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Executive Summary

Private investment is the great driver of eco-
nomic growth. Despite this positive economic im-
pact, however, there are sometimes objections to
investment when it comes from foreign sources.
These objections are misguided. Aside from occa-
sional national security concerns, foreign invest-
ment offers all the same benefits as investment
from domestic sources. A liberal and open policy
toward foreign investment is clearly the optimal
one. Governments should allow foreign compa-
nies to invest in the domestic market and should
also allow domestic companies to invest abroad.

The United States has used international
trade and investment agreements to promote
foreign investment. However, if we examine the
actual obligations in these agreements, we find
the rules are not always about liberalization as
it is usually understood. Rather than simply en-
couraging and welcoming foreign investment,

and treating it like domestic investment, many of
the rules are designed to give special legal protec-
tions to American companies that invest abroad.
The United States is in the process of negotiat-
ing investment rules in several of its trade initia-
tives and is also considering new investment trea-
ties. This recent activity in the area of investment
rules provides an opportunity for reevaluation.
The current rules are not well calibrated to
liberalizing foreign investment. Instead of offer-
ing a simple and direct policy of liberalization,
they incorporate vague legal principles that
provide numerous opportunities for litigation,
and in doing so they undermine the more basic
principle of treating foreign and domestic in-
vestment equally. If international rules are to be
used at all in this area, a focus on nondiscrimi-
nation, and a more flexible legal framework,
would be preferable to the existing system.
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Introduction

Private investment is the great driver of
economic growth. When companies build
new factories, offer new services, and de-
velop new technologies, the benefits spread
throughout the economy. Despite the eco-
nomic benefits, foreign-sourced invest-
ment is sometimes viewed with suspicion or
doubt. These misgivings are misguided. For-
eign investment provides economic stimulus
in precisely the same manner and through
the same channels as domestic investment,
and it should only be opposed in the rare
circumstance where national security can
reasonably be considered imperiled. A liberal
and open policy toward foreign investment—
both inbound and outbound investment—
should be the rule.

In recent decades, the United States has
used the rules of international trade and in-
vestment agreements to promote foreign in-
vestment. Examining the obligations in those
agreements reveals that the rules are not al-
ways about liberalization as the term is gener-
ally understood. Rather than simply encour-
aging and welcoming foreign investment,
and treating it like domestic investment,
many of the rules are designed to give spe-
cial legal protections to American companies
that invest abroad, allowing them to sue for-
eign governments directly in an international
tribunal through a mechanism referred to as
“investor-state dispute settlement” (and pro-
viding the same rights to foreign companies
who invest in the United States). The connec-
tion between these special protections and
liberalization is sometimes tenuous.

Currently, the United States is in the pro-
cess of negotiating investment rules in several
of its trade initiatives and is also considering
new investment treaties. In the Trans Pacific
Partnership, a proposed economic pact with
10 other nations in the Pacific region, nego-
tiations on an investment chapter are well
underway. More recently, the framework
documents for talks on a U.S.-EU trade and
investment pact have emphasized the impor-
tance of investment rules. And there have

been calls for investment treaties with China
and India. All of this activity in the area of
investment rules illustrates the importance
of this issue and provides an opportunity to
evaluate the costs and benefits of these rules.

This paper analyzes these international
agreements and makes specific proposals
for refocusing them on a policy of liberaliz-
ing foreign investment. It first considers the
origins of the international investment sys-
tem and the history and development of the
U.S. investment treaty program and offers a
general overview of the disputes under these
international agreements. Next, it evaluates
whether these rules, developed a long time
ago, match up with the current state of in-
ternational investment flows. Finally, it sug-
gests a better model for foreign investment
policy. In this regard, the paper argues that
the existing rules are not well calibrated to
liberalizing foreign investment. Instead of of-
fering a simple and direct policy of liberaliza-
tion, they incorporate vague legal principles
that provide numerous opportunities for
litigation, and in doing so they undermine
the more basic principle of treating foreign
and domestic investment equally. If interna-
tional rules are to be used at all in this area, a
focus on nondiscrimination and a more flex-
ible legal framework would be preferable to
the existing system.

The Origins of International
Investment Obligations

Protection of foreign investments through
treaties has a long history, but the broad cov-
erage treaties with effective enforcement that
exist today can be traced to efforts by several
European organizations in the late 1950s/
early 1960s. This was a time of increased
assertiveness by less-developed countries
(LDCs) over their natural resources, resulting
in the nationalization of a number of foreign
operations, along with various other kinds
of interference with, and bad treatment of;
foreign companies. To deal with this issue,
various attempts were made to design treaties



that provided effective recourse to a reliable
adjudicatory system.

As discussed below, a key feature of to-
day’s investment treaties is that investors
can file claims directly against foreign gov-
ernments before an international tribunal,
rather than rely on local courts or on their
own government to bring a complaint on
their behalf. This is referred to as the “inves-
tor-state” dispute settlement mechanism, as
investors can sue states directly. The origins
of investor-state come from a draft conven-
tion on foreign investment developed joint-
ly by an English lawyer, Hartley Shawcross
(a director of Royal Dutch Shell), and a Ger-
man businessman, Hermann Abs (chairman
of the Deutsche Bank).! The Abs-Shawcross
convention was published in April 1959
as the “Draft Convention on Investments
Abroad.”” Tt marked the first tentative step
toward the widely adopted, binding set of
international investment rules we see today.

The Abs-Shawcross convention was seen
as a “means of protecting the private foreign
investments of Western capital-exporting na-
tions.”®> A number of insights can be drawn
from this characterization. First, the idea was
not so much to push a free market approach
to investment flows, under which countries
would open their markets to investment be-
cause that was good policy. Rather, it was to
provide additional legal protection to the
investments of Western companies in devel-
oping countries. Second, and along the same
lines, the agreements were fairly one-sided, in
the sense that the protections were thought
to be for Western countries only. This was a
period where the Soviet bloc was presenting
itself as a competitive threat, and the less de-
veloped world was trying to modernize and
industrialize. These treaties were not thought
of as a general policy tool to promote the free
flow of investment, but rather as a competi-
tive tool to help Western business.

With regard to the substance, many of
the provisions of this Draft Convention have
parallels to the later U.S. Bilateral Investment
Treaties (BITs), described below. Article I re-
quired that “fair and equitable treatment” be

given to the property of foreign nationals.
It also stated that “[sJuch property shall be
accorded the most constant protection and
security within the territories of the other
Parties” and “the management, use, and en-
joyment thereof shall not in any way be im-
paired by unreasonable or discriminatory
measures.” Article II provided that any “un-
dertakings” (i.e., contracts) related to foreign
investments must be observed. And Article
III dealt with direct or indirect “deprivation”
of property, and required “just and effective
compensation” when that occurred. These
provisions have evolved over time in the in-
ternational investment system, and new pro-
visions have been added, but this initial core
is similar to what exists today.

Moving beyond the substance, of partic-
ular importance was the innovative dispute
procedure in Article VII:2, under which in-
vestors could bring complaints against for-
eign governments directly, with the claim
to be heard by an international tribunal. As
provided for in the Draft Convention, this
precursor to the modern investor-state pro-
cedure was only a tentative step, as investors
first needed the consent of the foreign gov-
ernment in order to gain access to the tribu-
nal. Presumably this approval would have
been hard to obtain in many cases. But nev-
ertheless the inclusion of the provision here
laid the groundwork for the current system.

The drafters tried to present the investor-
state procedure as something familiar. They
emphasized that providing for individual ac-
cess to an international tribunal was not new,
citing the examples of the Central Ameri-
can Court of Justice and various European
courts. They also noted that the procedure
could only be used if the host government
consented.*

After the Draft Convention was pub-
lished, it was the subject of criticism that was
similar to much of what can be seen with to-
day’s international investment obligations.
Stanley Metzger, a Georgetown law profes-
sor and former State Department official,
expressed concern that the regulatory space
of countries who signed such treaties would
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be impaired, particularly in relation to de-
velopment in poor countries, and also more
generally related to economic policy in rich
countries.® It was also suggested that these
rules were being pushed by “business inter-
ests,” such as “banking and 0il.”® Along these
same lines, the Convention was criticized as
being “one-sided,” focusing only on the “pro-
tection of the rights of the investor.”” As to
investor-state in particular, there were con-
cerns about “frivolous claims” in the absence
of some government filter on complaints.®
Finally, critics suggested buying insurance to
mitigate against political risks as an alterna-
tive to what they saw as an overreaching of
international investment obligations.” All of
these points have also been made in relation
to today’s international investment rules.

Investment treaties with investor-state
dispute settlement were not negotiated im-
mediately after the publication of the Abs-
Shawcross convention, but they did begin to
“emerge” during the 1960s,'° eventually be-
coming stronger and more effective. As noted,
the Abs-Shawcross provision on investor-state
indicates that the foreign government who is
being sued must give consent before arbitra-
tion is commenced. As of the early 1970s, most
BITs had only weak investor-state clauses of
this sort.!! By the 1990s, however, the majority
of BITs had provisions under which states gave
advance consent to arbitration, meaning that
direct complaints by investors could not be
avoided. The development of strong investor-
state protections coincided with the creation
of the U.S. BIT program, as the United States,
a latecomer to the practice, pushed for this.

The U.S. Bilateral
Investment Treaty Program

The United States has used international
legal obligations to protect the rights of its
foreign investors abroad for a long time, but
it was only in recent decades that strong and
effective obligations were developed. Spurred
on in part by similar treaties negotiated by
European countries, in the early 1980s the

United States began its Bilateral Investment
Treaty program.!? Treaties signed under this
program imposed obligations on signatory
governments with regard to the treatment
of foreign investment and investors. Some of’
the key obligations in these treaties were as
follows:

e Nondiscrimination, in the form of Na-
tional Treatment and Most Favored
Nation (MEN) obligations. In essence,
this principle requires equal treatment
for investors of different nationalities.
These rules have counterparts in inter-
national trade law and operate in a simi-
lar manner, although some distinctions
do exist.!3

e A “minimum standard of treatment,”
involving obligations such as “fair and
equitable treatment” and “full protec-
tion and security.” Provisions of this
kind are potentially very broad, and
could include general principles such
as reasonableness, nondiscrimination,
consistency, transparency, due process,
and good faith.!*

e Rules on expropriation of assets, in-
cluding both actual and regulatory ex-
propriation, and compensation thereof.
Such rules are similar to U.S. constitu-
tional takings law.'®

Beyond these substantive obligations, of
great importance is the “investor-state” dis-
pute settlement mechanism, under which
foreign investors can sue host governments
directly. This procedure is in contrast with
dispute settlement under most treaties,
where only governments can bring com-
plaints against each other.

Initially, these treaties mostly protected
the foreign investments made by U.S. corpo-
rations abroad. The first treaties were with
developing countries such as Turkey, Sen-
egal, and Egypt, and there was little chance
that U.S. government actions toward inward
investment from investors of these coun-
tries would be affected. While in theory the
U.S.-Senegal BIT was available to Senegalese



investment in the U.S., such investment was
minimal, and there was not much chance of
litigation. It was U.S. investment abroad that
was being protected. Also, the amount of
U.S. investment in these countries was small,
so there was no great fear of lost U.S. jobs as
companies moved abroad—unlike with some
later treaties. As a result, early treaties were
fairly uncontroversial. There was little ob-
jection to treaties that helped an important
constituency (U.S.-based multinational cor-
porations) and caused no major concerns.

The dynamics changed significantly with
the North American Free Trade Agreement
(NAFTA) in 1994. While NAFTA was mostly
about trade, it also incorporated the invest-
ment treaty rules of the time in a separate
chapter (the NAFTA investment rules are
now generally referred to as “Chapter 117).
The result was that these investment obliga-
tions now applied to two rich countries, Can-
ada and the United States, with lots of cross-
border investment and, just as importantly,
clever lawyers who saw an opportunity to
make creative claims against various govern-
ment actions affecting those investments.

It also meant that a nearby, low-wage
country, Mexico, was available as an export
platform for U.S. companies. This caused
concern about multinational corporations
moving abroad to take advantage of weaker
labor and environment rules.

As discussed further below, cases had
been slow to appear under investor-state
arbitration. However, NAFTA triggered
a number of legal claims against the U.S.
government. In response to these concerns,
some minor tweaks were made to the sub-
stantive obligations over the years,'® but
they remained essentially the same. Then,
during the 2008 presidential election, candi-
date Barack Obama indicated on several oc-
casions that he supported changes to these
rules.'” After his election, his administra-
tion initiated a review of the “model” BIT
that provides the basis for negotiating spe-
cific agreements.!® On April 20, 2012, that
review was finally completed, and the U.S.
government announced a new model BIT.?

Again there were minor tweaks, including
some steps to bring labor and environmen-
tal standards into BITs, but the substance
remained mostly the same.?°

This model serves as the basis for future
U.S. negotiations of stand-alone investment
treaties and investment chapters of trade
agreements. With the substantive issues now
resolved by the review, investment treaty
negotiations with specific countries can go
forward. After the announcement of the
new model BIT, several news organizations
reported that the completion of the BIT re-
view could pave the way for a BIT with China
(and Russia and India),?! and one congress-
man specifically called for this to happen.??
Along the same lines, an investment chapter
is being discussed in the context of the Trans
Pacific Partnership (TPP)?® and is likely to
be part of the recently announced U.S.-EU
Trade and Investment Partnership.?*

The Investor-State
Complaints

As noted, cases were slow to appear un-
der investor-state arbitration. The first was
recorded under the arbitral proceedings of
the International Center for the Settlement
of Investment Disputes (ICSID) in 1987,
and only 14 had been brought through April
1998. But since then, investor-state cases
have grown considerably. According to fig-
ures from the United Nations Conference on
Trade and Development, there have been at
least 30 new cases filed each year since 2003,
with a record 62 initiated in 2012.2°

In the United States, NAFTA triggered
the first legal claims, as the cross-border in-
vestment between Canada, Mexico, and the
United States far surpassed the investment
covered by earlier treaties. These cases put a
spotlight on how investment rules might af-
fect domestic policymaking. It is beyond the
scope of this paper to delve too deeply into
the many investor-state cases that have been
brought. However, examining just a few of
the NAFTA complaints makes it clear that
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the issues go well beyond “border” restric-
tions on inflows of foreign investment, and
instead focus largely on “domestic” issues.
Complaints have dealt with policies such as
regulations requiring backfilling and grad-
ing for mining operations in the vicinity
of Native American sacred sites; the 1998
settlement agreement between various state
attorneys general and the major tobacco
companies; and a California Executive Or-
der and regulations banning gasoline addi-
tive methyl tert-butyl ether (also known as
MTBE).?

In terms of the impact of these cases on
domestic regulation, some critics have ex-
pressed concern that the mere possibility of
these claims leads to “regulatory chill,” where
governments are discouraged from regulat-
ing due to the fear of being sued.?” It is not
clear that governments will always regulate
less due to these rules, although that may be
the case in some instances. More generally,
the rules could affect how governments act,
shaping their approach to regulating specific
policy issues. Thus, regardless of the results
of the actual complaints, the mere existence
of the rules has an impact on policymakers.

As to the actual results of the complaints,
legal scholar Susan Franck has examined the
results of all investor-state cases worldwide.
Through 2007, she has calculated that in-
vestors have won and the tribunal awarded
damages in 38.5 percent of the cases; govern-
ments have won and paid nothing in 57.7
percent of the cases; and 3.85 percent were
settled. She found that there were fifty-two
cases in which tribunals made awards result-
ing in a damages determination. Of these
cases, there were 31 instances in which inves-
tors were awarded nothing. In the remaining
21 instances, tribunals awarded damages,
with the average amount of damages being
approximately US$10.4 million. The highest
award was $269 million.?®

The data on these cases undermine some
of the more hyperbolic claims of the critics
regarding the impact of international in-
vestment rules. Investors do not win every
claim, and the actual awards are much lower

than the amounts claimed by investors in
their pleadings. However, it is not the win-
loss record of investors that is important for
judging the system. It is the structure of the
system, and the ability of investors to bring
claims directly under vague legal provisions,
that are the sources of the problem. The
existence of any legal victories under these
provisions helps demonstrate that investors
can and have used the rules to influence how
governments regulate.

The Changing World of
International Investment
Flows

International investment obligations have
their origins in agreements that were con-
ceived over 50 years ago. Although they have
been refined over the years, they retain much
of their original character. Yet during this pe-
riod, foreign investment itself has changed
significantly. It is therefore worth asking
whether current obligations correspond with
today’s world of foreign investment.

The specific impetus for the early interna-
tional investment rules was the end of colo-
nialism, which resulted in the emergence of
many new nations. These countries were the
recipients of a great deal of investment from
large Western companies and were wary of
losing control of their natural resources.
The result was a one-time surge in expropri-
ation that is not likely to be repeated. Data
on expropriations of foreign direct invest-
ment show a proliferation of such acts in the
1960s and 1970s, slowing to a trickle there-
after. There were 136 expropriation acts in
the 1960s and 423 in the 1970s; but then
only 17 in the 1980s, 22 in the 1990s, and
27 from 2000 to 2006.*° Rather than reject-
ing foreign investment as an affront to sov-
ereignty, most countries now welcome and
encourage it (in fact, they often subsidize
it, with tax breaks and other incentives). By
the time most of these treaties were in place,
foreign investment had already become far



more secure. Thus, to a great extent, invest-
ment treaties deal with a problem that has
mostly disappeared.

Along the same lines, the spread of in-
vestment treaties beyond the original target
countries calls into question the original
purpose. Investment treaties now apply be-
tween wealthy democracies, whose behavior
does not normally give rise to such concern.

Furthermore, the modern global econo-
my looks different from this older period.
Today’s foreign investment flows in much
more varied ways. It is not just Western com-
panies investing in the developing world.
It is a wide range of companies of many
nationalities, investing all over the world
and creating global supply chains and op-
erations. Companies might have their head-
quarters in one country, develop technol-
ogy in another, and produce in several other
countries. And the nationality of the owners
might not match up with any of these coun-
tries.

In this context, the notions of “foreign”
and “domestic” investment have much less
meaning. Should we think about investors
as having a particular nationality, as “Ameri-
can” or “Korean” or “Mexican”? While par-
ticular companies may have a majority of
shareholders who are citizens of a country,
or may have their headquarters in a particu-
lar jurisdiction, transnational corporations
are fundamentally “citizens of the world.”
Their owners can and do move production
or other operations to wherever is the best
location. As a result, a policy under which
the U.S. government protects the rights of
“American” investors abroad seems ques-
tionable.

To take some examples from the auto
industry, in the practice of U.S. trade and
investment policy, Ford is considered an
“American” company, and the U.S. govern-
ment often negotiates on its behalf in trade
and investment agreements. But does it
make sense to think of Ford this way? Total
U.S. employment for Ford in the manufac-
turing sector is about 43,000, but Ford em-
ploys 123,000 people worldwide in 51 differ-

ent production facilities. Ford has factories
in North America, Africa, South America,
Australia, Europe, and Asia. In South
America (26,000 employees), production is
centered in Brazil and Argentina. Within
Europe (38,000 employees), production is
concentrated in Belgium, Germany, Roma-
nia, and Spain. And in Asia (45,000 employ-
ees), Ford plants are located in China, India,
Thailand, and Turkey.>°

In contrast, Toyota is thought of a “Japa-
nese” company. While there are 16 Japanese
production facilities and about 70,000 Japa-
nese employees, Toyota has overseas em-
ployment of about 166,000. It has factories
in North America, Latin America, Europe,
Africa, Asia, Australia, and the Middle East.
Within the United States, manufacturing
employment is concentrated in Kentucky,
Indiana, and Texas. In Europe, manufactur-
ing employment is in the Czech Republic,
France, Turkey, and the United Kingdom.
And in Asia, manufacturing is concentrat-
ed in China, Taiwan, India, Indonesia, and
Thailand.?!

Clearly, both of these companies oper-
ate globally. Should the historical origin
or shareholder nationality really play such
a role in the legal treatment of these com-
panies under international investment law?
Why should the U.S. government push for
protections for Ford abroad but not Toyota
abroad? The nationality-based approach to
the protections offered under these treaties
does not reflect the way many companies
operate in today’s investment world.

Looking at another major American car-
maker, it used to be said that “what is good
for General Motors is good for America.”
That may or may not have been true then, but
these days it is increasingly less true as compa-
nies have become globally integrated, and the
connection between country and company is
greatly weakened. What is good for America
(and any other country) is finding the policies
that best attract human and physical capital
and make America (or other countries) an ap-
pealing place for companies—whether “for-
eign” or “domestic”—to invest.
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Evaluating the International
Investment System:
A Critique of the Current
Rules

Based on these changes to the nature
of foreign investment flows, it is not clear
whether the system as it has evolved makes
sense today. In this regard, the formal state-
ments of its purpose often focus on the
“protection” of foreign investments, gener-
ally from bad treatment by foreign govern-
ments.>? But is “protection” still such a vital
goal? The number of rogue governments
who treat foreign investment badly has
fallen considerably, and thus this aim seems
less important. And if “protection” is need-
ed, what is the protection from? Discrimina-
tion, or something broader?

Instead of “protection,” a better focus
for these rules may be on the increasing ir-
relevance of the nationality of companies.
As noted above, Ford is not an “American”
company in the same way it once was. Any
rules on international investment should
reflect that. Thus the rules could emphasize
the equality of all companies, regardless of
the owner’s nationality or the various juris-
dictions where the company operates, by re-
lying on the nondiscrimination principle as
the core obligation.

Some might argue that nondiscrimina-
tion does not go far enough. One positive
contribution of investment treaties, they
might say, is that these treaties serve as an
extra check on domestic regulation. At
all levels of government, investors may be
treated badly in some way. This includes
discrimination, but also nondiscriminato-
ry treatment that is, in some general sense,
unfair, or burdensome. To the extent that
the current rules constrain bad behavior by
governments and offer a meaningful avenue
through which such actions can be chal-
lenged, they may serve a useful function.

In response to this point, it is certainly
possible that foreign entities get treated
badly in domestic political and legal sys-

tems. But the existence of widespread prob-
lems of this kind in most countries, requir-
ing international adjudication to resolve,
has not been shown. Furthermore, it is not
clear that there is much bad treatment that
goes beyond nationality-based discrimina-
tion, and if there is a problem with discrimi-
nation, this is addressed as a specific obliga-
tion under investment treaties, making the
obligations that go beyond discrimination
look superfluous.

Moreover, as discussed above, “foreign”-
owned companies are not “foreign” the way
they once were, and domestic courts may
not see them that way. If Hyundai opens a
factory in Alabama, employs lots of people,
and behaves as a good corporate citizen,
U.S. courts are likely to treat Hyundai’s U.S.
subsidiary as a domestic actor. And for all
intents and purposes, Hyundai’s Alabama
operations are domestic. Thus, even the sug-
gestions of discrimination against foreign
companies may be exaggerated.

There are a number of other objections to
the current system as well. First, the broad
and vague legal obligations that have been
included offer many opportunities for en-
terprising investors (and their attorneys) to
come up with novel legal theories in sup-
port of their claims. For example, tribunals
have had a difficult time coming up with a
coherent explanation of “fair and equitable”
treatment, opening the door to creative le-
gal arguments.’> When these claims begin
to affect domestic laws and regulations
that are not protectionist, they reduce the
policy autonomy of governments and thus
infringe upon national sovereignty. It may
be that the policies governments pursue
are sometimes ineffective or misguided, but
if all such polices potentially violated in-
ternational investment rules, the ability of
governments to fulfill legitimate functions
would be reduced considerably.

Second, the investment treaty system
socializes the risks of investment to some
degree. Investment is an inherently risky de-
cision, and investors know this. Risk exists
regardless of whether the investment is “for-



eign” or “domestic,” and it varies depending
on all the circumstances of the investment.
However, there is no market failure in the
area of foreign investment that needs gov-
ernment action. Investors can buy insurance
if they want to mitigate risk, or they can sign
specific arbitration contracts when they make
their investment. When governments step in
to promote the interests of domestic compa-
nies who invest abroad, by pushing for special
protection, they are taking on some of the
costs that would otherwise be paid by the in-
vestor. Instead of governments pushing eco-
nomic partners on other issues (e.g., lowering
tariffs) that will benefit a broader segment of
the population, political capital is spent on
convincing them to consent to favorable liti-
gation procedures for foreign investors.

Third, there is an imbalance in the sys-
tem, as only particular foreign investors can
make use of it. A company can only bring a
case if it is a legal entity of a country that has
a treaty with the host country. This creates
an incentive to be the right kind of “foreign”
(ie., to be from a country that has signed an
investment treaty with the host), which is
not the best way for companies to make deci-
sions about corporate structure.

In this regard, there have been recent al-
legations that companies abuse this process
by adjusting their corporate structure so as
to make investment claims possible. In a
complaint by cigarette maker Philip Morris
against the Government of Australia under a
Hong Kong-Australia BIT, Australia argued
that after it committed to introduce plain
packaging legislation for cigarettes in 2010,
Philip Morris International adjusted its cor-
porate structure for this purpose. In particu-
lar, the Hong Kong subsidiary Philip Morris
Asia Limited acquired shares in related com-
pany Philip Morris Australia in 2011, so as
to have an “investment” in Australia and be
able to invoke the BIT.3*

To further illustrate the complexity of
this issue, assume that GM and Hyundai
each open a new factory in Alabama. Under
the Korea-U.S. FTA, if Hyundai feels badly
treated by the local, state, or federal govern-

ment, it can file a complaint with an inter-
national tribunal based on the substantive
obligations described above. Or it can use the
U.S. domestic legal system for the same pur-
pose. By contrast, GM can only use the U.S.
system. Similarly, if this new factory were in
Korea, GM could use the international tribu-
nal system or the domestic courts to assert
rights related to an investment, but Hyun-
dai could only go the domestic route. Now
imagine if GM buys Hyundai. Has GM be-
come a foreign investor in Alabama by virtue
of its Hyundai factory? Is GM still a foreign
investor in Korea, or does its ownership of
the Hyundai factory mean it is effectively a
domestic company? Depending on the cor-
porate structure that emerges, these ques-
tions may be answered in different ways by
investment tribunals. This different treat-
ment of companies based on the nationality
of the ownership makes little sense and leads
to distortions to normal business decisions,
with companies setting up ownership in a
way that is not based on market factors, but
on where they can get the best access to these
international tribunals.

And finally, investor-state dispute settle-
ment leads to frivolous cases, or at least cases
with a limited chance of success. Such cases
push the boundaries of the rules and create
doubts about the merits of the system. With
most international legal obligations, only
states can bring complaints. This serves as
a filter to make sure that the cases that are
brought can be handled successfully. Without
this filter, companies and their lawyers can
shape global governance, in the form of these
binding international obligations, in uncer-
tain ways. International law does not have the
credibility of most domestic legal systems,
and pushing controversial issues into the in-
ternational legal system can be dangerous.

These concerns have led some countries
to reject the current system. Importantly, it
is not just authoritarian nations such as Ven-
ezuela who have pushed back. South Africa
has suggested that it will phase out some of
its BITs and focus instead on strengthening
“its domestic legislation in respect of the

When
governments step
in to promote

the interests

of domestic
companies who
invest abroad,
they are taking
on some of the
costs that would
otherwise be paid
by the investor.



There is an
emerging
movement to

rethink the

current system.

protection offered to foreign investors by,
amongst other things, codifying typical BIT
provisions into domestic law.”*> And based
on a report from its Productivity Commis-
sion, Australia announced that it will no lon-
ger pursue investment obligations that rely
on investor-state.>® To some extent, then,
there is an emerging movement to rethink
the current system.

A Better Model for a Liberal
Foreign Investment Policy

In an ideal world, the U.S. government
and others would recognize the benefits of
foreign investment, and they would welcome
and encourage it. Reasonable restrictions on
the basis of security and other public policy
considerations may be justifiable, but the
overall climate would be one in which for-
eign investors were treated just like domestic
investors, in both the pre- and post-estab-
lishment phases. Investment is good, regard-
less of the source.

In practice, of course, governments some-
times act out of nationalist interests, ignor-
ing sound economics. This might mean dis-
couraging foreign companies from investing
domestically, or domestic companies from in-
vesting abroad. As a result, international rules
related to foreign investment have the poten-
tial to be beneficial, in order to set the proper
tone and promote good domestic policies.

However, a rationale for the current set of
international investment rules is difficult to
articulate. In the early years, they seemed to
be mainly about providing international le-
gal protection to rich country companies op-
erating in poor countries in the post-colonial
era, as these companies were often subject to
the whims of unstable and unpredictable
governments. But as these obligations have
begun to include developed country govern-
ments with reliable judicial systems, the pur-
pose has become less clear. What is the goal,
for example, of a U.S. investment agreement
with New Zealand, one of the parties to the
Trans Pacific Partnership agreement that is

10

currently being negotiated? In what way are
U.S. companies operating there in need of
special protection? And why do New Zealand
companies operating in the United States
need these protections? It is understandable
that businesses want these rules in place, as
it gives them additional leverage over host
governments. It is less clear, however, that
the policies underlying the current system
make sense in terms of allowing investment
to flow freely.

While current international investment
rules may provide some benefits, there are as-
pects of the rules which perhaps cause unnec-
essary controversy. First of all, the investor-
state mechanism leads to many cases being
filed that cause concerns about the impact
on domestic sovereignty. Second, some of
the rules that go beyond nondiscrimination
are of uncertain scope and potentially quite
broad. For example, the “minimum standard
of treatment” targets bad behavior by gov-
ernments. It can be analogized to a due pro-
cess requirement, and it is not very precise
about what behavior is covered. In addition,
the rules on regulatory expropriation, which
are similar to those under the U.S. Constitu-
tion’s takings clause, offer another very gen-
eral rule that can be used to challenge a wide
range of government actions.

Beyond these issues of the substantive
scope of the agreements, a problem with these
rules as bilateral treaties, or as part of bilateral/
regional trade agreements, is that they may
divert investment from its best use. Thus, if
there is an investment treaty with Korea but
not Japan, U.S. companies might invest in Ko-
rea to take advantage of the protections rather
than for the merits of the investment.

Based on these critiques of the existing
regime, this paper suggests several compo-
nents for a possible alternative.

First, there should be a multilateral set of
investment rules, applying to as many coun-
tries as possible. As noted, rules that apply
bilaterally or regionally distort the market
incentives that guide investment choices,
favoring certain countries over others based
solely on the existence of a treaty. Such rules



can also lead to complex, overlapping obli-
gations, and may even come into conflict
with each other.

Second, the core principle should be
nondiscrimination, with some of the broader
principles currently in effect taken out. The
point of constraints on discrimination is to
establish a policy of openness toward for-
eign investment, so as to encourage capital
to flow to its most productive use, at home
orabroad.?” An anti-discrimination rule also
prevents an escalating, back-and-forth eco-
nomic competition between nations in the
field of investment policy, where tit-for-tat
retaliation against foreign investment may
become a problem. One nation excludes its
rival’s foreign investors; the rival then re-
taliates with a similar exclusion. In contrast,
government actions that are not discrimina-
tory can have an impact on investment, but
not in the same way. Experiencing the inci-
dental effects of domestic regulation usually
does not lead to the same reaction as with
intentional discrimination. While broader
principles such as “fair and equitable” treat-
ment or “indirect expropriation” sound
reasonable in a general sense, and are part
of many countries’ domestic legal systems,
including them as part of the international
investment regime pushes the regime into
areas that bring great controversy, without
addressing the core problem of promoting
good economic relations through equal
treatment for investors of all nationalities.

And third, the system should filter out
frivolous complaints by using state-state dis-
pute settlement. Investor-state dispute settle-
ment can lead to creative and far-fetched
complaints that bring unwelcome contro-
versy to the trade and investment system,
even if they are later rejected. Generally
speaking, international law is about rela-
tions between nations, and a private right
of action is rare. In the related field of inter-
national trade law, state-state dispute settle-
ment at the World Trade Organization has
worked very well. A similar system for invest-
ment disputes seems appropriate.

International rules, when limited in
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terms of the substance and procedures,
can provide benefits in terms of preventing
backsliding by governments that have com-
mitted to allowing foreign investment but
may have second thoughts later in the face
of domestic political pressure. At the same
time, though, while these limited rules may
be helpful, companies need to do more on
their own to address the risks of investing in
countries with unreliable political and legal
systems. For example, political risk insur-
ance can be used to deal with issues of bad
treatment that go beyond discrimination,
such as expropriation. And companies that
invest in these countries can demand special
arbitration clauses as part of their invest-
ment. In essence, businesses must conduct
an assessment of the risks for any invest-
ment, and act accordingly. The earlier post-
colonial wave of nationalizations has dissi-
pated; the risks are more manageable now.
Governments do not need to go to bat for
“domestic” companies by pushing for trea-
ties with such broad and vague obligations.
Beyond the narrow universe of countries
with these kinds of risks, local courts should
be sufficient to deal with such problems. Lo-
cal courts are the only option for domestic
companies. Providing an additional option
for foreign investors discriminates in favor of
these investors, which makes little sense.
This proposal is a significant departure
from the existing regime. However, the re-
gime seems to have outlived its original
purpose. It is now experiencing growing
pains, and this may be a good time to reflect
on its current functioning and evaluate its
possible future. It is clear that some of the
issues currently covered by international in-
vestment agreements which go beyond non-
discrimination are important subjects that
could benefit from international coopera-
tion. For example, expropriation and “due
process” type requirements reflect prin-
ciples that, at the domestic level, often find
a place in constitutional law. These issues
are worth talking about at an international
level, to compare and contrast how various
countries operate, and perhaps search for
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common ground. However, binding inter-
national rules as they exist now may be of-
fering something beyond what is politically
feasible.

In terms of prospects for reform, the po-
litical status of international investment
obligations is a bit uncertain. Have they
become permanently entrenched, with the
existing regime set in stone for decades?
Or are they at a crossroads, with the future
uncertain? There is evidence on both sides.
Within Europe, the European Commission
has now taken over jurisdiction of these is-
sues from European Union (EU) member
states®® and is pushing forward just as hard
as individual EU member states did previ-
ously. In the United States, the major review
of U.S. policy in this area concluded last year
with few substantive changes. At the same
time, as noted above, Australia has changed
course. In the TPP talks, Australia appears
to be opting out of the investor-state provi-
sions.?® And Canada and the EU have had
trouble reaching agreement on investment
issues in the context of their trade nego-
tiations,*? suggesting that there is still dis-
agreement among major trading countries.

The United States and the EU are now
about to embark on negotiations in this
area in the context of their proposed “Trans-
atlantic Trade and Investment Partnership.”
The working group report that provides the
framework for these talks says, “a compre-
hensive U.S.-EU trade agreement should in-
clude investment liberalization and protec-
tion provisions based on the highest levels
of liberalization and highest standards of
protection that both sides have negotiated
to date.”* The U.S.-EU talks may provide
a good opportunity to rethink the proper
scope of international investment rules. The
United States has revised its approach to in-
vestment obligations over the years and now
offers more limited protections in some ar-
eas than does the European Union. Thus, the
United States and the EU will have to sort
out their differences. And with EU invest-
ment in the United States over seven times
the amount of Canadian investment,*? there
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is the potential for a large number of com-
plaints. In the face of this prospect, the par-
ties may want to consider why democracies
with sophisticated legal systems need such
rules.

Conclusion

If the major economic powers that have
pushed for the current international invest-
ment system were to re-evaluate these issues,
they might consider the following. Many of
the rules in the existing regime seem posi-
tive in and of themselves. A wide range of
countries have domestic laws that deal with
expropriation and regulatory expropriation.
And due process-type requirements are also
common. Taking these domestic principles
and elevating them to international legal
status is not inherently objectionable.

But there are important implications
from doing so, as these rules have a real im-
pact on domestic policymaking. To some ex-
tent, these implications are obscured when
the principles are made part of an interna-
tional investment regime. It makes the rules
seem limited to “foreign investment” mat-
ters, whereas in reality they are much broad-
er. This is domestic law being pushed to
the international level. If this is going to be
done, it should be discussed more explicitly.
A global agreement on rules for expropria-
tion, in which governments gather with the
explicit task of developing common rules
on compensation for expropriation, would
be one thing. Applying these principles only
to foreign investors, and doing so as part of
what is characterized as an investment trea-
ty, is another thing entirely.

The current set of international invest-
ment rules was created to deal with prob-
lems faced by Western companies investing
in the developing world decades ago. But
what rules are appropriate in today’s more
balanced world of investment, where com-
panies with multiple national affiliations
invest in multitudes of countries around
the world? What rules are appropriate in a



world where the nationality of companies
is increasingly irrelevant, as companies op-
erate globally and have little allegiance to
particular governments? Liberalizing for-
eign investment is an important goal. But
we need to make sure that any international
rules in this area take on this task in an ap-
propriate way, and it is worth examining
how the existing system is performing. In
this regard, this paper has proposed the fol-
lowing reforms to the system: any rules in
this area should be multilateral, not bilater-
al or regional; the core principle should be
nondiscrimination, with some of the broader
principles currently in effect taken out; and
state-state dispute settlement should be used,
rather than investor-state. Rules along these
lines would better reflect the current state of
foreign investment flows, promote foreign
investment, and maintain domestic regula-
tory autonomy.
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