese invest-
ents abroad, for example, reflect the presence of IIAs/BITs or, instead,

re they an outcome of meetings between heads of states? No matter
ow many covariates quantitative studies try to include, they will have
o address this difficult problem. In their study on the effects of US DTTs,
or instance, Blonigen and Davis ( Bloningen and Davis, 2004 ) focus on
reaties entered into during the 1980s and 1990s, since the US did not
ursue DTTs with investment partners which were already important
uring those decades. Some of the earlier contributions in the field, how-
ver, fail to confront the endogeneity problem. In their important anal-
sis, Aisbett et al. ( Aisbett et al., 2010b , Aisbett et al., 2010a , Aisbett et
l., 2018 ) show that a widely quoted study fails to carefully control for
he possibility of reversed causality, which in turn brings into question
ts conclusion that BITs have a strong impact on FDI. 

echnical issues 

Furthermore, the empirical work is subject to a number of tech-
ical challenges. (i) Should FDI be measured as stocks or flows? Re-
earchers have used both. Perhaps the best-known protagonist of the
pproach based on stock data has been Egger (e.g., ( Egger and Pfaffer-
ayr, 2004 )). On the other hand, many other studies focus on FDI flows,

nd these differences in the treatment of FDI data may themselves ex-
lain some of the differences in findings. (ii) Level of aggregation and
ectoral treatment. It is sometimes argued that IIAs may be more im-
ortant in certain sectors than others, as noted earlier. 18 For example,
atural resource investors may have more interest in BITs than investors
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19 See UNCTAD, Investment Policy Hub, https://investmentpolicyhub.unctad. 

org/ISDS , and ICSID https://icsid.worldbank.org/en/ . 
20 Schultz and Dupont ( Schultz and Dupont, 2015 ), p.1150. 
21 The work of Alschner and his colleagues is an exception. See, for example, 

Allschner and Skougarewskiy ( Alschner and Skougarewskiy, 2016 ). 
22 The issue at hand is very similar to that faced in the research on trade dis- 
n less politicized sectors. (iii) Size of investment. It is believed by some
esearchers that the importance of IIAs in investors’ decision-making
rocesses is likely to depend on the size of the investment. The enforce-
ent mechanism can lead to significant arbitration costs for the host

ountry in disputes with large investors but may make the treaties more
r less redundant for small investors. Furthermore, very large multina-
ionals can often rely on diplomatic protection from their home state and
ay also be able to bargain for investor-state contracts with stronger le-

al guarantees than can small investors. Unfortunately, the investment
ata needed to capture the influence of the size of FDI on the provisions
f IIA are not available, which makes the hypothesis difficult to test.
iv) Conceptual problems. Research on the effects of IIA on FDI is also
ubject to several conceptual problems. The definition of FDI can vary
n different jurisdictions. For example, according to the World Bank def-
nition, portfolio investment exceeding 10% of the value of a company
ounts as FDI. This means that the distinction between portfolio and di-
ect investment is not entirely self-evident. Identification of the country
rigins of FDI may also be difficult in view of widespread practices by
ultinational corporations to move among different jurisdictions. (v)

ingle or cross-country data? Most studies of the links between IIAs and
DI have used cross-country data. Nevertheless, testing the relationship
as become increasingly popular with researchers studying single coun-
ries. (e.g., ( Nguyen et al., 2014 ) ). (vi) Econometric techniques. Finally,
ifferent econometric approaches to testing the hypothesis have been
aken. Each has its strengths and weaknesses. Most studies have relied on
ravity equations, and the theoretical issues have been well researched
n studies such as Anderson ( Anderson, 1979 ) and Anderson and Win-
oop (2003) . More recent studies have sought to make improvements by,
or example, employing panel data regressions on an augmented grav-
ty model with the fixed effects and the two-step generalized method of
oments (GMM) model specifications. 

ole of international arbitration 

Determination of FDI is clearly a process impacted by many factors.
nvestment disputes are of particular importance. Do investment dis-
utes discourage foreign investment or are they neutral with respect to
uture investment decisions? As noted in the previous section, invest-
ent disputes can be expensive and generate strong disincentives in

ountries seeking FDI. Unfortunately, the empirical evidence on this is
xtremely weak and in need of work. 

The existing empirical work covers three areas: (1) classification
f disputes; (2) drivers of investment disputes and (3) assessment of
nvestor-State Dispute Settlements (ISDS). As this section argues, the
mpirical evidence is extremely limited and, where it exists, it is highly
ontroversial. This is primarily due to an absence of data, the complexity
f the drivers of investment disputes, lack of theory, and methodological
ifficulties in assessing the value of arbitrations to countries. Moreover,
he role of disputes in investment markets is a relatively new field of
esearch. Therefore, it may be useful to briefly outline the main issues. 

hat do we know about investment disputes? 

The economic literature dealing with legal issues of FDI has focused
lmost entirely from the perspective of the impact of IIA on FDI rather
han that of the impact of actual disputes and arbitrations. As noted in
he previous section, the literature on the former, the impact of IIA on
DI, is quite large. In contrast, the literature on investment disputes has
een covered almost exclusively by lawyers. 

Critics saw the problem of investment disputes in the empirical pat-
ern of litigations. They asked who litigates and why? What are the main
egal reasons for litigation? Are the reasons legal or financial, strategic,
y malpractice by private investors or by discriminatory, or even predatory, 

overnment interference. 

p

t
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6 
conomic policy/regulations? Who benefits (awards/wins) from the dis-
utes? To answer those questions, they needed data on investment dis-
utes, which have been registered by several institutions, most notably
NCTAD and International Center for Settlement of Investment Disputes

CSID. 19 Detailed descriptions of these data sources are provided in their
egular publications. Unfortunately, there has been no systematic anal-
sis of the data beyond the following general findings. 

First, the claimants on the side of rich countries are typically large
rms. Small and medium scale enterprises enter arbitration proceed-

ngs much less frequently. Second, the disputes tend to be spread over
any sectors. Third, the role of claimants is also specific, it is typically
 private firm, in contrast to disputes between states. The key difference
etween trade and investment agreements is that, in FDI disputes, it is a
oreign investor who initiates the dispute. This has several implications.
or example, one of the principal drivers of action may be firm charac-
eristics including size, the sector in which the firm operates, etc. On the
ther hand, as in trade disputes, countries can choose to pursue disputes
y themselves, or they can participate as co-complainants, or as third
arties. They can also decide to free-ride in the disputes of others, and
his complicates identification of the origins of disputes. 

Fourth, it is interesting to note what the most frequently used le-
al instruments in investment disputes are. For some time, the majority
f disputes were governed by BITs; Schultz and Dupont ( Schultz and
upont, 2015 ) estimate the share of BITs at around 67% for the period
f 1972–2010. 20 Other legal instruments have also been used - other
IAs (12%), and investment laws of countries agreed by the parties to
he contracts (13%). More recently, disputes have been handled under
he disciplines of other agreements, such as the Energy Charter. Only
arely are disputes addressed using domestic law in conflicts involv-
ng investors from rich countries and poor countries as the defendant.
omestic courts are more likely to be employed in situations in which
artners to the agreement are from countries with relatively strong legal
ystems (typically IIA between North and North). However, what is far
ess clear is how IIAs differ in their treatment of investor protection, reg-
latory regimes, anti-competitive practices, and, in particular, specific
ules, as argued below. 21 

re the rules biased against poor countries? 

An area that has received much attention from scholars is the assess-
ent of relative costs and benefits of arbitrations. The debate has its

rigins in a similar debate among trade economists and lawyers going
ack to the 1990s ( Bhagwati and Hudec, 1996 ). Critics have argued that
xisting systems of arbitration are unfair, unfriendly to poor countries
nd biased against low income FDI-hosting countries. It is, therefore,
ot surprising that this issue has drawn attention from scholars, and
t is evident that empirical evidence regarding those claims would be
seful. 22 

Attempts to evaluate the performance of investment arbitrations in-
lude, in particular, studies of dispute resolution provisions in IIAs (e.g.,
 Pohl et al., 2012 )), costs of investment arbitrations ( Franck, 2011 ) and
tudies of the fairness of arbitral awards ( Franck, 2007 , 2010 , Franck,
011 ). Those studies have typically been written by lawyers and have
lso been widely contested by other lawyers (e.g., ( Van Harten, 2011 ),
chultz and Dupont 2014). As already noted, the findings from the lit-
rature remain highly controversial. 
utes – namely, ISDS is seen as detrimental “to the interests of developing coun- 

ries ”, and it is claimed that these countries do not have ” a meaningful way 

f participating in that system ”. See Horn and Mavroidis ( Horn and Mavroidis, 

006 ). 

https://investmentpolicyhub.unctad.org/ISDS
https://icsid.worldbank.org/en/
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A better understanding of the operational properties of rules sup-
orted by empirical evidence on rule breaches would go a long way
owards addressing the main criticisms of IIA –that the rules discrim-
nate against poor countries. In trade dispute resolutions, critics have
bserved that poor countries do not use the WTO Dispute Settlement
echanism (DSM) to the same extent as rich countries ( Horn et al.,

010a ). In the investment area, critics have made similar claims, but
hese do not seem to be supported by evidence. 

istribution of claims 

It is usually argued that the claimants in disputes are typically firms
rom rich countries, while the defendants are believed to be predom-
nantly firms and states of low-income countries (both emerging and
eveloping countries). However, a study by Schultz and Dupont (2014)
ound that over the period of 1972–2010, while rich countries did ac-
ount for 88% of all claims, they were also the targets of litigation in the
ajority of legal cases (53%). Moreover, investors won fewer cases dur-

ng the same period (87 cases) than host countries (112 cases). 23 A fairly
arge proportion of claims were settled without an arbitration award (ca
0%). Judging purely from the distribution of claims, and assuming host
ountries representing the South, it is difficult to assert that rich coun-
ries have been winning disputes. Nevertheless, more recent data would
learly be highly desirable. 

tatistical techniques 

Another major problem with the studies is that they have relied on
imple statistical techniques and failed to apply social cost–benefit anal-
sis or other tools of economic analysis in analyzing the impact of in-
estment disputes. Descriptive statistics cannot capture the influence of
ifferent factors affecting dispute settlements. 

However, the problem is not only technical. Take, for example, the
ase of the initiation of investment disputes or of their resolution. It is
ery likely that initiation of a dispute is influenced by a broader set of
actors of political, economic, cultural and social origin, as we have ob-
erved in the trade literature and as has been noted in several sections of
his paper. Simple cost-benefits assessments of arbitrations (e.g., ( Franck
010 , Hodgson, 2014 , Pohl et al., 2012 ), and ( Shirlow, 2015 )) failed to
ake into account broader economic issues and the social rate of dis-
ounting. 

Another serious gap in the empirical literature is the evidence about
ules that have been violated and which are at the origins of disputes.
ven though there is data on the origins of disputes, there has been no
etailed and systematic analysis of this data. Arguably, the most contro-
ersial are provisions for indirect expropriations, which constitute the
ulk of disputes. It would be extremely useful to know whether the cases
nvolving indirect expropriations arose from changes in taxation, from
urrency restrictions, revocation of permits or licenses, from changed
rice regulations, or other breaches. 

Moreover, we know that rules other than those about indirect expro-
riations have also been breached, ranging from direct expropriations
o violation of competitive or non-discrimination rules or of fair-and-
quitable treatment (FET), and others. In the absence of analyses, we
annot determine what drives the propensity to complain, which is fun-
amental to understanding the drivers of disputes. Do complaints occur
ecause respondents are unwilling to respect the legal standards agreed
n the IIA? Is there any reason to believe that an agreed rule is ineffec-
ive, unfair or any combination thereof? Alternatively, are complaints
23 The numbers may be subject to some dispute due to ambiguities in different 

efinitions, but they are very similar to Franck’s ( Franck, 2011 ) estimates from 

 smaller sample. The problems of definitions include malleability of the defi- 

ition of investor and host country, the problems of discontinued cases (17%) 

nd those concerning the definition of “win ” in arbitration. For more details, see 

chultz and Dupont, (2014) op. cit. pp.1158/9. Franck’s findings were criticized 

s being themselves biased due to incorrect sampling and interpretation ( Van 

arten, 2011 ). 
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imply due to poor implementation capacity on the part of respondents
o fully implement their commitments agreed in IIA? Studies of the ef-
ects of the violation of specific rules are only now emerging (e.g., Howse
nd Moore, 2019 ). 

ompensation rules 

The rule of extreme importance in arbitration concerns compensa-
ion for damages. The manner in which those compensations are decided
y arbiters is clearly very important. The optimal investment agreement
iterature goes a long way towards designing and negotiating the level
f investment protection and the regulatory interventions that imply a
evel of compensations that are acceptable to both parties to the IIA. But
ave they performed that function? 

As described above, compensations have sometimes been seen as ex-
essive by some, and inadequate by others. The level of compensations
s obviously critical, not only as a matter of fairness, but also as an in-
trument affecting incentives and investment decisions. Excessive com-
ensations can lead to highly risky investment and stimulate free riding,
hile inadequate compensations dampen investor interest. 

Unfortunately, the empirical literature dealing with the impact of
ompensations on FDI and on the design of regulatory policies is ex-
remely limited. The only exception to date has been Aisbett et al.
 Aisbett et al., 2018 ). Their empirical work on compensations has mostly
entered on the financial implications of compensation claims and on
he question of who benefited from them. Aisbett and her colleagues
efined distortions in the ISDS in terms of the level of compensations,
nd they tested two hypotheses. First, IIA can act as ‘deterrents’- they
ither prevent treaty breaches or require hosts to pay compensation. As
 result, investors believe that the host country is unlikely to act ad-
ersely in the presence of an IIA. Alternatively, investors may believe
hat adverse host actions will impair their profits less seriously because
hey will actually receive compensation (the ‘BITs as insurance’ hypoth-
sis). 24 Using a large data set of ‘protected’ and ‘unprotected’ host coun-
ries, Aisbett et al. ( Aisbett et al., 2018 )find that BITs stimulate bilateral
DI flows from partner countries —but only as long as the developing
ost country has not had a claim brought against it to arbitration. 

To the best of my knowledge, Aisbett et al. ( Aisbett et al., 2018 ) is the
nly study to date that provides a systematic and rigorous assessment of
he role of compensation in the global market for FDI. It is interesting
ecause it shines a new light on a large number of studies that do not
nd any significant effect of IIAs on FDI. In other words, disputes seem
o matter as well! On the other hand, Aisbett et al. ( Aisbett et al., 2018 )
o not address the issue of the level of compensations, and compensa-
ions are taken in their study as a given. Yet, it is precisely the level of
ompensations that is seen by critics of IIAs as “distorted ”. An assess-
ent of the level of compensations would have obviously been beyond

he scope of their study but would be highly desirable. 

eyond rules? 

Rules matter but they are not the only factors impacting disputes and
heir resolutions. Incentives for firms and governments to comply with
ontracts may be determined by various legal, political and economic
actors. Legal power such as a countries’ capacity to provide legal sup-
ort to business, and political factors such as institutional setups for
hanneling and enforcing public interests may also matter. 25 Economic
24 Alternative hypotheses about how protected and unprotected investors react 

o BITs and disputes are reviewed in ( Aisbett et al., 2018 ), pp. 3-6. 
25 For example, the more democratic a state is, the more likely it is that it 

ill initiate indirect expropriation disputes, controlling for the countries’ rela- 

ive size, and for one country’s dependence on FDI. The same point is made by 

orn and Mavroidis ( Horn and Mavroidis, 2006 ). Similarly, more democratic 

overnments are more likely to address social issues such as income inequality, 

limate change, poverty, unemployment, minimum wages etc. in their internal 

egotiations. 
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actors such as level of income, size of markets or financial balances also
lay a role. 

Unfortunately, we have no firm empirical evidence to support the
laim that – as in the case of trade disputes - weak legal capacity and

egotiating power of host countries could play a role as determinants
f initiation of disputes. Both factors have been proposed as two key
ypotheses and tested in the trade literature ( ( Horn and Mavroidis,
006 ), pp 16ff), and similar tests should be carried out in the work on
nvestment disputes. 

oncluding remarks on the empirical literature 

There are several problems with the existing empirical literature on
nvestment disputes. First, most of the literature to date is descriptive
nd provides very limited empirical evidence. Because the literature is
escriptive, it does not provide strong evidence in support of various
laims. The literature has so far been written by lawyers and involves
egal analyses, often leading to contradictory results and policy prescrip-
ions. Second, studies of the role of arbitration systems in the determi-
ation of disputes have not addressed other important determinants of
nvestment disputes. Third, the structure of IIA may also play a role.
ince BITs are not identical, the level of investment protection is likely to
iffer. Investment relations are governed in some countries by regional
greements or by GATS, and their investment protection may also differ.
ourth, it is possible that some countries may engage in litigation that
riginates in previous incidents and they may act in retaliation. Fifth,
he only empirical evidence comes from assessments of arbitrations, case
tudies and one study of the impact of compensations. 

The gaps in the literature are considerable. What is missing in par-
icular is empirical evidence on the (1) drivers of disputes, (2) costs and
enefits of ISDS, (3) and the broader economic effects of ISDS, includ-
ng its effects on internal distribution of income. A subject on its own
s the (4) complete absence of studies of the impact of disputes on in-
estors. 26 It would be highly desirable to better understand the impact
f investment disputes on the valuation of companies in the market and
he ways in which major disputes between large companies influence
lobal markets. 

olicy implications for AEC 

Our literature survey has at least four important policy implications.
irst, the literature is based on the fundamental condition that recog-
izes positive roles of FDI for economic development. The key step for
olicy makers is to ensure that investment agreements should be seen
cross the political spectrum as beneficial for economic growth and for a
ustainable economic development. Ultimately, politicians will take the
ecision about the desirability of investment agreements with foreign
ountries. Second, as we have seen, the theory of trade and investment
greements makes a strong case for investment agreements. The the-
ry, backed by empirical evidence, strongly favors the regulation of FDI
ows through cooperation and, hence, through agreements. 

The third important policy implication is that investment agreements
ith foreign countries must be credible. The credibility is partly secured
y the broad agreement across the whole society about the desirability of
DI as noted above. However, the credibility of investment agreements
s also dependent on the quality of those agreements. This primarily
eans the coverage and choices of activities and of specific rules, the

hoices between detailed and more general provisions of rules in the
greements and the choices between bilateral and regional agreements
nd rules. 

The fourth, and arguably the most controversial part of the litera-
ure concerns the treatment of specific rules. As we have seen, here the
uidance from economic literature is considerably more complicated. A
26 First attempts are under way in the form of “impact studies ”, but it is too 

arly to assess their contributions. 

8 
ighly debated issue concerns rules about non-discrimination – NT and
ost favored nations treatment (MFN) - that form the basis of the mul-

ilateral trading system of GATT/WTO. Critics have periodically ques-
ioned the economic rationale of both NT and MFN. 27 Other policy in-
erventions, originally designed to address distortions in global markets,
ave also been criticized as detrimental to the interests of developing
ountries. These interventions include anti-dumping duties, subsidies
nd other safeguard measures. As I have argued above, rules concerning
ispute settlement in the form of international arbitration have become
mong the most sensitive rules to negotiate. In addition, the treatment
f state-owned enterprises (SOEs) and firms remains perhaps the most
oorly developed aspect of the regulatory framework of the interna-
ional trade and investment system. Since SOEs constitute a large part
f business activities in many countries, including some in the AEC, the
ules concerning their operations would have to be negotiated by mem-
er states without much recourse to global rules. A decision will also
ave to be taken if investment agreements should be established bilater-
lly or with more partner countries. The major advantage of plurilateral
r multilateral systems of governance is that they avoid “rules compe-
ition ” that leads to lowering standards. Bilateral investment treaties
mpose additional costs on countries and firms and ultimately on con-
umers whenever rules differ. 

It should be also noted that the economics literature has so far
nly addressed the question of optimality of investment agreements and
voided another important issue of concern to policy makers – the re-
ilience to external and internal shocks. The current system of bilateral
nd plurilateral investment treaties typically makes no provision for pro-
ection against financial instability originating in foreign financial mar-
ets. It is also silent on matters such as adjustment measures needed to
ddress financial instability or crisis. Thus, the decision about this aspect
f the coverage of economic activities will also be important. Typically,
ilateral investment treaties cover both goods and services but the cov-
rage of financial services is only limited to FDI. 

Now, turning to the specifics, the region of South East Asia has a
ong history of investment agreements. Most of those agreements were
egotiated and signed bilaterally and the region now counts more than
0 IIAs only among the ASEAN member countries and their six “dia-
ogue ” partners such as New Zealand, Australia, Japan and China. These
IAs are either in the form of BITs, investment chapters of bilateral and
lurilateral free trade agreements (FTAs) and regional investment agree-
ents ( ( UNCTAD 2013 ): 106–107). The existence of IIAs is a testimony

o the realization by the countries in the region that investments are
esirable and their markets need to be liberalized. However, both the
umber of these IIAs and their content present major challenges for the
egion. 

First of all, the network of IIAs leads to a fragmentation of invest-
ent rules across the region. As noted, the fragmentation is costly and

nefficient, and it reflects poor cooperation among the countries in the
egion with regard to FDI policies. Investors have to adapt to different
ules, which is costly and the system generates incentives for “treaty
hopping ” or changes in “investor nationality ”. Second, the content of
IAs is not the same. The coverage of sectors varies among the agree-
ents. There are also differences in the adopted range and the specifics

f investment rules, provisions to other agreements, especially agree-
ents related to trade of goods and services, and there are different

reatments of performance requirements and exceptions. 28 Third, the
xtent of investment liberalization remains limited. Most of the IIAs in
he region do not provide for NT on pre-establishment, and NT is limited
o post-establishment. This rule obviously restricts market access for for-
ign investors. Although MFN treatment is included in most agreements,
he MFN provision excludes its applicability under the ISDS. Fourth, pro-
ection of foreign investors remains a controversial subject in the region
27 See, in particular, Rodrik ( Rodrik, 2018 ). 
28 For more information see ( Losari, 2014 ). 
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s much as elsewhere. The fair and equitable treatment (FET) clauses of-
en lack a precise meaning and have raised numerous controversies and
ed to multiple interpretations by arbitral tribunals ( Howse and Moore,
019 ). In addition, the existing agreements have been criticized for not
roviding the right balance between the interests of investors and those
f host countries and their right to regulate. It is the right to regulate
hat is today most frequently challenged in courts and is often perceived
s “indirect expropriation ”. According to some local observers, expro-
riation clauses in older IIAs tend to be very vague ( Losari, 2014 ). 

Finally, the most sensitive and arguably the most controversial is-
ue of the existing agreements are the provisions for dispute settlements
nd their administration. Most IIAs contain both state-state dispute set-
lement and ISDS. It is the latter that has been subject to a consider-
ble scrutiny as I have argued above. There are currently different ap-
roaches to improving the dispute settlement systems. One approach
as been to abandon the ISDS based on independent international ar-
itrations and replace it by national jurisdictions. Another approach is
o let BITs lapse or seek renegotiation of their content. There are also
any proposals for improvements of the existing BITs. For example, the
roposals of Sauvant and Ortino ( Sauvant and Ortino, 2013 ) to create
n independent appellate body to review decisions made by ad hoc tri-
unals or Losari’s proposals to include clauses for a joint interpretation
echanism for regulatory interventions and on the mechanism to select

he members of a tribunal seem sensible. 
The lesson for the AEC is, therefore, clear: negotiations to advance

he debate and negotiations of investment rules will not be easy and
traightforward and will obviously require patience. The most impor-
ant issue will be to recognize the key role of the rule of law in the
nforcement of contracts and the places and mechanisms for dispute
esolution. It may be useful to keep in mind that the main reason for
he existence of BIT was the protection of investors’ interests. It is true
hat investment treaties can, and sometimes do, include provisions for
etter market access, but the degree of protection of investor’s interests
s, in my view, the most sensitive issue. Concerns about the rule of law
nd, consequently, about provisions for international arbitration in BIT
ave been, in my judgement, the critical motivations behind the BIT –
ven in the EAC region! The challenge for both host countries and for
nvestors will, therefore, be to agree on a dispute resolution mechanism
n which both parties have full trust and confidence. 

Negotiators should keep in mind that generation of rules for AEC sui

eneris would not be advisable. ‘Regionalization’ of rules can be danger-
us, inefficient and counterproductive. Even though global FDI rules are
ot complex, the case of trade and investment negotiations in GATT and
he WTO provides at least one very powerful argument against fragmen-
ation of rules – the elimination of discrimination in negotiations arising
rom differences in negotiating powers. 
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