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IIa Issues noTe

This working draft for a forthcoming IIA Issues Note invites investment and 
development stakeholders to engage in this topical debate. Posted on the 
investment policy hub’s discussion platform, it encourages academics, policy 
makers and the community at large to help improve our common understanding 
on the empirical evidence and underlying policy issues. Lending itself to a multi-
disciplinary approach to research and policymaking on investment and development 
issues and calling for further research across a wide range of methodologies, this 
process will also feed into the Multi-disciplinary Academic Conference that will 
take place during the forthcoming World Investment Forum (WIF), 13-16 October in 
Geneva. “Investing in sustainable development”, the WIF’s overall guiding motto, 
is the background against which this online peer-review process is taking place. 

Key messages 

•	 Over the years, numerous empirical studies have assessed the impact of 
international investment agreements (IIAs), including bilateral investment treaties 
(BITs), on foreign direct investment (FDI) – with mixed results. A policy debate is 
now underway to reappraise previous findings and unsolved questions.

•	 An important consideration for the policy debate is the ultimate function of 
IIAs with respect to countries’ overall development strategies. Attracting FDI is 
neither the prime - nor the only - role of IIAs.

•	 The point of departure for present research and policy analysis is that IIAs are 
one of several determinants of FDI, and their importance is likely to be contingent 
on other variables. Other host-country policy areas are also significant, and so 
are business facilitation initiatives and economic determinants. Since IIAs play 
a complementary role among several determinants, they cannot substitute for 
sound domestic policies, regulatory and institutional frameworks. 

•	 Existing empirical studies of IIAs’ impact on FDI provide heterogeneous results 
and have some limitations because of, among others, data and methodological 
challenges. The majority of studies conclude that IIAs have a positive impact 
on FDI. An empirical correlation does not necessarily imply causation, but most 
recent studies that address the so-called endogeneity problem are able to 
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establish a positive causal relationship between IIAs and FDI. More nuanced 
recent research finds that the content of IIAs matters: the FDI impact of IIAs 
is dependent on the presence of certain substantive treaty provisions. On the 
other hand, some empirical studies find no effect of IIAs on FDI flows.

•	 Across the board, empirical studies point to the importance of host country 
conditions. The quality of institutions, the level of political risk, or the 
development of the financial sector all influence companies’ investment 
decisions.

•	 Properly understanding the potential impact of IIAs on FDI is important for 
defining their role in countries’ investment policies and overall development 
strategies. Econometric studies can help, but also have limitations. Moreover, 
prominent counterfactuals (i.e. investment relationships that exist without 
being covered by IIAs) suggest that legal instruments’ influence on economic 
matters are limited and that other determinants, in particular the economic 
ones, are more important. Still, the question of whether an IIA would improve 
such an investment relationship remains open.

•	 Finally, the role of IIAs has to be put into the broader context of countries’ 
efforts to attract and benefit from FDI, with the ultimate objective to promote 
sustainable development. It is therefore important to consider the challenges 
that IIAs can give rise to, including with respect to potential constraints on 
policy space or exposure to investment litigation. 

•	 What matters is the creation of a new generation of investment policies that 
places inclusive growth and sustainable development at the heart of efforts to 
attract and benefit from investment. UNCTAD’s Investment Policy Framework 
for Sustainable Development (IPFSD) can assist policy makers in doing so.

Introduction
The regime of international investment agreements (IIAs) is undergoing a period 
of reflection, review and reform. In this context, an important policy debate is 
underway on the role of IIAs in promoting foreign direct investment (FDI). Thus, an 
important consideration is the ultimate function of IIAs with respect to countries’ 
overall development strategies. Attracting FDI is neither the prime – nor the only 
– role of IIAs. Instead, the key function of IIAs is to contribute to predictability, 
stability and transparency in investment relations. In this regard, IIAs can help 
improve countries’ regulatory and institutional frameworks, including by adding 
an international dimension to them. IIAs can reduce risks for foreign investors 
and, more generally, signal a better investment climate. Through all of this, IIAs 
can help facilitate cross-border investment flows, which, if managed properly, can 
help achieve sustainable development objectives. 

The role of IIAs in promoting FDI has been the subject of a number of empirical 
studies. There are a significant number of econometric studies that address the 
question of the effectiveness of IIAs, and especially of bilateral investment treaties 
(BITs). 

The purpose of this IIA Issues Note is twofold. First, to put the question of IIAs’ 
impact on FDI into the broader perspective of what determines FDI flows; second, 
to present an overview of the diverse empirical literature on the relationship between 
IIAs and FDI (primarily econometric, but also touching on other methodologies), 
spanning papers published from the late 1990s to the present. 

In so doing, this IIA Issues Note aims to inform policy makers, academia, and 
other investment and development stakeholders about the current state of this on-
going debate, noting that further research – across a wide range of methodologies 
– is warranted. 
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Host Country determinants Type of FDI classified          Principal economic determinants
by motives of TNCs             in host countries

I. Policy framework for FDI
•	 Economic, political and social stability
•	 Good governance
•	 Policies on functioning and structure 

of markets(especially competition, 
M&A and simple, transparent report-
ing standards in line with international 
practise)

•	 Protection of property rights (including 
intellectual property)

•	 Industrial and regional policies; devel-
opment of competitive clusters

•	 Trade policy (tariffs and non-tariff bar-
riers) and stable exchange rates

•	 International Investment Agree-
ments

II. Economic determinants

III. Business facilitation
•	 Investment promotion
•	 Investment incentives
•	 Reduction of hassles costs 
•	 Availability of one-stop shop services
•	 Provision of social amenities 
•	 Provision of after-investment services

A. Market-seeking 
•	 Per capita income
•	 Market size 
•	 Market growth
•	 Access to regional/global 

markets

B. Natural resource-seeking
•	 Access to raw materials

C. Efficiency-seeking
•	 Different comparative advan-

tages of countries
•	 Better deployment of global 

resources

D. Strategic asset-seeking
•	 Access to new competitive 

advantages
•	 Availability of and access to 

skilled labour
•	 Strategic infrastructure (e.g. 

oil pipelines, power grids)

Table 1. Host country determinants of FDI

The determinants of fDI and the role of IIas

The determinants of FDI
Existing research and policy analysis suggest that FDI flows are influenced by 
a wide range of factors. These factors include a country’s policy framework, its 
economic attractiveness (which depends on the motives of investors), and the 
business facilitation framework in place (Table 1).  

The policy framework for FDI comprises all host-country policy areas that may be 
relevant to a foreign investor.  These vary from one investment to the other. IIAs 
are only one element within the overall policy framework. While they are a part of 
the policy framework explicitly targeting FDI issues, other policy areas may be 
even more critical for a foreign company’s investment decision. 

Economic determinants differ according to the main motive of an investor: 
market-seeking FDI is driven by considerations of market size and growth, 
access to regional or global markets, or specific market structure characteristics. 
Resource/asset-seeking FDI is aimed at gaining access to raw material, skilled 
and/or unskilled labour, technology and other created assets, and infrastructure. 
Efficiency-seeking FDI is undertaken to rationalize elements of a transnational 
corporation’s (TNC) global value chain (GVC) by accessing inputs (goods and 
services, including for trade and communication as well as skilled and unskilled 
labour) at lower costs and making use of economic cooperation and integration 
agreements for international production networks. 

Finally, business facilitation measures (including promotional activities, incentive 
provisions, and other measures catering to TNCs’ needs) may tilt the balance in 
favour of a location once other preconditions are in place. 

Source: UNCTAD, 1998a and 2010.
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The IIA regime as a determinant of FDI
The expected role of IIAs as determinants of FDI includes (UNCTAD, 2012):

•	 adding an international dimension to investment protection and by fostering 
stability, predictability and transparency, reinforce investor confidence and 
thus promote both investment and trade flows. 

•	 promoting investment in other ways beyond granting investor protection. 
Some IIAs include commitments on the part of home countries to promote 
outward investment or to engage in collaborative initiatives for this purpose 
(although this is currently a small minority of treaties).

•	 helping to build and advertise a more attractive investment climate. By 
establishing international commitments, they can foster good governance and 
facilitate or support domestic reforms.

However, IIAs alone  cannot  turn a weak domestic investment climate into a 
strong one and they cannot guarantee the inflow of foreign investment. There 
is no mono-causal link between the conclusion of an IIA and FDI inflows; IIAs 
play a complementary role among many determinants that drive firms’ investment 
decisions. Most importantly, IIAs cannot be a substitute for domestic policies and 
a sound national regulatory framework for investment.  

Another important point relates to the type of IIAs a country has concluded. While 
BITs are self-standing and explicitly focused on issues of foreign investment, 
there are broader economic agreements where investment disciplines are just one 
element in a comprehensive treaty that encompasses trade in goods and services, 
and covers other aspects of economic cooperation (“other IIAs”). The latter can 
encourage FDI in additional ways, as they not only protect (and possibly provide 
access for) investment, but may also dismantle trade barriers, facilitate integration 
into GVCs, and lead to the creation of a larger market. These “other IIAs” with 
substantive investment provisions not only change the policy framework, but also 
affect the economic determinants of FDI. Currently, such treaties account for a 
very small percentage of all IIAs. 

empirical studies on the relationship between IIas and fDI
The impact of IIAs on FDI flows has been the subject of empirical analyses for 
many years. Most of these studies focus on BITs. A comprehensive review of the 
literature since the late 1990s reveals two fundamental points (see the full analysis 
in the Annex). 

•	 First, the majority of studies find a positive impact of IIAs on FDI. This also 
includes those studies that address the endogeneity problem (i.e. concerns 
about the direction of causality between IIAs and FDI, Box 1). 

•	 Second, more nuanced recent research finds that the content of IIAs 
matters: IIAs positively influence FDI flows, provided that they include certain 
substantive provisions. 

As ever more investment-related provisions are integrated into broader economic 
agreements, their coverage of a wide set of pertinent FDI determinants may be 
even more effective than BITs in attracting FDI; and research on them is growing 
accordingly. 

The majority of econometric studies find a positive correlation between the 
presence of BITs and “other IIAs” and FDI. In their seminal paper, Neumayer 
and Spess (2005) used panel data for 119 countries over the period 1970 to 
2001. They showed a positive effect of BITs on FDI inflows that is consistent 
and robust across various model specifications. The impact of BITs was found 
to be conditional on countries’ institutional quality. Other early studies produced 
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similar results: Büthe and Milner (2004) used a sample of 122 developing 
countries from 1970 to 2000 and found a “predicted positive, statistically and 
substantially significant correlation between BITs and subsequent inward FDI 
into developing countries”. Similarly, Egger and Pfaffermayr (2004) found that 
“BITs exert a positive and significant effect on outward FDI”. More recent studies 
also demonstrate a positive impact of BITs on FDI: Berger et al. (2013) in their 
sample of 28 home and 83 host countries found a significant positive impact, 
as did Tortian (2012) who looked at FDI inflows into 20 Southeast European and 
Central Asian countries. A positive impact of BITs on FDI is also reported by Oh 
and Fratianni (2010), Guerin (2010), Kerner (2009), Banga (2008), Siegmann (2008), 
Tobin and Rose-Ackerman (2006) and Grosse and Trevino (2005). Some studies 
nuance these results. For example, Salacuse and Sullivan (2005) suggest that 
United States (US) BITs are more likely to induce FDI inflows than those concluded 
by other OECD countries. Tobin and Rose-Ackerman (2011) concluded that “BITs 
do attract FDI to developing countries, but … cannot entirely substitute for an 
otherwise weak investment environment”. According to Pinto et al. (2010) ratified 
BITs have a significant and sizable effect on FDI flows but the impact  is not stable 
and dissipates over time. Desbordes and Vicard (2009) mention that “the effect of 
BITs crucially depends on the quality of relations between the signatory countries”.   

Although an empirical correlation does not necessarily imply causation, most 
recent studies that address endogeneity find a positive causal relationship 
between IIAs and FDI. The causal relationship between IIAs and FDI might 
theoretically run in both directions. Not only may IIAs attract FDI, but countries 
may also sign IIAs with other countries with which they already have a strong FDI 
relationship. Such reverse causality, as well as the potential for omitted variables, 
creates endogeneity problems, which more recent empirical literature has sought 
to address (Box 1). Aisbett (2009) notes that papers that ignore reverse causality 
find, in general, greater effects on FDI. However, recent papers confirm that the 
positive relationship between BITs and FDI holds even if endogeneity is taken into 
account. For instance, Busse, Königer, and Nunnenkamp (2010) employ a gravity-
type methodology and various model specifications, including an instrumental 
variable approach, and find that BITs do promote FDI flows to developing 
countries. Berger et al. (2013), also using a gravity model, covering the 1978-2004 
period and 28 home and 83 host countries, come to the same conclusions. Egger 
and Merlo (2007), using an unbalanced panel covering 24 home and 28 host 
countries between 1980 and 2001, find a strong contribution in the first years of 
an IIA’s existence. Colen et al. (2014), covering FDI stocks for 13 countries in the 
Commonwealth of Independent States (CIS) and in Central and Eastern Europe, 
clearly show a positive impact, but this impact varies by sector. Nevertheless, 
some papers dissent: e.g. the Peinhardt and Allee (2012) study on the impact of 
US BITs and Preferential Economic Agreements finds that very few countries have 
witnessed increased investment flows after signing such deals with the US, once 
endogeneity is accounted for. Similarly Aisbett (2009) tested OECD countries’ 
investment flows and found that the “initial strong correlation between BITs and 
investment flows is not robust controlling for selection into BIT participation” (i.e. 
controlling for endogeneity).

Some studies found little – or no – effects of BITs on FDI. UNCTAD’s (1998b) 
econometric study of a cross-sectional time-series model of the determinants of 
bilateral FDI inflows in 72 host countries over 23 years found that the relationship 
between BITs and FDI was weak – BITs could be expected to only “marginally 
increase” FDI. Hallward-Driemeier (2003) analyzed 20 years of bilateral FDI flows 
from OECD countries to developing countries with respect to several dependent 
variables (absolute amount of FDI, the ratio of FDI to host country GDP and the 
share of host country FDI in total FDI outflows of a home country) and found 
little evidence that BITs have stimulated additional FDI. Tobin and Rose-Ackerman 
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(2003) examined bilateral FDI flows between the US and 54 developing 
countries and found that, overall, the number of BITs has little impact on a 
country’s ability to attract FDI. This result is also supported by Peinhardt and 
Allee (2008) and Gallagher and Birch (2006). 

Box 1. empirical challenges when analyzing the 
relationship between IIas and fDI

Correlation versus causation. The decision to enter into an IIA may be endogenous to 
FDI. Generally speaking, endogeneity makes it hard to properly distinguish causation 
(an additional IIA “causes” an increase of FDI) from simple correlation (an additional 
IIA “is empirically associated” with an increase in FDI). There are two sources of 
endogeneity: reverse causality and omitted variables. Reverse causality originates 
from the fact that increasing FDI flows may increase the probability that countries 
will sign an IIA: the motivation and the rationale for entering into an IIA is stronger if 
the two parties are already related (or expect to be related) by substantial investment 
relationships. The problem of omitted variables arises as a third exogenous variable 
acts simultaneously on FDI and IIAs, making their relationship spurious: for example, 
positive changes to a host country’s investment climate may at the same time 
stimulate more investment inflows and lead to a higher propensity to conclude BITs 
to ensure a safer legal framework for foreign investors. 

Data limitations with respect to bilateral FDI. Most empirical studies rely on the classic 
gravity model, broadly adopted in the econometric literature on the determinants of 
FDI. In this class of models the dependent variable is represented by bilateral FDI (flows 
or stocks) between any two (source and host) countries. Covariates include a variable 
signaling the existence of a bilateral treaty between the countries of interest and a 
number of additional explanatory variables (acting as controls). These approaches 
face challenges from the limited availability of information on bilateral FDI. First, time-
series of bilateral FDI data are available only for developed countries and a limited 
subset of developing countries. Second, focusing on developed countries leads 
to numerous “zeros” and “missing values” in the panel data (countries may have 
different reporting systems, for example reporting FDI only above a certain level, or 
may have started reporting bilateral FDI at different points in time). 

These data limitations pose a number of challenges. First, data constraints limit the 
scope of the empirical analysis carried out. While many studies have investigated 
the impact of treaties between developed and developing countries (“North–South”), 
very limited attention has been given to the increasingly relevant “South–South” 
dimension for which bilateral investment data is poorer. Second, data limitations 
make it difficult to generalize results from a selected sample of reporting countries to 
a broader range of countries. Such a generalization may be affected by a selection 
bias due to systematic differences between countries that report and countries that 
do not report FDI data. Finally, data limitations give rise to technical challenges, 
e.g. those arising from the limited size of the statistical sample and the analytical 
treatment of zeros and missing values (especially in the presence of econometric 
models specified in logarithmic terms). 

Also in terms of the explanatory variable, there are some major data challenges. 
Most studies employ an undifferentiated treatment of BITs, modeling them through a 
binary 0-1 variable.  This approach ignores the fact that investment treaties contain 
different provisions, and their attractive capacity on FDI may depend on their content 
rather than their mere existence. The «black box» issue may be one of the key factors 
explaining the lack of conclusive evidence on the impact of BITs on FDI. Analytically 
the inclusion of the «content» of the BITs into the econometric analysis is not trivial as 
it requires a rigorous and comprehensive method to translate treatments’ provisions 
the legal framework into quantifiable and operational metrics.

These data and methodological challenges, as well as the very nature of econometric 
studies to work on the basis of a simplified description of a complex reality, make it 
difficult to draw policy conclusions from existing econometric studies on this matter. 

Source: UNCTAD.



7

The early literature does not pay attention to the substance of BITs and other 
IIAs (i.e. their content) which can significantly affect their impact on FDI. 
Analytically, the inclusion of the “content” of IIAs into an econometric analysis 
is difficult, as it requires a way to translate the legal framework into quantifiable 
and operational metrics. Some studies have gone this extra mile. For example, 
the national treatment clause was found to be important in order for BITs to be 
effective (Berger et al., 2013). Berger et al. (2011) show that any positive FDI effects 
of BITs can be attributed to ISDS provisions; however the effectiveness of this 
relationship remains elusive due to its sensitiveness to the model specification, 
in particular to the inclusion of Central and Eastern European countries. In 
addition, and not sufficiently empirically tested yet, the overall nature of IIAs may 
matter, in particular whether a treaty is limited to post-establishment treatment 
of investments, or also includes guarantees for the establishment stage. Pre-
establishment IIAs, especially if they involve liberalization of access conditions for 
investors (i.e. if they result in liberalization at the domestic level), are more likely 
to lead to an increase of FDI flows. Currently, only about 10 per cent of all IIAs 
provide for pre-establishment protection. 

The status of an IIA (e.g. whether and when it moved from signature to 
ratification and entry into force) also influences their effect on FDI. To have 
an impact on FDI, an IIA need not merely be signed but must also enter into force, 
after being ratified by both countries. By the end of 2013, about 77 per cent of 
concluded IIAs had entered into force. Haftel (2010) shows that only ratified BITs 
have a statistically significant effect on FDI. The effect of BITs on FDI may also 
not be stable over time, with the impact being stronger in the interval immediately 
after an agreement’s entry into force, and dissipating over time. Egger and Merlo 
(2007) and Pinto et al. (2010) found that the effect of a BIT on FDI inflows is 
concentrated in the first years after its entry into force and is much weaker later. 

The impact of “other IIAs”, especially preferential trade and investment 
agreements (PTIAs), on FDI flows is stronger than the impact of BITs. The 
impact of preferential trade and investment agreements (PTIAs) on FDI inflows is 
generally found to be positive (Medvedev, 2012; Büthe and Milner, 2014; World 
Bank, 2005; Banga, 2003; and Dee and Gali, 2003; see also UNCTAD, 2009 and 
Te Velde and Bezemer, 2004, for a synopsis of studies). That is even more so when 
agreements are ratified and include ISDS mechanisms (Büthe and Milner, 2014). 
Berger et al. (2013) found a positive impact arising from regional trade agreements 
(RTAs) in cases where liberal admission rules were included. Peinhardt and Allee 
(2012), on the other hand, found little influence from US BITs and preferential 
economic agreements on US FDI flows. 

An IIA might also have a higher impact on FDI flows if it forms part of a country’s 
broader effort to attract FDI through other investment promotion activities (e.g. 
through investment promotion and facilitation measures etc.) or complementary 
regulatory and institutional reform (e.g. improving governance practices, reducing 
corruption, or building institutions). 

However, it is difficult to disentangle the impact that various elements of PTIAs 
have on FDI. Lesher and Miroudot (2007) tried to overcome this through the 
construction of a composite index on the extensiveness of investment provisions 
in RTAs, and found this measure to have a significantly positive effect on FDI flows. 
Overall, the evidence, albeit based on a limited number of studies, suggests that 
the impact on FDI tends to be stronger for PTIAs than for BITs. This corresponds 
to the method by which the impact of IIAs on FDI is theorized: PTIAs influence a 
wider range of policy and economic determinants of FDI than BITs.  

The host country environment and other factors shape the effectiveness of 
IIAs. The effectiveness of an IIA may also vary considerably depending on other 
host country factors, such as governance, institutional quality and political risk. 
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Neumayer and Spess (2005) and Siegmann (2008), in line with earlier results of 
Hallward-Driemeier (2003), show that the impact of BITs on FDI can depend on 
the institutional quality in the host country, while Yackee (2007) finds aspects of 
institutional quality – referring to them as part of political risk – to have the opposite 
effect. The latter may be in line with the results of Tobin and Rose-Ackerman 
(2003) which show that BITs are more effective in attracting FDI in relatively riskier 
countries. Similarly, Tortian (2012) shows that BITs do not play a strong role in FDI 
attraction where financial systems are well developed. Allee and Peinhardt (2011) 
find that the contribution of BITs to FDI attraction turns negative if countries are 
challenged through ISDS procedures and even more strongly so following a case 
in which the government loses. 

Other approaches have been used to examine the impact of IIAs on FDI. 
Surveys, firm-level data, and transaction-level data produce mixed results. 
UNCTAD’s 2007 survey found that for an overwhelming majority (70 per cent of 
the surveyed TNCs), IIAs play a role in the decision to invest in a host country 
(UNCTAD, 2007). Despite the difficulties to express the relationship between FDI 
and BITs in a single number, Bellak (2014) finds a statistically significant positive 
effect of 2 per cent increase of FDI (confidence interval: 1.4; 2.6 per cent), based 
on meta-analysis of empirical studies on inward and outward FDI flows and FDI 
stocks (309 observations). Bellak (2014) concludes that the effect derived is too 
small to be of practical relevance, given the volatility of FDI flows and stocks in 
general. Several studies use firm-level evidence of the impact of IIAs on individual 
firm’s investment decisions. For example, Egger and Merlo (2012) use firm-level 
data on the activity of German transnational corporations (TNCs) to monitor their 
investments’ responsiveness to BITs. They find that BITs have a positive effect 
on TNCs’ foreign investment activity by both raising the number of TNCs that 
are active in a particular host country and increasing the number of plants, FDI 
stocks and fixed assets per firm. Following the idea that IIAs reduce political risk 
for foreign investors, Jandhyala and Weiner (2012) analyzed transaction-level data 
on the sale of petroleum reserves in 45 countries and found that TNCs pay higher 
prices for these assets in countries where they are protected by IIAs, pointing 
towards a risk adjustment in asset prices. Yackee (2011) also tried to “indirectly” 
measure the impact of BITs on FDI by means of the impact of investment treaties 
on the perceived political riskiness of host countries. The results of a regression 
analysis did not show significance. Yackee also highlighted that providers of 
political risk insurance (PRI) do not take BITs into account when determining their 
insurance conditions; neither “do in-house counsel in large US corporations view 
BITs as playing a major role in their companies’ foreign investment decisions”. 
Similarly, Poulsen (2010) also reports that investors rarely inquire about existing 
BITs before investing and that “treaties have very little impact on PRI providers’ 
coverage and pricing policies”. 

Some cases appear to demonstrate a “counter-factual” in reality. Several 
large developing countries, such as Brazil, China, India or South Africa, are major 
recipients of FDI flows, including from countries with which they do not have an 
IIA relationship. While this points to the importance of FDI determinants other than 
IIAs (notably economic determinants such as market size, market growth, and 
resource endowments), it also underlines the limitations that legal instruments 
display in terms of influencing economic matters. 

However, the picture is, again, more nuanced. Looking, for example, at US FDI 
stock in these countries – all countries that do not have IIAs with the US – the 
percentage share of US FDI stock is considerably lower than the average share 
of US FDI stock globally.1 While this does not mean that FDI flows from the US 
would increase once and if an IIA with these countries would be concluded and 

1 While the US share in global inward FDI stock is around 25 per cent, for these four countries the US share only ranges between 
5 and 15 per cent.
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enter into force, it points to the likelihood that IIAs could play a role in determining 
investment location decisions. 

summary and outlook 
Properly understanding the potential impact of IIAs on FDI can help define their 
role in countries’ investment policies and development strategies. Equally, it is 
important to consider the challenges that IIAs give rise to, including their impact 
on policy space and the exposure to ISDS cases. 

In terms of the former, the present IIA Issues Note has shown three things: 

•	 First, locational decisions of foreign investments are determined by an 
array of factors, including those related to a host country’s policy framework, 
the economic determinants and the motives of investors, and business 
facilitation measures. IIAs are an important part of the investment policy 
framework: they can foster predictability, stability and transparency; reduce 
risks for investors and signal a better investment climate. However, IIAs alone 
cannot turn a weak domestic investment climate into a strong one and they 
cannot guarantee the inflow of foreign investment. IIAs are only one element 
within the overall policy framework.

•	 Second, reviewing the literature on the impact of IIAs on FDI reveals that 
empirical studies provide heterogeneous results, among others because 
of significant data and methodological challenges. The majority of studies 
find a positive impact of IIAs on FDI, with some studies establishing a causal 
relationship between the two. More nuanced research finds that the content 
of IIAs matters: IIAs positively influence FDI flows, provided that they include 
certain substantive provisions and guarantees. The status of IIAs is also 
important: treaties that are in force have a greater impact than those that have 
only been signed. While it remains problematic to draw policy conclusions 
from econometric studies, these studies confirm the broad pathways through 
which IIAs are theorized to influence FDI flows: from the perspective of 
investors, BITs and other IIAs provide stability (e.g. the literature refers to risk 
reduction as a determining factor), protect investors (e.g. ISDS and national 
treatment clauses are found to be important as a co-determinants) and, more 
generally, contribute to a better investment climate. 

•	 Third, the impact of IIAs is also conditional on, or mediated by, a number 
of other factors beyond the treaties themselves. The key factors identified 
in the literature are the sector and industry in which the FDI takes place, the 
country of origin of investors, the governance and institutions pertaining in 
host countries, and the life-cycle of an IIA (e.g. the size of impact is highest 
immediately after entry into force and then tails off). While these factors are 
undoubtedly important, whether and how they are treated in studies varies 
(e.g. in terms of how they are defined and specified or the metrics used). 

There are a number of relevant aspects that are not addressed as extensively 
in the literature. Further, in some cases it is not possible to examine them with 
studies based on macro-panel data. These aspects include the specific motives 
of investors or the entry of investors through contractual forms other than FDI 
(such as contract manufacturing), which are increasingly important in international 
investment and trade (e.g. regarding GVCs). More research would help clarify 
these and other unresolved topics related to the impact of IIAs on FDI flows. Such 
studies would need to use variables grounded in commonly agreed conceptual 
frameworks, with transparent metrics facilitating the comparison of models 
and results. Such future research would also utilize a range of complementary 
methodologies, to fully tease out the nuances and details of IIAs’ impact on FDI, 
and the relative importance of other factors. 
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Such more contextualized evidence is crucial for policy makers aiming to make 
best-possible choices when formulating their countries’ strategic approach to 
international engagement on investment. Such more contextualized evidence 
can help better embed international investment policy making in countries’ 
development strategy and aid in designing IIA provisions that maximize sustainable 
development benefits while minimizing risks. 

These findings are particularly important at this critical juncture in treaty 
making, where the IIA regime is experiencing a period of reflection, review 
and reform. The challenges that IIAs have given rise to, including the concerns 
related to their development dimension, to the balance between the rights and 
obligations of investors and States, and to the systemic complexity of the IIA 
regime in general (UNCTAD, 2012) have led to a situation where almost all countries 
are parties to one or several IIAs, but many are dissatisfied with the current treaty 
regime (UNCTAD, 2014). Countries’ efforts to address these challenges reveal 
four broad paths of action: (i) maintain the status quo, e.g. largely refraining from 
changes in the way countries enter into new IIA commitments; (ii) implement 
selective adjustments, e.g. modifying models for future treaties but leaving the 
treaty core and the body of existing treaties largely untouched; (iii) disengage 
from the IIA regime, e.g. unilaterally terminating existing treaties or denouncing 
multilateral arbitration conventions; and, finally, (iv) undertake a systematic reform 
to address the IIA regime’s challenges in a holistic manner (UNCTAD, 2014).

Deciding which of these paths to pursue, and whether or not to have IIAs (and if 
so, in which shape or form) is a matter of choice for governments. Such decisions 
come with a number of trade-offs that will involve – as with any international treaty 
– giving up some policy space in return for benefits from the treaty partners. Such 
a decision is usually taken in a specific bilateral (less frequently, in a plurilateral) 
context, where the IIA is one piece of a broader picture determined by a variety of 
factors. These factors include, among others, the level of economic development 
of participating States, relative trade and investment positions, geopolitical 
factors, and the general approach to bilateral or regional economic cooperation. 
They can also include the role of IIAs as determinants of trade in the context of 
GVCs, and their usefulness for domestic (institutional) reform efforts. A country 
may be prepared to sacrifice some of its policy space and certain aspects of 
its sovereignty, if there is a prospect of larger benefits to be gained. Hence, in 
principle, countries would assess the costs and benefits of entering into an IIA in 
each case, and depending on the potential partner(s) involved.

In all of this, it is essential that governments take utmost care to ensure that these 
treaties contribute to, rather than impede, their countries’ overall development 
strategies, including with respect to industrial policy, social and environmental 
objectives. Success in attracting and benefiting from investment depends not 
only on investment policy “stricto sensu” (i.e. entry and establishment rules, 
treatment and protection), both at the national and international levels,  but on 
a host of investment-related policy areas ranging from tax and industrial policies 
to trade to environmental and labour market policies. These policy areas interact 
with each other and there is consequently a need for a coherent overall approach 
to make them conducive to sustainable development (UNCTAD, 2012). UNCTAD’s 
Investment Policy Framework for Sustainable Development (IPFSD) can offer 
important guidance in this regard. 
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For the latest investment trends and policy developments, including International 
Investment Agreements (IIAs), visit the website of the UNCTAD Investment and 
Enterprise Division: www.unctad.org/diae and www.unctad.org/iia
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