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OPTING OUT OF ICSID AND BITS: LEGAL AND ECONOMIC EFFECTS

LAURENCE BURGER AND JAMES NICHOLSON®

Introduction

In the last decade, the International Center for Settlement of Investment Disputes (“ICSID”) has
become much more visible due to it administering a rising number of arbitrations. Whereas there
were only a handful of investor-state arbitration cases in the 1980s and early 1990s, by 2012 the
cumulative figure had risen to 419. Over 77% of these cases were initiated from 2002 onwards.

Yet, several countries have recently decided to denounce the ICSID Convention and terminate
Bilateral Investment Treaties (“BITs”). The purpose of this article was initially to review the
countries that had left ICSID, terminated BITs, or refused to enter into ICSID or to conclude BITs,
to determine the reasons and mechanisms behind their decisions, and finally to ascertain
whether these decisions made sense from an economic point of view. The focus was in particular
on the South American countries and Australia.

The result is, at best, ambiguous on many levels. Economic research has not yielded a consensus
on the relationship between BIT participation, whether or not accompanied by access to ICSID
arbitration, and Foreign Direct Investments (“FDI”) flows. The countries that recently withdrew
from ICSID have seen no clear effects on their FDI stocks as a result of their announcements to do
so.

Moreover, as the authors were finalising this article, two significant events occurred that
supported investor-state dispute settlement (“ISDS”). First, Argentina, which had refused to pay
many awards that had been rendered against it, agreed to pay USD 500 million to resolve these
disputes.’ Second, Australia accepted to include investor-state dispute resolution mechanisms in
its recently-concluded free trade agreement with Korea. Australia had previously become the
poster-child of the anti-ISDS movement, being the only G8 country to have chosen this path. The
reasons for this change seem to be mostly political, as described below.

Other recent events, however, indicate a negative perception of the BIT system. In March 2014
Indonesia cancelled its BIT with the Netherlands. Moreover, the inclusion of ISDS mechanisms in
the US-EU Transatlantic Trade and Investment Partnership has met increasing opposition from
public interest groups. Recently even Germany, which reportedly initially supported the inclusion
of ISDS mechanisms in the treaty, has declared itself against such mechanisms for this treaty.’

In summary, decisions over signing BITs and adopting the ICSID mechanism appear, for countries
that have not accepted these mechanisms, to be driven by political considerations, many of
which are wider than any debate over BITs and ICSID themselves. The act of rejecting BITs and/
or ICSID has not been shown to lead to short-term economic consequences. However, it seems
reasonable to suppose that the wider political context in which such acts typically take place,
which is often explicitly hostile to at least certain kinds of FDI, will indeed deter FDI with the
consequent longer-term economic effects.

This article reviews certain of the countries that are in some way against ISDS (ll), the legal
mechanisms of opting out of ISDS and particularly the ICSID system (lll), the economic effect of
opting out of ICSID (IV), possible future developments (V), and alternative mechanisms within the
existing system (VI).
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Countries which are not part of the investor-state dispute resolution system

The reasons for countries not entering the investor-state dispute resolution system, or opting out
of it, are fairly similar: mistrust in the system, seeing it as tilted in favor of investors, or seeing no
benefits to these countries anything.

A. Brazil, Mexico, India and South Africa

Brazil, Mexico, India and South Africa are all countries that have not joined ICSID. They have been
picked here as examples as they are fairly representative of the countries that refuse to follow
this route. All of them have economies that, if not expanding, are at least stable, with FDI playing
an important role. Yet, the reasons for these countries not to join ICSID vary.

Brazil is consistently the largest FDI recipient in Latin America, with new foreign investment
reaching approximately USD 65 billion in 2012, and typically receives close to half of all South
America’s incoming FDI.}

Despite the importance of foreign investment to its economy, Brazil is not a party to any BIT. In
the 1990s, Brazil signed BITs with Belgium and Luxembourg, Chile, Cuba, Denmark, Finland,
France, Germany, Italy, the Republic of Korea, the Netherlands, Portugal, Switzerland, the United
Kingdom and Venezuela, but none of these has been approved by the Brazilian Congress.* Brazil
has not ratified the ICSID Convention either.

One of the reasons given for this is legal uncertainty. There is controversy in particular as to
whether ratification of BITs or the ICSID Convention is prohibited under Brazilian law on grounds
that it impedes the sovereign right of the state.

Mexico is part of the North American Free Trade Association (“NAFTA”) and, as a result, regularly
part of ICSID proceedings thanks to Article 1120 NAFTA which provides that disputes under
NAFTA can be submitted to arbitration under the ICSID Convention. Mexico has consistently
been one of the largest recipients of FDI among emerging markets. While it is not a party to the
ICSID Convention, it is a member of NAFTA and has signed 27 BITs. Since 1999, it has been a
respondent in 14 cases using the ICSID Additional Facilities Rules, which apply when neither the
host state nor the foreign investor’s state is party to the ICSID Convention, and the UNCITRAL
rules. Mexico won in half of the cases. Mexico’s reasons for not joining ICSID are unclear.
According to one author, there is no public policy that justifies this omission, which is rather a
product of neglect.’

India and South Africa are not parties to the ICSID Convention. India announced in April 2012
that it was planning to move away from the investor-state dispute system and renegotiate Free
Trade Areas (“FTAs”) with South Korea, Singapore and other countries to ensure that any
lawsuits filed against it by foreign companies could only be heard by Indian courts.® It is unclear
whether this position will hold against South Korea’s favoring of investor-state dispute resolution
mechanisms. The resolution of this issue will probably show the respective bargaining strength of
both countries.

The South African government is reexamining the investor-state dispute settlement system after
a policy of affirmative action, aiming at reducing economic disparities between white and black
South Africans, was targeted in 2007 by a multinational corporation.’

B. Bolivia, Ecuador and Venezuela
Bolivia, Ecuador and Venezuela have all denounced the ICSID Convention.

Bolivia had, in 2012, a GDP of USD 55 billion.® Since 2006, it started nationalizing the
hydrocarbons industry. As a gesture of protest against the numerous arbitrations initiated by
investors, it denounced the ICSID Convention in 2007, based on a perceived bias in favor of



corporations, the lack of transparency in ICSID proceedings, the lack of an appeal mechanism,
and other reasons, some ideological. o

Ecuador had, in 2012, a GDP of USD 150 billion.'® As of 2009, Ecuador was facing USD 12 billion
worth of arbitration complaints arising out of disputes with foreign investors, in particular due to
a new hydrocarbons law, that unilaterally modified the terms of oil production sharing contracts
and increased the government’s share of revenues.'' In response to the numerous investor
claims, Ecuador gave notification of its denunciation of ICSID in 2009, effective in 2010.

Venezuela gave notification that it withdrew from ICSID in 2012, after its nationalization of the
Cerro Negro oil project and firms in several other industries, among which telecommunication,
mining and hydrocarbons. Late President Hugo Chavez gave rise to multiple actions against it.

The rejection of ICSID by Bolivia, Ecuador and Venezuela is as much politically motivated as
economically. Latin America has been historically the geographic area most frequently sued in
international investment disputes, and these countries’ denunciation has been seen as a protest
against this trend. In particular, Bolivia’s and Ecuador’s declarations and actions against ICSID and
BITs are driven by an ideology that foreign investment is wrong, promotes imperialism, and does
not deserve protection.”

C. Argentina, Australia

Argentina and Australia are also considering whether to withdraw from ICSID. Argentina
currently faces 43 cases at ICSID with an overall value of USD 65 billion. Moreover, it has already
been condemned in 15 cases arising out of the financial crisis that hit the country in the decade
after the year 2000. Up until recently, most of these awards have not been executed, being
embroiled in post-award execution and confirmation battles.'* However, on 18 October 2013,
Argentina announced that it was willing to pay about USD 500 million to several European and
US corporations in an effort to rebuild foreign investor confidence.'” The payment reflects a 25%
discount on a total USD 677 million in claims. It takes part amidst Argentina’s attempt to unlock
additional credit lines from the World Bank, the IMF and the People’s Bank of China in order to
support its dwindling foreign currency reserves.

Although a member of ICSID, Australia has announced in 2011 that it would reject investor-state
arbitration in all trade agreements. Australia has famously refused to include such method of
dispute resolution in the Trans-Pacific Partnership.

While in line with the actions of some Latin American countries, Australia’s stance is, in contrast
to that of these countries, not explicable simply by reference to individual state experience as
respondent to investment state arbitration. Until the recent claim by Philip Morris International
arising out of Australia’s plain packaging legislation, Australia had never been a respondent to
investor-state arbitration.

It has been argued that Australia’s position emanated from a lack of trust of investor-state
dispute settlement as a mechanism to achieve meaningful trade liberalization and from a shift
back to the principled commitment to multilateralism and away from bilateral and regional
FTAs.'® In that sense, it was a more significant, and in some ways more worrisome, development.
Indeed, the government’s position had been criticized by prominent Australian business
executives as a threat to Australian companies dealing internationally."’

However, in the negotiations of the free trade agreement between Australia and Korea, Korea
requested the inclusion of an arbitration mechanism as a non-negotiable requirement, and
Australia accepted this requirement. It was reported in this respect that the new government in
Australia has changed its stance towards investor-state dispute resolution, seeing it as a trading-
chip rather than a deal-breaker. It is, however, too soon to know whether the Australian
government has totally abandoned its negative position towards investment arbitration.®



The legal mechanisms of opting out

It is a fundamental legal principle that no state can, without consent, be compelled to submit
disputes to arbitration or any other kind of pacific settlement.” Consent is a corollary of the
principles of sovereignty and equality of the State, which in turn constitute the basic
constitutional doctrine of the law of nations governing a community consisting primarily of States
having uniform legal personality.”

Consent is usually expressed in the form of a treaty containing dispute resolution clauses
providing for arbitration. Treaties are subject to the principle pacta sunt servanda, an
internationally acknowledged principle sanctioned, in the context of public international law, at
Article 26 of the Vienna Convention on the Law of Treaties (“VCLT”). This Article provides that
“every treaty in force is binding upon the parties to it and must be performed by them in good
faith”.

It follows from these principles that a treaty can only be terminated in specific circumstances or
according to specific procedures laid out in the provisions of the treaty, or by consent of all the
parties to the treaty (Articles 54(a) and 56(1) VCLT).

A. Termination of ICSID
1. Denunciation of the ICSID Convention pursuant to its Articles 71 & 72

Articles 71 and 72 of the ICSID Convention provide for the denunciation of the ICSID Convention
and its effects.

Article 71 provides as follows:

“Any Contracting State may denounce this Convention by written
notice to the depositary of this Convention. The denunciation shall
take effect six months after receipt of such notice.”

Article 72 provides as follows:

“Notice by a Contracting State pursuant to Articles 70 or 71 shall
not affect the rights or obligations under this Convention of that
State or of any of its constituent subdivisions or agencies or of any
national of that State arising out of consent to the jurisdiction of
the Centre given by one of them before such notice was received
by the depositary.”

2. Issues with the definition of consent

The wording of Article 72 gives rise to a controversy arising out of the term “consent”. Consent
is, as explained above, a pre-condition to any arbitration under the ICSID Convention and as a
result the term “consent” is present throughout the Convention. For example, Article 25(1)
makes consent an indispensable jurisdictional requirement that cannot be withdrawn
unilaterally, and the presence of the nationality requirement under Article 25(2)(a) and (b)
depends upon the date at which the parties consented.

The Convention grants the parties a large measure of freedom in expressing their consent.
Consent can take the form of a compromissory clause in the investment agreement between the
investor and the Host State, a unilateral instrument (notice letter to the ICSID Secretariat), a
piece of legislation, or finally a treaty (whether bilateral or multilateral, for example NAFTA).*

Consent in the context of the denunciation of the ICSID Convention is however sometimes
interpreted restrictively, this term meaning in this case only perfected consent (a.), which is
achieved once the investor has sent a notice letter to the ICSID Secretariat. This in turn leads to



the conclusion that investors who have not expressed their consent to jurisdiction by way of
notice letter prior to the denunciation cannot initiate arbitration once the notice of denunciation
has been received by the World Bank. In other words, on this view investors cannot initiate
arbitration during the 6 months between the time when the notice of denunciation is filed and
the Convention terminates.

The opposing view is that consent in Article 72 means unilateral consent (b.). According to this
view, if granted in a BIT, consent will allow investors to invoke the ICSID Convention even after
the denunciation of this Convention by the Host State has taken effect, as long as the BIT
continues to be in force.?

A midway opinion (c.) provides that consent given in a BIT is valid prior to the notice of
denunciation and during the 6-months denunciation period, but has no effect if given after
denunciation takes effect.

The chart below illustrates these three opinions:

Denurciation of the Termination of the
ICSID Convenition ICSID Convention

Consent granted in the BIT and
BIT still in force => investor can
invoke the ICSID Convention

Option €

Iy opinion

Time
6 months

B. BITs

According to the VCLT, the termination of a treaty has to be made in conformity with the
provisions on withdrawal in that treaty. Most BITs contain such specific provision.?

BITs are typically effective for a specific period of time with an automatic renewal after this
period expires, unless the BIT is terminated by written notice. For example, Article 12 of the
Swiss Turkey-BIT provides as follows:

“This Agreement will come into force 30 days after the date on
which the two governments notified each other that the
constitutional requirements for the conclusion and enactment
of international treaties have been fulfilled; it will remain valid
for a period of 10 years. If it is not denounced in writing 6
months before the expiration of this period, it will be

’ The question arises what would happen were the consent to arbitration under the ICSID Convention to be
found in a domestic statute (typically an investment statute)? In the opinion of the authors, the solution would
not necessarily be the same. The reason for this is that a domestic statute is unilaterally enacted by the State
which denunciated the ICSID Convention. Consequently, this denunciation must also apply to any domestic
statutes that refer to ICSID.

* Even if it is not the case, Article 56 VCLT provides that a State may withdraw from a BIT if (a) it is established
that the parties have intended to admit the possibility of denunciation or withdrawal or (b) a right of
denunciation or withdrawal may be implied by the nature of the treaty.
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considered renewed at the same conditions every two years,
until it is terminated.

In case of denunciation, the provisions of Article 1 to 11 of this
Agreement will apply for a period of 10 years to investments
made before the denunciation.”

The second paragraph above constitutes a so-called “survival clause”, according to which the
State is still bound by the BIT in respect of an investment made prior to the termination of the
treaty. In most cases, the survival clause applies to the entirety of the agreement, as this is the
case for the Swiss-Turkey BIT.

C. Freedom is not immediate

Freedom from ICSID or BITs is never immediate and can, in some cases, only be achieved after a
long period of time. Yet this is particularly the case for Venezuela and Ecuador, which as
explained above have withdrawn from the ICSID Convention, but which remain bound by BITs.

Among Ecuador’s BITs, only treaties with Chile and France provide ICSID arbitration as the sole
recourse. The rest of its BITs provide various options for investors including, in addition to ICSID,
the Additional Facility Rules, UNCITRAL, ad-hoc arbitration and domestic courts.

Of the 26 BITs in force in Venezuela, only two, those with Chile and Germany, name ICSID as the
sole arbitral venue available to investors. All other BITs concluded by Venezuela provide, in
addition to the opportunity to arbitrate under ICSID, opportunities for investors to arbitrate
under the ICSID Additional Facility Rules or UNCITRAL.

In 2008, Venezuela gave notice of termination of its BIT with the Netherlands. But freedom will
not be immediate since the “sunset period” will end in 2023 only. The Netherlands-Venezuela BIT
has served as a basis for at least ten ICSID cases against Venezuela, as the Netherlands is often
used by firms from other countries to incorporate holding companies and structure
investments.

Does opting out of ICSID and BITs have an economic effect?

While the theoretical appeal of BITs as an inter-governmental mechanism providing enforceable
protection to investors seems to make a strong case for joining ICSID and enacting BITs, to date,
economic research yields no consensus on the financial impacts of these measures. Countries in
Central and Eastern Europe appear to have particularly benefitted from the BITs they have
signed, while the effects are harder to discern in other regions, including Latin America. One
partial explanation may be that while BIT protection may benefit countries that are already
perceived as offering semi-stable investment environments, these same benefits are not felt by
more stable countries, or, for different reasons, more unstable countries.

In this context, the recent withdrawal from ICSID of certain Latin American countries poses
crucial questions on the economic implications of ICSID membership. The limited available data
suggests that opting out of ICSID had not had a great impact on the FDI into each country,
perhaps partly because each of these countries has denounced ICSID but not investment treaty
arbitration before other forums.

A. The rise of BITs and FDI

By 2012, over 2,500 BITs had been signed and over 1,700 ratified, most of which came into force
after 1990. In fact, from 1959 to 1989, only 269 BITs had been ratified, while in the 16 years up to
2007, almost 1,500 new BITs came into force.”® Simultaneously, FDI stocks have exploded, from
approximately $1.7 trillion in 1980 to just under $23 trillion in 2012 (in 2012 prices).**



Figure 1: World BITs and FDI stocks between 1980 and 2012
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Source: All data on FDI in this and following graphs come from UNCTAD data series “Inward and
outward foreign direct investment stock, annual, 1980-2012”, available under
http://unctadstat.unctad.org/ReportFolders/reportFolders.aspx. All dollar values in this and
following graphs are expressed in 2012 US dollars.

Figure 1 above illustrates just how closely the number of BITs and the amount of global FDI have
moved together over the last 30 years. While there is consensus that host-country market size,
trade orientation and stability remain dominant factors for attracting FDI, assessing the size of
the impact of the conclusion of BITs on inward FDI flows has been a crucial policy question, not
just for developing countries.”

B. The economics of BITs

The most economically efficient outcome in international investment is achieved if investment
takes place where it will earn the greatest return. Absent transaction costs, this outcome is
achieved when the parties are able to contract with each other and when a breach of contract is
accompanied by damages equal to the lost profits of the party suffering the breach (“expectation
damages”). When BITs came into existence, the intention was that they would solve a central
problem that was preventing the efficient allocation of capital from capital-exporting countries,
the so-called dynamic inconsistency problem.?® At the heart of this problem is the fact that, even
though it may be beneficial for a sovereign state to offer a foreign investor various appropriate
protections in advance of an FDI being made, once the investment is made, the host country
government may see benefit in failing to honor such commitments. This leads either to changes
in the law or to interference in host state legal processes in violation of the host state’s prior
assertions and to the detriment of the investor. By committing the host state to penalties if it
acts in such a way after an investment has been made, the existence of a BIT, in theory, allows a
sovereign state to make a credible commitment to treat certain investors according to certain
standards. In so doing, it decreases the risk for potential investors, and consequently, in theory,
increases the flow of FDI to that country.

Countries where these risks are the greatest are typically countries that do not have a track
record of treating foreign investors equitably, either because they have had limited foreign
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investment in the past, or because they have treated foreign investors inequitably. Such
countries are often economically less developed. Therefore, in theory, the signing of investment
treaties should unlock high-return investment opportunities and thereby increase the flows of
FDIs to the least economically developed countries. If such projects are managed appropriately,
this can be to the benefit both of the investors into and of the populations in the host state.

The above argument is simplistic in that it focuses on a single investment decision. In reality,
countries may want to maximize their economic positions over multiple investment decisions
over a period of time. Thus, even absent BITs, they may resist the temptation to seize assets
today to create or maintain a reputation that will ensure the continued attraction of future
investments. These long-term reputational effects, however, do not completely remove the
dynamic inconsistency problem described above. In particular, although such reputational effects
may deter outright expropriation, they offer weaker protection in relation to indirect or
“creeping” expropriation, or to infringements of the “fair and equitable treatment” standard.”
This has been a concern particularly in developing countries where political and legal structures
are less stable and traditional forms of institutional protection not enough of a guarantee for
foreign investors. In this light, BITs and the ICSID mechanism, at least in theory, are tools for
those developing countries to bind themselves credibly to the standards of the international
trade system, but also to send a signal to outside investors about the attractiveness of the policy
environment.”®

We would therefore expect to see a positive effect on FDI inflows from the conclusion of BITs,
especially in developing countries.

Another element to consider in this respect is the relationship between BITs and political risk
insurance. As the mitigation of the risk of investing abroad is a key objective behind the
enactment of BITs, it has often been argued that the existence of such treaties is a precondition
for political risk insurance.” In reality however, only the public investment guarantee programs
sponsored by the German and French governments make their guarantees contingent on being
covered by BITs, in exception to most other public political risk insurance schemes.* For the
World Bank’s Multilateral Investment Guarantee Agency (“MIGA”), BIT cover of an investment
indicates the existence of sufficient legal protection and indeed facilitates the underwriting
process, but is not a necessary condition for coverage. Similarly, when premium rates are
determined, the existence of a BIT is only one of 57 rating factors. These facts suggest that, for
countries which credibly demonstrate a commitment to the rule of law, access to political risk
insurance and the pricing of coverage may not be affected significantly by the lack of BITs in the
majority of cases. However, the denunciation of investor-state dispute settlement mechanisms,
or the failure to honor rights stipulated in already-existing BITs, may still be seen as a negative
signal of an increase in risk and hence be factored into the underwriting decisions of insurers.*

C. Search for empirical evidence

Six studies published between 2004 and 2009 showed a positive and significant effect of BITs on
FDI flows.*? These studies concluded that the more BITs a country signed, the more incoming and
outgoing FDI it experienced — both due to increased capital flows between the signatory
countries and an overall increase in inward investment flows from non-signatory countries
spurred by the signing of BITs.** This last point would confirm the theory that entering BITs
signals an attractive policy environment to all foreign investors.

At a regional level, the transitional economies of Central and Eastern Europe appear to have
benefitted crucially from the role of BITs in the region’s institution-building and in the lowering of
the costs for investors.>* However, the picture for Latin America is mixed. While the total number
of BITs a country has signed does seem to have a positive effect on FDI flows, signing BITs with
the US specifically was not found to stimulate FDI for countries in Latin America.>



More recent studies, however, raise questions about these results.*® Factors confounding the
analysis include that (a) a surge in capital inflows in one year may incentivize a government to
commit to signing more BITs in the following year, hence making BITs an effect rather than a
cause of FDI, and (b) an improvement in the investment climate of the host country may cause a
simultaneous increase both in FDI inflows and in BIT ratifications, thereby making the domestic
policy environment the key factor concerning FDI decisions.” Moreover, it appears that the least
risky of the developing countries — that is those countries that had reasonably strong domestic
institutions and already received considerable stocks of FDI — were the most likely to gain from
additional BITs.*® These factors further suggest that the effect of BITs on FDI will be hard to
determine amongst these other positive developments.

Moreover, the effects of BITs may be confined to certain sectors® - the costs and risks associated
with expropriation tend to be the highest in the infrastructure and natural resources industries.*’
Studies focusing on aggregate data are less likely to capture an isolated positive relationship that
may exist for a specific country or industry.*

An alternative perspective on the role of BITs has been sought by surveying the business
executives involved in making FDI decisions.”” However, these studies are just as ambiguous.
Some investors seem to regard BITs as a crucial means of enhancing the predictability of an
investment,”® but other surveys suggest that BITs only become a subject of interest once a
dispute has arisen.** At the OECD-hosted “Freedom of Investment” Roundtable in 2011,
participants were asked in a questionnaire whether BITs help countries attract additional foreign
investment. Of the 21 government representatives who responded, three agreed with the
proposition that investment treaties help countries attract additional foreign investment, two
disagreed, and 16 stated that they were neutral or did not know.” Our anecdotally-gathered
experience is that, while BITs may be an important factor when companies consider how to
structure an investment, they are typically at most a secondary consideration in companies
determining whether to go ahead with an investment.

D. A closer look at country data

Brazil has no BIT in force, and yet the country has gained a rising share of the stock of global
cross-border investment in the last decade (up from 1.3% in 2002 to more than 3% in 2012).%
However, these figures should not simply be treated as evidence that an emerging country does
not need to enter into BITs and offer investor-state arbitration mechanisms to attract substantial
amounts of FDI. Brazil is Latin America's biggest economy, and therefore may simply be more
attractive to investors than its neighbors (who mostly chose to enter into BITs*) due to the
business opportunities arising from its wealth and market size.*’ In this case, the rate of return
on investments may be judged sufficiently high that offering no investor-state dispute settlement
mechanisms via BITs, and the potential negative signal that comes with it,*® do not deter
investors. Another possible explanation is that Brazil routinely enters into direct investment
contracts with its investors; these contracts offer binding agreements to protect the interests of
investors and often allow for access to international arbitration as dispute resolution mechanism.
While Brazil remains competitive in the attraction of inward capital flows, the more complex
guestion (which we do not examine here) may be how far the lack of BITs could affect the ability
of Brazilian multinationals to maintain global competitiveness in the absence of BIT protection of
their outbound FDI.*

* Apart from Brazil, all Latin American countries have signed and ratified several BITs since 1990. For a list of
BITs, see endnote 24.



Figure 2: Growth of Brazil’s FDI stocks between 1980 and 2012
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Source: UNCTAD data.

The experience of Brazil shows that the lack of BITs does not necessarily imply a lack of
attractiveness of a country to foreign investors; by contrast, North Korea shows that the
ratification of BITs is far from being sufficient to spur impressive amounts of inward FDI. Despite
having ratified 13 BITs between 1997 and 2010, FDI inflows have been small and unstable in the
years after 1997 just as they were before, as shown in the chart below. North Korea had at end-
2012 a stock of FDI of $1.6 billion, only slightly more than Belize despite having an economy that
is more than nine times larger.
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Figure 3: Growth of North Korea’s BITs and FDI stocks between 1980 and 2012
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Several countries have officially denounced ICSID dispute resolution, including Bolivia (in 2007),
Ecuador (in 2009) and Venezuela (in 2012) — after having signed and ratified 18, 23 and 27 BITs
respectively since the early 1990s.”° Ecuador in 2008 annulled nine of its BITs®> — the same year
that Venezuela terminated its BIT with the Netherlands. Bolivia followed by revoking its BIT with
the United States in 2012. How did their BIT participation affect their respective inward FDI in the
last two decades? What consequences did their announcing their departure from ICSID have in
terms of their FDI positions?

Ecuador entered the 1990s with a modest FDI stock of under $3 billion; by the time it withdrew
from ICSID it was boasting a stock of over $12 billion. This rapid increase was matched by a
slightly lagged but even steeper rise in BIT participation. Until 1995, Ecuador had ratified two
BITs; only eleven years later, that number had increased to 25. While the figure below suggests a
notable correlation between BITs and FDI until the late 2000s, leaving ICSID and terminating nine
BITs did not bring a halt to the expansion of its stock in foreign investment, as far as this is
observable in the three years since withdrawal.

5

Those with Cuba, the Dominican Republic, El Salvador, Guatemala, Honduras, Nicaragua, Paraguay,

Romania and Uruguay.
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Figure 4: Growth of Ecuador’s BITs and FDI stocks between 1980 and 2012
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Source: UNCTAD data.

Venezuela initially shows a similar pattern as Ecuador. An up-tick in inward FDI starting in the late
1980s developed into exponential growth in the following ten years, and was closely tracked by
the enactment of numerous BITs throughout the 1990s and early 2000s. Contrary to Ecuador, the
country experienced a strong and prolonged dip in FDI stocks in the five years after 2005. This,
however, was followed by a reversal in trend that emerged only two years after the termination
of its BIT with the Netherlands, and that seemed to remain unaffected by the country’s long-
discussed exit from ICSID in 2012 (as far as can be seen in the available data).
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Figure 5: Growth of Venezuela’s BITs and FDI stocks between 1980 and 2012
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Bolivia has had a similar experience as Venezuela, with explosive growth in FDI stocks throughout
the late 1990s and enactment of 18 BITs in only 14 years being followed by a sharp dip after
2002. In only one year, the country’s stock of foreign investment fell by more than 30 per cent to
just under $5.7 billion. However, from 2005 onwards, Bolivia has been boasting a fast,
continuous and substantial rise in FDI inflows and finally in 2012 surpassed the level of FDI stock
of nine years earlier. These developments are particularly striking when seen against the
backdrop of the country’s denunciation of ICSID in 2007, which appears to have had no negative
effect on FDI flows and stocks. It remains to be seen what impact Bolivia’s recent annulment of
its BIT with the United States, a major trading partner, may have on FDI flows in the long-run.
The “sunset period” on this BIT will continue to apply to investments existing at the time of
termination for another ten years.
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Figure 6: Growth of Bolivia’s BITs and FDI stocks between 1980 and 2012
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Source: UNCTAD data.

In contrast to the last three countries, Australia is a developed country with a strong economy
and a widely recognized stable and independent judicial system — these factors may offer an
explanation why the Gillard Government’s Trade Policy Statement of 2011, which asserted that
investor-state arbitration was not an efficient or necessary protection mechanism for investors,
seems to have had no immediate impact on capital flows into Australia, as the chart below
suggests. However, like their Brazilian counterparts and unlike foreign investors into Australia,
Australian companies investing in considerably more risky markets than their home market may
face less developed local judiciary systems in the respective host countries and, hence, may
indeed benefit from the protection mechanism investor-state arbitration to mitigate risks and
operate competitively.
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Figure 7: Growth of Australia’s BITs and FDI stocks between 1980 and 2012
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E.

What does this mean for potential exits?

The impact on a country of withdrawing from ICSID may turn out to be moderate:

as discussed above, evidence suggests that BITs, although beneficial to investors, are
not the sole determinants, and sometimes only weak determinants, for FDI inflows.
While the Latin American experience shows a correlation between BIT participation
and FDI inflows, post-withdrawal movements in FDI leave doubts about the causal
nature of this relationship;

as the BITs of withdrawing countries generally contain provisions for several investor-
state dispute settlement mechanisms, the biggest impact of withdrawals from ICSID
(rather than from all forms of BIT dispute resolution mechanism) may be a change in
dispute resolution forum used;*" and

Australia was the first developed country to announce it would no longer include
investor-state dispute settlement provisions in trade agreements and investment
treaties. Apart from the already-mentioned recent developments suggesting a
softening of this position, the country’s stable economic and institutional
environment is likely to continue to attract FDI inflows.

Just as the impact of entering into BITs remains ambiguous at best, it is not straightforward to
determine the potential effects of an exit from ICSID on a country's FDI inflows. With the
Australian and South American countries' announcements still very recent, there is only limited
relevant data. The example of Bolivia illustrates how complex the determinants of the flow of FDI
are — the causes of the spike in FDI after its moves away from investor-state dispute settlement
mechanisms presumably lie in the decisions made around a small number of large projects that
were not adversely affected by this development.
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Looking forward in the light of recent withdrawals, can we expect more disputes being settled in
front of ICSID's Additional Facility or UNCITRAL? If the denouncement of ICSID simply leads to a
switch in forum, then we should possibly not expect substantial direct effects on FDI flows.
Precisely because of the existence of these alternative mechanisms, the effect of a widespread
denunciation of BITs - a step that even the countries withdrawing from ICSID have so far mostly
refrained from taking — could be expected to be more dramatic.

However, if the effect of states signing BITs is partly to signal the state of their investment
environments, so far the withdrawing states either:

. may through political rhetoric or other actions have signalled the true nature of their
political environment to potential investors before withdrawing from ICSID — and,
given the limited practical impact of withdrawal from ICSID per se, governments may
in any case be more concerned with domestic politics than FDI flows; or

. are already sufficiently stable, with a fair and efficient legal system, such that
inbound investors have limited need for additional protection (as seems to be the
case in Australia or Brazil).

What does the future hold?

Since denunciations have focused on ICSID specifically rather than BITs in general, and
withdrawing from BITs is a lengthy process, the opting out of ICSID and BITs may be driven by
politics rather than economics. This increases the difficulty in predicting what the future holds.

Recent events point towards some renewed willingness of certain states to give a chance to
investor-state dispute resolution. This willingness might be the product of opportunistic behavior
by certain governments willing to use it as a negotiating chip.

Could an alternative be found within investment arbitration?

One of the causes for the current backlash against investment arbitration might reside in the
difficulty in drafting treaties which will fairly describe the contractual outcome for all possible
situations in the future. Indeed, treaty drafting often takes place against a background of
information asymmetries between the teams acting for each state, and unanticipated
contingencies affecting the negotiations.

A solution to deal with these issues is smart flexibility clauses. These clauses take into account
unforeseen contingencies in order to distinguish between host state measures that are in the
public interest, for which compensation is not required, and opportunistic measures for which
compensation is necessary. They also include guidance to the tribunal concerning the allowed
scope of review.*

For example, a measure taken in good faith should be more readily accepted by tribunals (as long
as compensation is paid) because a good faith measure arises more often out of evolving
circumstances that warrant for the taking of such measure, rather than opportunistic behavior by
the government. This type of measure is provided for in the US and Canadian Model BITs. ** They
not only describe permissible measures, while also permitting measures that would otherwise be
considered discriminatory if the intent behind the discriminatory measure is benevolent as
warranted by special circumstances, such as a financial crisis, and the measure applies both to
nationals and non-nationals.

However, such clauses are not the perfect solution since the scope of review of smart flexibility
clauses to be afforded to tribunals is difficult to tackle. On the one hand, full review seems
inadequate given that in some circumstances a margin of appreciation should be provided to the
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government. Control limited to good faith only seems to be, however, a very broad limitation on
a tribunal’s discretionary power, rendering its scope of review akin to that of an administrative
court. A solution might be to delegate questions that require specific knowledge to expert
bodies, as Article 20(3) of the US Model BIT does. The latter provides for consultation by
competent financial authorities of both parties when faced with measures relating to financial
services for prudential reasons.
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