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Introduction

Bilateral investment treaties (BITs) have in recggdrs been presented as among the most
potent legal instruments underwriting economic gliation! The treaties grant foreign
investors a right to file international arbitratiarlaims directly against governments
without first having exhausted local remedies. d/grnments refuse to participate in the
proceedings, or chose not to comply with an arbisaard, investors are allowed to
confiscate their commercial property in most casnef the world, with only limited
options for courts in enforcing states to refusecexion. Combined with their wide scope
of administrative review, this dispute-settlemenecimanism makes BITs uniquely
powerful in an international law context. As foneigvestors have realized this over the
last decade and a half, particularly developingntgugovernments have been on the
respondent end of an increasing number of invedtrireaty arbitrations, which have
resulted in awards of hundreds of millions of dalland often involved sensitive areas of
public regulation. Thus is has become increasingbar that adopting BITs entails

considerable risks.

But while almost every developing country has addpt least a few BITs, the question is
whether they truly realized that by consentingrteestment treaty arbitration, they were
exposing themselves to the risk of costly litigafloPractically all studies on BIT-
formation are based on the assumption that devedopountries understood the potential
costs of the treaties, when the modern networkl®6Bvas established during the 1990s.
But when BITs with investor-state arbitration clesisproliferated rapidly, hardly any

claims had indicated that they actually had a talegmpact on investor-state relations.

The rise in investment treaty claims has thereledeto spatially and temporally dispersed
arrival of important information about the potehtasts of BITs. Combined with the fact

that participation is a repeated decision for statkis provides a unique opportunity to

1 E.g. Van Harten 2007; Schneiderman 2008; Mont92&ehill 2009.

2 E.g. Guzman 1998; Elkins, Simmons, and Guzman 2825; Montt 2009, 128; Blake 2010; Biithe and
Milner 2009; Allee and Peinhardt 2010; Bergstrand &gger 2011. For exceptions, see Van Harten 2010,
42-46; Jandhyala, Henisz, and Mansfield 2011. Nio& BITs were signed from the late 1950s, but only
from the late 1980s did they include a legally lmgdconsent to investor-state arbitration; Yacké@® See
also below.



study not just how governments have respondedeaisie of investment arbitrations but

also, more broadly, how they learn about the impé&tteir (economic) policies.

The latter question has been dealt with in theditee on policy learning, which seeks to
understand the processes whereby policy makersgehlagliefs as a result of observing
and interpreting experiences, which in turn maydléa corresponding policy changes.
The most prominent learning model in this literatus Bayesian updating. Here,
governments learn about policies by weighing thior beliefs (e.g. the prudence of
signing BITs) against the quantity and quality dkerved experience (e.g. the liabilities
involved in investment treaty arbitratichjAn alternative view of policy learning comes
out of the literature on bounded rationality. Hagain, policy-makers are seen as goal-
oriented, and thereby rational in the broadestesenshe word. But rather than the laws of
statistics, policy learning is biased by cognitighortcuts consistently found in

experimental studies on human judgments and deeisiking®

In the context of international political economPK) literature, as well as international
relations more broadly, the second view on poliegrhing has received only scant
attention. This may be appropriate, if models ofiimted rationality sacrifice theoretical
parsimony without leading to new and importantghss. On the other hand, if insights on
bounded rationality can in fact most elegantly axplsystematic variation in how
countries learn about their economic policies, gpshit is time to include them among the

standard theoretical arsenal of international i@hstliterature.

To contribute to this question, the BIT-regime pdas an excellent case study. Firstly, in
contrast to the diffusion of revolutions and otpath-breaking policy innovations recently
studied from a bounded rationality perspective bytKVeyland® the decision to enter into
BITs has not been a one-off event for the individe@untry, but rather a sequential, or
evolutionary, process taking place over decades.tifie pressure has been minimal, and

if not satisfied with their initial decision, statelid not have to continue since they weren't

3E.g. Levy 1994,

* ‘Quality’ here refers to the variability, or cosgncy, of available outcome information. See galher
Meseguer 2009.

® See generally, Jones and Baumgartner 2005.

® Weyland 2006, 2009, 2010.



coerced into joining the BIT-movemehtThis makes the BIT movement a hard case for a

bounded rationality framework.

Secondly, while some foreign policy studies in sleeurity realm have applied insights on
bounded rationalit, the politics of investment treaties is not chazdsed by the same

extent of pressure and emotions as in military lecinfind actors are thereby less prone to
be influenced by biasing heuristics. For this reaas well, the BIT movement is a hard

case.

Third, Meseguer has argued, convincingly, that ypglbounded rationality insights to the
study of international economic policies does netessarily lead to predictions, which
could not also be explained by a Bayesian framewanit, we will show that the bilateral
nature of BITs offers a quantifiable prediction tbe bounded rational learning model,

which is not observationally equivalent to thaBafyesian learning.

The paper is divided into four sections. Basedhendbservation that BITs involve high-
impact, low-probability costs, the first sectionllwoutline our two main competing
hypotheses based on rational learning and bounaohal learning. The second will
present qualitative insights from policy-makers tte ground’ for whether, and how, the
rise of investment treaty arbitration has had apaot on developing countries’ willingness
to enter into BITs. Our focus is on developing doies, as they have been subject to the
vast majority of dispute¥. Building on these insights, the third section offean
econometric analysis on the impact of investmebttrations on developing countries’
propensity to adopt BITs. Both the qualitative agantitative evidence suggests that
many developing country officials have been boundgmnal when learning about BITs
by ignoring the risks of BITs until hit by theiréit claim. The fourth section considers two
potential alternative explanations for the behawiaxe observe. Most importantly, this
leads us to identify a prediction which is unigaetbounded rationality approach, and test

it using an augmented version of the dataset frékm& Guzman and Simmons’ (EGS)

" Alvarez 2011, ch. 2.

8 Jervis 1976; Reiter 1996; Vertzberger 1998.

°® Meseguer 2006.

19 As discussed in the conclusion, the learning psamuld very well have been different for devetbpe
countries.



highly influential paper on BIT-diffusiolt: Finally, we conclude by discussing how our
evidence is of relevance not just to studies ofitiwvestment regime, but also for other
areas of IPE.

Before proceeding, however, it is important to sgrehat although the paper provides
important hints as to why developing countries s@yBITs - some of which seriously
guestion underlying assumptions in existing acceuris is not its main aim. Rather than
offering a general account of the BIT-movement,use it as a case-study to understand
the broader question of how governments processnration about the implications of

their economic policies.

1. Learning about high-impact, low-probability everts: the case

of investment treaty arbitration

The starting point for our analysis of policy-leiggnis the observation that as the number
of investment treaty arbitrations has grown; BITtggation has slowed down
considerably (figure 1) While we know that the claims have led some céemto clarify
and restrict the scope of their BITs - as even kb@esl countries have been surprised
about the potential breadth of key BIT-stand&tdswe ask a simpler question; namely
how the rise of investment treaty arbitration hdfecéed governments’ decision to
participate in BITs.

' EGS 2006.

12 The exception is 2001, which is likely due to UN&IT's intense promotion of investment treaties that
year, which resulted in more than 70 signed abuar'signing sessions’; UNCTAD 2002. The slowdoisn
clear also if one considers that some countrieaytqatefer free trade agreements with investmenpteha
over BITs: in 2008, for instance, only 7 investmprttection treaties other than BITs were signemhging
the total number of investment treaties up to &ks kthan half of what was signed just ten yeaisreef

13 UNCTAD 2007; Yannacka-Small 2008, ftn. 9§ was the case with the majority of BIT provisjons
second thoughts only began to arise when arbitialhals began to shed light on these provisi9ns



BITs and investment treaty claims, 1990-2009
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Notes: Apart from BIT-claims, investment treaty claims include also claims based on NAFTA, the
Energy Charter Treaty, and other investment treaties. By far the majority are BIT-claims.
Source: UNCTAD.

Figure 1: BITs signed per year and total number oBIT claims

Is it a coincidence that the rush to sign BITs €ldwlown as the treaties’ adjudication
mechanism became operational in practfsé®d if it is not merely a result of saturation
of relevant treaties to be sign€dhow have developing country governments processed

information about the risks of BITs revealed by th@ms?

In order to understand whether, and how, the nsarbitration claims has made countries
learn about the risks of BITs, we first need tosidar the nature of those risks. For while
BITs have exposed some countries to costly arlmtrgbroceedings with sometimes far-
reaching ramifications, the probability that a givteeaty would result in a claim was, until
recently, very small. When modern BITs diffusedidgpduring the 1990s, the decision to
enter into the treaties was thereby an example piliay that entailed costs with a high

impact but a low probability.

When faced with low-probability events, a ratiotegrner would be particularly careful to
factor in the experiences of others. Per definjtlow-probability events are unlikely to be
part of a decision-maker's immediate past expeasn@&nd since the costs of ignoring

information are larger if it ishe onlyinformation available, this makes decision-makers’

4 Aaken 2010, 550.
15 This has been suggested by Saban, Bonomo, aneé\Riges 2010.



own experiences with low-probability events theatteer of fools™® So whether policy
learning is a horizontal process — i.e. learningeatly from other countries — or it is
channeled through intermediaries, such as intemali organizations’ a rational
government should carefully consider informationeaded about the risks of BITs, when

othercountries become subject to investment treaty téspu

An alternative explanation for the slow-down in Bparticipation comes out of the
boundedrationality literature. This suggests that ratheant considering all relevant and
available information, decision-makers tend to relgstly on whatever information is
salient at a given tim¥.So although information was easily available teal@ping about
claims against other countri€Slearning about the potential costs of the treatiag have
been skewed by the application of the “availabihuristic”. This refers to the tendency
of people to evaluate the probability of eventsedasn the ease with which relevant
instances come to mirfd.While obviously a useful cognitive shortcut in rganstances,
this can also have a biasing impact on people’gmahts and behaviour, as it may lead to

ignoring information that is relevant and attachimgat value to some that is fot.

The availability heuristic is particularly importaim cases such as ours because people
tend to show bimodal responses to low-probabiltgrgs: some greatly exaggerate them,
and others assume they can ignore them compledely,the choice between the two
reactions depends on the extent to which peoplddag specific and ‘vivid’ instances to
mind?? In the absence of highly ‘available’ informatioaaision-makers thereby often fail
to consider low-probability events fully until lighing strikes> As hinted to above, this
implies that while ‘muddling through’ and ‘satishg’ may often be useful for bounded

'® March 2010.

" E.g. Simmons, Dobbin and Garrett 2006, 797-798.

18 E.g. Weyland 2006.

% Most claims have been pursued under ICSID, whbee Secretariat continuously kept its members
informed about disputes before the centre bothutjiiopublications as well as its technical advicke T
United Nations also regularly sent out publicatidns member states on the potency of international
investment agreements; e.g. UNCTC 1988; UNCTAD 19989. Note also that while BIT-claims began in
the late 1980s/early 1990s, non-state actors hesgsmnally used international law to pursue corspton
claims against host governments since the interpgend; see generally Parlett 2011, ch. 2.

2 Tversky and Kahneman 1973. See also, Simmons, iDaliol Garrett 2006; Weyland 2006, 2009, 2010.
L Johnson et al. 2000.

2 McClelland, Schulze, and Coursey 1993; Slovid.€2@00, Slovic, Fischhoff, and Lichtenstein 2000a.

23 Camerer and Kunreuther 1989; Kunreuther et al2200



rational actors, they are particularly imprudentisien-strategies when learning about
low-probability events as it can lead to optimisias* For instance, just as repeated safe
driving experiences can lead people to never weat Belts if they fail to consider the
experiences of othef3,an absence of investment treaty claims againsvargment in the
past could lead to the misunderstanding that Bl&ayg be far-reaching in theory but entail

no risks in practice.

This is an important difference in the predictioofs the two perspectives on policy
learning: whereas rational policy-makers are exgabcto learn fromall relevant
experiences, policy-makers that apply inferentf@rcuts when interpreting information
are expected to learn much more from their own ee&pees, as that information is more
readily available. This type of ‘narcissistic leagi is therefore our second hypothesis for
why we observe a slowdown in BIT participation.tlsindividuals tend to insure against
low-probability eventsafter they have already been injured themseffedeveloping
countries may have displayed similar behavior mitivestment regime by only seriously
considering the risks of BITs, when they becamejemibto a BIT-claimthemselves.
Moreover, rather than merely underestimating theksriof BITs due to imperfect
information, as could be explained by Bayesianned, a bounded rationality framework

implies that the risks werntirelyignored until hit by a claim.

Below we consider these two main hypotheses basdabth micro-level evidence in the

shape of a case-study, survey data, as well asorwaa quantitative evidence.

2. Qualitative evidence

The case of Pakistan

As a first cut to investigate just how developinguetries have learned about the
implications of the investment treaty policies, tegin by briefly reviewing the case of
Pakistan. Pakistan is useful for our purposes dsa# participated in BITs for half a

century, since it signed the first ever BIT withr@any in 1959. Also, Pakistan has signed

24 camerer and Kunreuther 1989; Slovic, Kunreuthed, \White 2000, 27.
% glovic, Fischhoff, and Lichtenstein 2000b.
% Steinbrugge, McClure and Snow 1969.



numerous BITs since the early 1990s which allowestors direct recourse to investor-
state arbitration, and governments in Pakistan hténexeby had more than amble
opportunities to learn about the implications dffstreaties.

The first treaty-based investor-state arbitratigaiast Pakistan was filed by a Swiss
investor in 2002’ But while several investment treaty claims hadnbféled up through
the 1990s questioning a wide range of governmendwct, and Pakistan hdmben made
explicitly aware of the potency of the treatf@she claim in 2001 took everyone within the
Pakistani bureaucracy by complete surprise. Whamieg about the dispute, Pakistan’s
Attorney General - one of the most learned expantsnternational public law in South
Asia - actually had to look up ‘BITs’ and ‘ICSIDhoGoogle. And when inquiring with the
relevant ministries, hardly any records existedPakistan’s past BIT-negotiations with
Switzerland. There were no files or documentatroany of the responsible ministries, and
no indication that the treaty had ever been dismigs Parliament. In fact, the treaty itself
was nowhere to be found, and the government haédoest a copy from Switzerland
through formal channels. For a legal instrumenhwstich a considerable scope, this was
somewhat of a mystery. Yet, the Swiss treaty wasxueption, as hardly any records
existed of Pakistan’s past BIT-negotiations. Thaswot because they were considered too
sensitive to document in written form. On the cantr numerous interviews with current
and past officials in Pakistan’s BIT-negotiatorsiftan that when foreign delegations had
come to the country, or the Pakistani leadershiptvabroad, BITs had merely been
considered a piece of paper, something for thesprestoken of goodwif? While there
was an expectation that the treaties would leadntoeased inflows of investment,
government files today admit thaBITs were initially instruments that were signedidg
visits of high level delegations to provide for hopportunities..® It was thereby not
until Pakistan was hit by a multi-million dollarkatration claim that officials actually

27'3GS Société Générale de Surveillance S.A. v. isBepublic of PakistadCSID Case No. ARB/01/13.

2 Apart from reports provided by international orgations (see infra note 18), even a major Pakistan
newspaper ran a series of articles on investmeati¢is written by a senior ICSID official; Parrsd69

29 Apart from the former Attorney General, intervieasvered the Board of Investment, Pakistan’s Empass
in Washington DC, the Ministry of Industries and&uction, the Ministry of Finance, the Ministry lo@w,

the Ministry of Foreign Affairs, the Reserve Baakd the Securities and Exchange Commission. lreesyi
were made in Lahore, Karachi, and Islamabad, Jgr2@09 to August 2010.

%9 Communication between Pakistan’s Board of Investraad Ministry of Law concerning re-negotiation of
German-Pakistan BIT, November 23, 2009. On fildaitithors.



realized the implications of treaties signed bycessive governments since 1959. In the
following years, the Pakistani bureaucracy blockatmerous ongoing negotiations,
including one with the United States. And while sorambassies, politicians, and
investment promotion officials are still pushing fakistan to sign BITs, some corners of
the bureaucracy are now making the government atliatéhe treaties involve serious and

far-reaching obligations. This politicization of B is a first in Pakistan’s history.

The case of Pakistan thereby provides preliminafigemce in favor of our bounded
rational learning hypothesis. It indicates that tis& of BITs were not just underestimated
up through the 1990s, as could potentially be enpthby a Bayesian framework due to
imperfect information, instead they were ignoreanptetely. And rather than learning
from other countries’ experiences, it had to takelaam against Pakistan itself for the

bureaucracy to realize the potency of the treaties.
A survey

The experiences of Pakistan may of course be unispieve proceed by surveying a
broader sample of developing countries. From J3n2@09 to May 2011 thirty interviews
were conducted with officials from thirteen devetgpcountries (excl. Pakistan) from all
corners of the world. By 2009, all countries ha@rbeespondents in at least one BIT-
claim. Table 1 lists key sample statistics from year the BIT-movement was at its peak,
1996. While spread over each region, sample caméie generally richer and had much
larger inward and outward FDI stocks than most notteveloping countries. This is
important as the opposite pattern could have diatite sample in favour of a bounded

rationality explanation (e.g. lack of expertiseka@f stake in the system; see also below).
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Share of total Average Median

Inward FDI stock

Sample 24% 13.52 6.35

Developing countries 100% 4.60 0.55
Outward FDI stock

Sample 28% 4.20 0.73

Developing countries 100% 1.78 0.11
GDP

Sample 17% 77.41 23.34

Developing countries 100% 41.77 5.37

Note: All figures are in current bn. USD. Sample coverngrfcountries from Asia, five from
Latin America, two from Eastern Europe, and twanfrafrica.

Sources:UNCTAD and World Development Indicators.

Table 1. Descriptive statistics of developing counes where one or more officials
were interviewed, 1996

Two types of officials were interviewed: negotia@nd stakeholdefs.The latter, refers
to officials from government agencies whose disoretould be curtailed by BITs, and
thereby had an incentive to take a somewhat caiapproach towards the treaties. Only
negotiators who themselves were involved in pagotigtions were included in the
sample. Similarly, only stakeholders who were imredl in investment protection policies
during the 1990s were included. All interviews wesemi-structured with the overall

theme being the countries’ experiences with negiogand ratifying investment treaties.

Practically all officials — incl. stakeholders -tad that they were unaware of the far-
reaching scope and implications of BITs during 1980s, when the treaties proliferated.
Although some did consider the standards on exjatin, for instance, few realized that
the treaties had such a considerable reach and eméoeceable not just in principle but
also in fact. This contrasts with standard accoohBIT-diffusion yet is not too surprising

given the lack of disputes at the time, which kely to have led developing countries —
and others - to underestimate the risks of thetie®alue to a lack of information (see

above). However, officials did not simply underesdte the risks of disputes; instead many

3L In most countries, the negotiation of BITs durthg 1990s was done by very few officials — typigalhly
one - as the treaties were almost completely ‘diigped.” As one Latin American official notedduring
the 1990s, BITs were a very different animal thaw§, the WTO, and other globalization instrumentsBy
contrast with FTA agreements, there was no legeaierg, control, or scrutiny to the content. ... Off&iT
negotiations have been done by a couple of gugy; $kent it to parliament with no real discussion paw
from a copy of the BIT in the negotiator's offia@ one was even aware how many BITs the countnyjirhad
the 1990s.Interview with Mexican official, London, 26 May 201

11



ignored such risks and thereby treated BITs asoomhef a long list of diplomatic gestures
without any practical implications apart from helping to attréoreign investments. In 12
out of 13 countries interviewed, respondents thatedthat it was not until the first claim
was filed against their country that stakeholdeedized that BITs exposed them to serious
liabilities (Table 2). In fact, in 8 out of 13 caseven negotiators did not realize that BITs
involved far-reaching anénforceable obligations until their own country was by a
claim3* While learning did take place on occasion, fortanse through UNCTAD’s
training courses, the response from one Easternpgan negotiator was representative:
‘Negotiators really didn't know that the treatiegdhany bite in practice. They were neither
aware of the costs or the fact that it could leadhtbitration’** So was the response from
the Dominican Republic, where it was the first glagainst the country in 2007 that made
officials realise the potency of BITsthis led to a complete halt in negotiations, as we

became aware we are legally liabfé.’

Percentage of

countries
Stakeholders had not realised before first claim tht BIT-obligations were far- 92
reaching and enforceable
Stakeholdersand negotiators had not realised before first claim that BIT- 62

obligations were far-reaching and enforceable

Source: 30 interviews with officials from thirteen develogi countries conducted by one of the authors
from January 2009 to May 2011. Officials were inem in BIT-negotiations currently or in the past,
directly or from a management position.

Note: Sample covers four countries from Asia, five froatin America, two from Eastern Europe, and
two from Africa. Sample countries are generalljheicthan average developing countries and coveesom
of the greatest recipients and exporters of forempital. All countries had by 2009 been resporsianat
least one BIT-claim.

Table 2. Developing countries learning from their ifst BIT-claim.

These findings are consistent with some of the deweloping country experiences which
have been discussed in public. For instance, asefficial notes that until Thailand was

first sued in 2004, the realisation that an investor could invoke investate dispute

32 |Investment treaties with the United States anda@anwere somewhat different, as they included
liberalization provisions, the implications of whigvere quite clear to negotiators and stakeholders.

33 Interview with Czech official, Copenhagen, 28 AR010.

3 Interview with Dominican Republic official, Copemfpen, 17 May 2011
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settlement in a treaty was perhaps not fully apiated: *® Similarly, in South Africa a recent
government report notes that negotiators and stdéters did not realize during the 1990s
that the treaties had serious legal implicationsttie country, and not until South Africa
came on the respondent end of a major claim inedrey 2000s were the treaties taken
seriously®® After this, senior officials in South Africa deeid to considerably slow down

the country’s BIT-participation — particularly witteveloped countrie¥.

Similarly, there are indications that countries ethhavenot been subject to BIT disputes
still have a much more haphazard BIT policy tharséhthat have. For instance, in his case
study of India — a country otherwise so carefujtiard its sovereignty — Ranjan notes that
since BITs have not had adverse implications fer ¢buntry thus far, stakeholders still
assume they have no impact on India’s regulatayiffility.>® Also, in the case of Libya
this is a report on the BIT signed with Spain dgripadhafi’'s visit there in 2007:
‘... the Government of Libya (GOL) indicated ... thawiished to quickly finalize language
for an education and culture agreement, a defeospecation agreement, a bilateral legal
cooperation and extradition treaty, an investmesusty agreement and a double taxation-
exemption agreement. ... [A Spanish official, ed.inémted that the rush to finalize
agreements for signature in time for Qadhafi's tvisad precluded meaningful bilateral

discussions of what the two sides’ understandingpa$e accords would mean and how they
would be implementec?.g

The pattern is as expected: at the time, Libyarwtdeen reported on the respondent end
of an investment treaty claim, and it still rushibtbugh the treaties alongside all sorts of
other diplomatic agreements, such as on educatdncaltural exchanges, without any
‘meaningful bilateral discussions’. As the Spanddficial remarked, The form is more
important to the GOL than the substan®®This was as late as 2007, when almost 300

BIT claims had already been filed.

% Mangklatanakul 2011, 82.

DTl 2010.

37 See further in Poulsen 2011, ch. 9.

% Ranjan 2012. Note, that BITs were used by foréiyestors in the Dabhol claims against India, et t
dispute was primarily a commercial arbitration iai

% ‘Qadhafi's travel to Spain,” Report by American Eassy in Tripoli, 12 December 200Wikileaks -
07TRIPOLI1033.

0 |bid.
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Naturally, it is important to stress that in sonoeitries there were officials already in the
late 1980s and early 1990s who realized that Bllgested their country to enforceable
and potentially far-reaching obligations. But thegere the exception, not the rule. As

Christoph Schreuer noted in his expert testimonintershall v. Argentina

‘...on the occasion of state visits when the headstates need something to sign ... the
typical two candidates in a situation like that Bitateral Investment Treaties, and treaties
for cultural co-operation. ... they are very oftert negotiated at all, they are just being put
on the table, and | have heard several represeegatvho have actually been active in this
Treaty-making process ... say thatyé had no idea that this would have real conseqgenc
in the real world:**

The sections above confirm this observation. Unliksumptions in standard accounts of

the BIT-movement, many — perhaps most - develomiogntry governments did not

engage in sophisticated cost-benefit consideraturisrather failed to even consider the

risks of the treaties until they were hit by thist claim.

All in all, these qualitative findings provide eeidce in favor of a bounded rational
learning process and to further sustain this cagiuwe proceed by triangulating the

gualitative findings with quantitative evidence BIT participation.

3. Quantitative evidence

Figure 2 uses an ‘event study’ to provide a prelany visual assessment of the hypothesis
that participation responded principally to claiagainstthemselvesThe y-axis shows the
average annual number of BITs signed or ratifiediéyeloping countries which have had
at least one BIT-based claim brought to arbitratibime x-axis shows time relative to the
year of registration of the first BIT claim agaitisé country in discrete (annual) intervals.

*I Wintershall Aktiengesellschaft v. Argentim@SID Case No ARB/04/14, Award, 8 Dec., 2008, §r
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Figure 2. BIT participation around time of first cl aim

Av. Signing Rate = ——-—-—- Av. Ratification Rate

The pattern corresponds with the survey findingstlev signing rates were already
decreasing on average prior to the time of firgtina] this downward trend amplified
considerably after the claim was registered. Evenenmotable is that the upward trend in

number of BITs ratified per year reverses in theryaf the first clainf?

Yet, as supportive as Figure 2 is, we may stilicbacerned that the correlation between
experience of a claim and decreased BIT parti@pas a spurious one, driven by omitted
variables such as global shocks, changing normartisimoreign investors and investment
treaties, national political or economic environmemnd participation dynamics (such as
the exhaustion of treaty-partner possibilities). dadress these concerns we turn to the

tools of econometric®

“2 Note that while it was irrational to entirely igwothe risks of BITs until hit by a claim, we aret mrguing
that the sizeable drop in BIT-participation is neszily a rational response — in fact, a predictiom the
bounded rationality literature would be that it lkbibe overly drastic. Similarly, we are not arguitigt
entering into BITs isnherentlyirrational and therefore do not expect adoptionetach zero after the claim,
particularly as developing countries are incredgirgecoming capital exporters themselves and certai
government agencies are bound to continue pushinthé treaties (cf. the case of Pakistan).

*3 The model proposed by Jandhyala, Henisz and Mads{2011) is an example of an alternative
explanation which is consistent with Figure 2 banmot explain our regression results below.
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Our country-year panel data includes observatiams 138 developing or transition
countries over the years 1990-2009. For our pugosae understand a developing or
transition economy (henceforth merely referredda@aveloping countries) as one that the
World Bank doesot classify as a “high-income” country for the majpraf our sample
period. Apart from Western countries, this defotiexcludes countries such as South
Korea, Singapore, and several Arab oil-exportirgest. Although these countries have
signed numerous treaties with Western countriesy, tble in BIT negotiations is arguably

often that of capital exporters - particularly whegotiating with low-income countriés.

Based on the interview findings above, our prireigimpirical hypothesis is that of
bounded rationality, i.e. that developing countroedy tended to strongly decrease their
participation in BITs in response to experiencingB#l' arbitration claim against
themselves. We examine the statistical validity tilms hypothesis by estimating the
Negative Binomial fixed-effects model of HausmarllHand Griliche$? with dependent
and independent variables as in equation 1.

Our parameter of interest in equation Bis
f(BITs,, | BITClaim,, X, ) = g(exp@BITClaim, +aX, +7,)) (1)
Where BITs,,, is the number of new BITs participated in yesi,
BITClaim,is a dummy variable which is zero in years beftwefirst BIT claim was

lodged against countiyand 1 otherwise,

X, comprises FDI inflows, net FDI outflows, GDP, thevéstment risk index, and

controls for previous BIT participation,

n.are year effects, and

&, are idiosyncratic errors.

In the subsequent subheadings we discuss in @etetil of the variables in equation 1, as

well as our choice of estimator for the regressgnation. Before proceeding with this,

4 salacuse 1990.
4 Hausman, Hall, and Griliches 1984.
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however, it is worth noting that the structure af cegression approach differs from that in
the leading models of BIT participatidhOur panel dataset is intentionally constructed of
country-year observations, while the earlier papenge used country-pair (i.e. dyad)-year
data. The dyad-year approach was necessary for rebemsive models of BIT
participation which sought to test hypotheses altbetimpact on BIT formation of the
relationship between treaty partners (e.g. inconféerdnces, colonial relations). In
contrast, our hypotheses of interest are countrgtlé-or this the dyad-year structure is not
necessary. Furthermore, in the interest of spaeejntentionally avoided the dyad-year
models in order to keep our analysis focussed anhgpotheses of interest and avoid
discussion of the many other variables includedhie dyadic models. However, as a
robustness check and to provide comparison witktieg literature, we show that our
results also hold using the dyadic data and modoeEEGS and Jandhyala, Henisz, and
Mansfield (JHM)?" The fact that our findings remain consistent asrtdwee different
datasets and econometric approaches speaks sttorthly robustness of our result. As we
discuss in Section 4, using the frameworks of EGS M also allows us to demonstrate

an auxiliary result which strengthens our conclansicegarding bounded rationality.

Dependent variable(s)

Based on UNCTAD’s country-lists of BITs, our mairpgndent variable counts the
number of BITs signelly a developing country in a given year. This ggandard measure
for quantitative studies on the diffusion of BI*fslt is based on the simplified, yet
reasonable, assumption that BITs are comparabltheir substantive and procedural
provisions*® One aspect where BITH systematically and meaningfully vary, however, is
in their dispute settlement provisions, since iswauntil the late 1980s that BITs began,

as a general rule, to give investors access tostowstate arbitration without first having

6 EGS 2006; Jandhyala, Henisz and Mansfield 2011.

*” The EGS robustness check is presented in Sectidinel same exercise is repeated using the data and
econometric approach of JHM in the Appendix.

“8E.g. EGS 2006.

9 The content of BITs is largely similar, and altgbisome recent studies have coded BITs’ contertkga
2008; Alle and Peinhardt 2010), they remain todriats/e or cover too few treaties to be useful @r
purposes. Also, even when differences exist, they aiten leveled out by the MFN provision, which
combined with BITs’ often broad definition of intess and investments provide ample opportunitigs fo
‘treaty-shopping,” which makes differences betw&¢hs even less relevant in practice; Legum 2008@iil5c
20009.
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to exhaust local remedié%Although occasionally overlooked by internatiomelations
contributions’* this difference is crucial as investment treatiesild be largely irrelevant
for foreign investors without their effective andneprehensive consent to investor-state
arbitration®* We therefore restrict our sample to the periodhe vast majority of BITs

included a binding consent to investor-state abdn, namely from 1990 onwards.

To check the robustness of our results we alsotwsealternative measures of BIT

participation. The first is the number of BITs tlcaine into force in a given year (hereafter
referred to as ‘ratified BITS’). The advantage bist measure is that it captures the
propensity to enter into BITs which are actuallgdiy binding, while the disadvantage is

that idiosyncratic ratification processes introdow@asurement error.

Our final measure of BIT participation is the numloé BITs signed by a developing
country in a given year which came into force (Were ‘ratified’) within three years of
being signed. Though novel, this measure combiheskey strengths of each of the
measures of participation commonly used in therditee. Like ‘ratified’ BITs, this
alternative measure of participation has the acgentof not counting BITs which
countries sign without the intention of making théagally binding. Similarly to ‘signed
BITs’, this measure avoids the measurement errtiodoced in the ‘ratified BITS’
measure by idiosyncrasies in the (often lengthtijication process in each country. We
chose three years as our cutoff as more than fitlis Df BITs that have entered into force

did so within three years of signatife.
Main explanatory variable

Our explanatory variable of interest is a dummyialgde that takes the value of one

beginning the year a country was subject to itst 81T-claim — defined as the year the

% yackee 2008.

*LE.g. EGS 2006; JHM 2011.

2 \Walde 2005. It is unclear from arbitral decisiolsyhat extent investors can use MFN clausesnpdirt’
more favourable dispute settlement provisions frotier treaties (Hsu 2006). This makes the specific
wording of arbitration provisions particularly impant to assess the protection granted in indiViélias.

*3 The vast majority of BITs come into force aftee ttontracting parties have notified each other their
domestic requirements are met. Such requiremenysacaoss countries, but in practice this often msethat
both national parliaments have to ratify the BlTdoe it enters into force.

> UNCTAD 2006.
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claim was registered by the arbitral tribunal - areto otherwisé> While our base
regression includes only the relatively simple sfiiclaim” dummy variable, we also
considered more refined measures of BIT-claim agpee, including: the number of
claims a country has faced, the size of the awawndls by the investor, BIT-related claims
brought under other legal jurisdiction, and whettiner host ‘lost’ the case. None of these
refinements affect the base result — a finding Whends further support to our bounded
rationality hypothesig®

Other control variables

A key component of our identification strategy fee tinclusion of a full set of year
dummies to control for global shocks shared bycallntries, such as business cycles,
changing global norms towards foreign capital (¢h@. rise and fall of the Washington
Consensus), the global number of BITs, or the dlobaber of BIT claims. Controlling
for global BIT claims in this way means that théeefs we observe additional to any
effect of claims against other countries. Thus alirtries treated claims against other
countries as being as informative as claims agdhemnselves, or if they were merely
responding to a secular shift in BIT-participatioorms as suggested by JHM, we would

expect to find zero effect from our variable ofeirgst (own BIT claims).

Our base model also controls for a country’s FOloims and outflows as well as its
market size/level of economic development proxigdaDP. We control for these macro-

economic flows to account for the fact that theslenf foreign investor interest in the host

* The variable may have a small amount of measuresreor, as the secrecy of some disputes adjudicate
under non-ICSID rules, means we can’t be entiralg svhen a country was hit by a BIT-claim for tlvstf
time. However, the vast majority of investment tyeawards have found their way to the public domain
Furthermore, even if we are missing the first ciifor a few countries, it would make our resultsreno
conservative i.e. biaagainstfinding an effect of the first treaty claim. Sianily, while the year a country
was subject to its first BIT-claim is not necedyathe year it was first threatened with a claifmistalso
makes it more difficult to find an effect from fir8IT-claims and therefore biases against evidefnce
bounded rational learning. Finally, a claim indesathe relevance of BITs for investment protectam is
therefore likely to lead to increased lobbying RIT-formation by foreign investors not covered bgaty
protections; so this too will make it less liketyftnd an effect of the first claim.

*® The result regarding number of claims is in tahleéhose for size and jurisdiction are in table A3he
Appendix. The result for ‘losing’ a claim is avdila in request from the authors but is not presthere as
this variable is subject to significant measurenamnbr due to out-of-court settlements, the manydpgy
cases, as well as methodological concerns in agingtra quantitative measure for when countries have
actually ‘lost’ a claim.
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may affect the number of BITs it can choose to SlgWe further control for investment

risks (using the Political Risk Services Group kdes a government with protectionist
urges towards FDI may both be in higher risk of Blaims and at the same time less
inclined to sign BITs. All of these explanatory nadnes are lagged one year to avoid

simultaneity.

Finally we include a range of indicators to contfol saturation, i.e. the fact that a
slowdown in a country’s BIT participation can b&action of the size of its existing BIT-
network. Since a more extensive BIT network wikalraise the probability of a claim
(ceteris paribus) omitting previous participationuld likely lead us to over-estimate the
downward effects of claims. We therefore contral &ocubic polynomial function of the
cumulative number of BITs participated in (measuogdsigning or ratification according
to the dependent variable in the regression). Aattally, since claims only arise from
ratified BITs, we control for the cumulative numldrBITs ratified with four and ten year

lags in all estimations.

Summary statistics and sources all raw and cortsttugariables used in our analysis are
provided in Table A.1 in the Appendix. Missing d&ba some series means that our base

regression uses around 1600 of the potential 2B46rvations.

Additional robustness tests

Apart from robustness check to choice of estimaita specification of both the dependent
and main explanatory variable, we also checketi@tobustness of our findings to adding
or removing other control variables. For instarwe,removed — one at a time - any of the
controls in our base regression which might poaédigtibe endogenous or cause other
forms of bias. Also, we checked the robustness wfresults to the inclusion of two
additional controls. Firstly, using the World Basldatabase on political institutiorfsye

captured possible partisan biases by including mndy variable indicating whether a

" For example, controlling for FDI flows means tbat results will not be biased by any decreasedstor
interest in the host which the work of Allee andnhardt (2011) suggests may be caused by BIT claims
%% Beck et al. 2001.
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country’s executive and/or majority party was Mftg. Secondly, we checked for
whether a country’s BITs have been used to adjtelicaims against other countries: for
while only few developing country investors haviedi BIT-claims, the rising stocks of
investment from developing countries mean theyeasingly have an interest in not just
attracting investment from the West but also pioteeir own investors abroad. In the
interest of space we do not present these resettes however, as neither control had any
appreciable explanatory power or impact on otheffiments>®

Augmented models and ancillary questions

As many countries experienced their first investitezaty claim around the same time,
we include specifications which control for crossder learning effects by including
dummy variables for whether a country within thensaegion has been hit. This is a much
simpler approach than EGS, for instance, who irelwbmplex (and highly data
dependent) diffusion measures based on ambiticaisrggtions of highly advanced BIT-
strategie$® Based on our interviews, we are less optimistiouatihe sophistication of
developing country strategies in the internatiomakestment regime and therefore limit
learning effects to countries within the same regiblote again, however, that any
observed impact of this variable aver and aboveéhe impact of the global number of

claims (i.e. also claims far away).

Finally, we studied specifications which distinduisetween BIT partners. For although
BITs are largely comparable in their legal conténtndreds of BITs have been signed
between countries which exchange next to zero ima# flows. While legally binding,
and at times relevant through the MFN provisioresth treaties are rarely important in
practice. Similarly, since by far the majority dhims (still) involve Western investors
suing developing country governments, we distingustween North-South and South-

South BITs. We also use an alternative classificatwhere only South-South treaties

%9 Results available from the authors upon request.
® EGS 2006.
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which do not have a major developing country cgmigorter as one of the contracting

parties are considered ‘frivolous’ BIS.
Results

Table 3 reports coefficients from our base spedtifor). The dependent variables from left
to right are respectively the annual number of Bsighed, ratified, and signed and then
ratified within 3 years. In all three columns tHéet of having at least one BIT claim is
negative and we are able to reject the null oftpasior no effect at the 5% significance
level or bettef”> The experience of a BIT claim reduces signing byuad 35% and
ratification by somewhat less with around 1%¥6his provides strong support for our
hypothesis that when a country is subject to astleme BIT claim it reduces its
participation in BITs considerably; and that thifeet is over and above any effect from
observing claims against other countries. While amdd think of a number of reasons we
observe this statistical result, the underlying seyprocess was made clear from the
gualitative evidence above: although in some cdsesloping countries may have learned
about other countries’ experiences — either diyeatlvia intermediaries — many failed to
consider the risks of BITs until hit by a claim theelves*

®1 This measure was constructed by taking the cosniytward FDI stock as a share of the total devielp
country sample outward FDI stock and calculatedntia&imum, average, and median shares. Top 10 from
each were then considered large developing cocaital exporters.

%2 The one-sided nature of the t-test for our nuthas us to reject the null at 5% level of signific@ven in

the regression with ratification as the dependanable.

83 E.g. 1-exp(-0.423)=0.34. Note that, as expectesireésults are weaker when ‘ratification’ is th@etedent
variable due to the idiosyncratic differences.

% Similarly, Haftel and Thompson (2012) find thatilefcountries’ own experiences with disputes inseea
chances that they will renegotiate BITs, experisrafeother countries have no such effect.
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Signing Ratifying Sign & Ratify
L.BIT Claim -0.423*** -0.187* -0.463***
(0.107) (0.112) (0.144)
L.Inward FDI -0.016 0.009 -0.030**
(0.011) (0.011) (0.014)
L.Outward FDI -0.011 -0.006 0.016
(0.014) (0.013) (0.020)
L.GDP 0.001** 0.001 0.002***
(0.001) (0.001) (0.001)
L.Invest.Protect. 0.0771*** 0.092*** 0.067**
(0.022) (0.025) (0.028)
Constant 2.260%** 2.467*** -2.021**
(0.494) (0.555) (0.885)
Observations 1604 1524 1448

*p<0.10, *p < 0.05, ** p < 0.01.

Participation is measured by signing in column dtification in column 2, and column 3 measures BITs
signed in that year which where ratified within &ays. Sample size varies across columns as caifirie
which dep. var. is always zero are dropped. Tabymnts coefficients from negative binomial, fixeffieet
estimation; standard errors in parentheses. Yeandes and cubic function of lagged total BIT paptition

as well as four and ten year lags of ratificatitoancluded but coefficients not reported. All etlcontrols
are lagged one year.

Table 3. Strong negative effect of first BIT claimon participation in BITs by
developing countries.

While our results are backed up by interviews vgtdvernment officials themselves, we
may still be concerned that the statistical cotietes are driven by a tendency for first
claims to occur after BIT-participation has alreatiyrted to decline. The graphical ‘event-
study’ in Figure 2 provides suggestive evidencd thdo the extent participation was
already in decline — the first claim exaggerated thend. Table 4 provides regression-
based evidence to further support this and thay #fle concern that our results are driven
by spurious correlation with some underlying tréodard decreased participation. In the
interests of space the results are presented amlgifining as the dependent variable.
Signing was chosen over ‘Signed and Ratified’ sithmetwo measures have very similar
results but the former is more consistent with éResting literature on BIT participation.
Columns 1-5 in Table 4 control respectively foreass prior to the registration of the first
BIT claim through to 2 years after the BIT claimlesiged. If our BIT claim dummy were
picking up some spurious trend, we would expecthalcoefficients on the different leads

and lags of BIT claims to be similar. Instead welfthat the coefficients in the year of the
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BIT claim and the two subsequent years are roughige as large are those in the two

years prior.
1) 2) 3 (4) ©)

F2.BIT Claim -0.134

(0.098)
F.BIT Claim -0.158

(0.010)
BIT Claim -0.325***
(0.103)
L.BIT Claim -0.423***
(0.107)
L2.BIT Claim -0.302***
(0.110)

L.Inward FDI -0.028***  -0.018* -0.017 -0.016 -0.017

(0.0112) (0.0112) (0.012) (0.0112) (0.011)
L.Outward FDI 0.000 -0.012 -0.012 -0.011 -0.011

(0.016) (0.015) (0.014) (0.014) (0.014)
L.GDP 0.002***  0.001***  0.001** 0.001** 0.001**

(0.001) (0.001) (0.001) (0.001) (0.001)
L.Invest.Protect. 0.064**  0.072**  0.069***  0.071**  0.073***

(0.022) (0.022) (0.022) (0.022) (0.022)
Constant 2.500*%**  2.078**  2.173***  2.260**  2.205%**

(0.520) (0.493) (0.492) (0.494) (0.497)
Observations 1518 1604 1604 1604 1604

*p<0.10, *p < 0.05, ** p < 0.01.

Dependent variable is the annual number of BITeesig Table reports coefficients from negative biradm
fixed effect estimation; standard errors in parea#ls. Year dummies and cubic function of laggeal ®iT
participation as well as lags of ratification alseluded but coefficients not reported. All othentrols are
lagged one year.

Table 4. Timing of significant reduction in participation coincides with first BIT
claim

Furthermore, the coefficients on BIT-claim one @&wd years prior (columns 1 and 2) are
not significant at the 10% level, while the coe#fits in columns 3-5 are negative and
significant at the 1% level. These results corraegpeell with Figure 2 and provide strong
evidence that the structural break in participati@mavior coincides with the registration
of the first BIT claim.

Being confident of the robustness of our primargute we now consider ancillary
guestions. Table 5 examines the impact of incrgasimbers of claims against a host and

of claims against countries in the same regiorallispecifications in Table 5 we see that
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the total number of BIT claims (Cum. BIT claims) amly very weakly negatively
correlated with participation, suggesting that téag about the potential of BITs occurs
primarily in response to the first BIT claim. Thisrresponds well with the predictions of
bounded rationality, namely that a single ‘vividlemt often has a considerably greater
impact than expected by Bayesian frameworks. Ther lavould predict that each

additional claim reveals further information abtha risks BITs entail, yet this is not what

we find.
1) (2) 3) (4)

L.Cum. BIT Claims -0.018 -0.003 -0.003 0.010
(0.019) (0.016) (0.016) (0.016)

L.BIT Claim -0.419*** -0.416*** -0.393***
(0.110) (0.111) (0.110)

L.Region BIT Claim -0.015 0.010
(0.098) (0.097)

L.Region cum.BIT Claims -0.011%**

(0.004)

L.Inward FDI -0.018* -0.016 -0.016 -0.017
(0.011) (0.011) (0.011) (0.011)
L.Outward FDI -0.012 -0.011 -0.011 -0.011
(0.015) (0.014) (0.014) (0.014)

L.GDP 0.001*** 0.001** 0.001** 0.001**
(0.001) (0.001) (0.001) (0.001)

L.Invest.Protect. 0.071*** 0.071*** 0.071*** 0.073***
(0.022) (0.022) (0.022) (0.022)

Constant 2.036*** 2.253*** 2.272%** 2.808***
(0.497) (0.495) (0.509) (0.541)

Observations 1604 1604 1604 1604

*p<0.10, *p < 0.05, ** p < 0.01.

Dependent variable is the annual number of BITeesig Table reports coefficients from negative birmdm
fixed effect estimation; standard errors in pares#ls. Year dummies and cubic function of laggeal ®iT
participation as well as lags of ratification alseluded but coefficients not reported. All othentrols are
lagged one year.

Table 5. First claim against a country matters butcumulative number of claims does
not, while cumulative claims in the region matter ad first claim does not.

Columns 3 and 4 of table 4 examine the responstaitms against other countries in the
same region. Interestingly the pattern is revels®@: countries show little response to the
first claim in the region, but do seem to respooadhe cumulative average number of
claims per country in the region. This is not toopsising: claims against other countries

in the region are likely to elicit significantlyde of an emotional response for policy-
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makers than claims against their own country. Tous result suggests that, consistent
with theories of bounded rationality, policy leargiis more ‘rational’ when the emotional

content of the information is lower.

Finally, Table 6 addresses the question of whetheicipation in ‘serious’ BITs responds
in the same way as participation in more ‘frivolou® ‘photo-opportunity’, BITs. The
perceived benefits of participation in BITs for otties can range from apparently minor
ones such as ‘having something to do’ when a dignifrom another country visits

through to the potential attraction of much-neekligth-technology investmefit.

1) 2 (3) (4)
North-South South-South Serious Photo
BITs BITs BITs ops.
L.BIT Claim -0.373** -0.257** -0.421%** -0.198
(0.170) (0.125) (0.150) (0.136)
L.Inward FDI -0.044*** -0.024* -0.030** -0.025*
(0.017) (0.013) (0.014) (0.014)
L.Outward FDI -0.067** -0.018 -0.051** -0.021
(0.026) (0.015) (0.022) (0.016)
L.GDP 0.003*** 0.003*** 0.002*** 0.003***
(0.001) (0.001) (0.001) (0.001)
L.Invest.Protect. 0.093*** 0.063** 0.059** 0.086***
(0.033) (0.025) (0.028) (0.029)
Constant 3.114%** 3.186*** 2.890*** 2.974%**
(0.778) (0.509) (0.664) (0.551)
Observations 1558 1595 1558 1538

*p<0.10, *p < 0.05, *** p < 0.01.

Dependent variable is the annual number signecheftype of BITs described in the column heading.
‘Serious’ BITs are either North-South BITs or Se@&huth BITs where at least one party is a majoitabp
exporter. ‘Photo-op’ BITs are South-South BITs kedw countries which are not major capital exporters
Table reports coefficients from negative binomfaled effect estimation; standard errors in pares#s.
Year dummies and cubic function of lagged total Ridrticipation as well as lags of ratification also
included but coefficients not reported. All othentrols are lagged one year.

Table 6. Participation in BITs with potentially significant economic implications is
more affected by claims than participation in 'phob-opportunity’ BITs.

Similarly, the potential costs of BITs may appeagligible — for example if there is
almost no inflow of FDI ever likely from the partngountry — or they may be substantial —
for example if there are substantial amounts ofestment from the partner in high

political-risk sectors. So if our results are pyrétiven by a slowdown in BITs with few, if

% The latter is questionable. For recent studiesAssisett 2009, Yackee 2010, and Poulsen 2010.
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any, considerable implications (except through MfeN clause) our analysis may have
little relevance for the investment regime over#¥kkt, Table 6 shows that this is not the
case. While participation in all types of BITs resds negatively to a claim, the impact is

strongest for BITs with the largest potential ecoimimplications.
4. Alternative explanations based on full rationaly

Our findings thus far have provided robust evideatighly narcissistic learning about
treaty claims - consistent with the bounded rationframework. In this final section we
consider the extent to which our findings mightdxglained using two leading alternative
models, namely: full rationality with full informiain, and full rationality with imperfect

information.
Full rationality with full information

If negotiators pursued BITs primarily in responseindividual interests — e.g. larger
budgets, facilitating travels abroad - perhaps teyally did know about the implications
of BITs, yet the political costs of pursuing theon their selfish reasons simply became too
high once the claims began. We find this explamatiolikely. First of all, it would have to
rest on a major conspiracy, given thall stakeholders interviewed have stated
independently of each oth&nat most developing countries failed to fully cioles the
risks of BITs until they were hit by their firstatim. Even some official reports and internal
documents admit this (see above). This is impodara number of stakeholders have often
had an individual interest in cautious BIT-stragsgiThese include legal officers vetting
the treaties, whose careers could be at stakesinfarming their principals about their
international legal obligations; finance ministrigg1o would often have to ‘pay the bill’ in
case of disputes; or regulatory agencies, whoseanty would be constrained. However,
all feedback from officials indicated that BITs leavypically been completely non-
politicized in national policy-making processes draitdly any stakeholders got involved
in BIT-policies until the first claim hit. This idifficult to explain using a public choice

framework.
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Full rationality with imperfect information

There is another potential explanation, howeveiclwimay intuitively carry more weight.
If we acknowledge that some degree of learning fown experiences is indeed rational -
even when faced with low-probability events - thieounded rational and Bayesian

learning models may in fact be observationally egjeint.

A rational stakeholder would know that the prohiapibf a claim depends on a large
number of factors including the investment and goaece profile of the country. She
therefore knows that a claim against her own cqurdr a similar (e.g. neighboring)

country, provides more information about the prolggithey will face future claims than

a claim against a more ‘distant’ country. Thus &oreal but imperfectly-informed

stakeholder would react more strongly to claimselby - and stronger still to claims at
home - than they would to more distant claims. Timesdifference between the Bayesian
and bounded rational learning models in this regardains one of degree. Taking this
logic one step further, Meseguer argues thauhded learning and rational learning yield
the same results as soon as one drops the ratleaahing assumption that there are zero

costs to gathering new informatisf’

In this respect we agree with Conlisk, however, wlomts out that there is no inherent
reason why information costs should be a more &@gissumption than cognition costs
priori.®” Also, while we do not disagree with Meseguer’s aosion of observational
equivalence in the context of her specific casehstuve find it unlikely that a rational
learner would react so strongly to the first clamhome while completely ignoring the
first claim in the region, as we found in the stftial analysis. We also find it unlikely that
a rational learner would react strongly to thetfokim against their country rather than
learning progressively from subsequent claims. Meoee, unlike Meseguer who almost
exclusively relies on econometric evidence, we harasented interview feedback on the
processwith which developing countries have learned al®liis, which clearly indicated

bounded rational learning. For, while it may notvénanecessarily violated standard

5 Meseguer 2006, 1.
®7 Conlisk 1996.
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expected utility theory if governments underestgdathe risks of BITs, only bounded

rationality can explain why they were ignored coetely®®

Finally, even if this does not convince skepticshaf added-value of a bounded rationality
framework, the bilateral nature of our case-stullgws us in a last robustness test to
provide a clear rational baseline, which other igtsichave had difficulties providing.
Existing international relations literature on pglilearning tends to focus on unilateral
policy decisions involving only one counfty.Yet this provides only one dimension of
‘relevant’ information, which in turn makes it ddtilt to distinguish bounded and fully
rational learning. BITs, in contrast, are bilaterghich means that there are potentially two
dimensions of relevance, or ‘distance’, of a pietenformation: one in relation to the
‘host’ country, and one in relation to the parteeuntry, and on their sensitivity to this
second dimension of distance the fully and boundédnal learners will differ even more
than the first. Analogously to the case of closerfes the host country, a fully-rational
policy-learner will place more weight on cases lgitduby investors from the potential
BIT-partner than it will on other cases. This isaaal since the probability that claims are
brought by a certain country is likely to vary withe amount and type of outward
investment of the country, the experience of hoowntry lawyers in bringing BIT claims,
etc. In contrast, a bounded rational learner mayprg the readily available information
about BIT—claims brought by investors from the ptitd partner country. The availability
heuristic will not apply in the same way as withigls against the host since claims
brought by the partner are not as ‘vivid’. Thus,tba question of how BIT participation
responds to claims brought by potential partnernties, bounded and full rational

learning models are not observationally equivalent.

In order to test our competing hypotheses with neéga claims brought by the potential
partner, we make use of the datasets and empmeghodologies of the two leading
papers on BIT-diffusion; Elkins, Guzman and Simmd&$S, 2006) and Jandhyala,
Henisz, and Mansfield (JHM, 2011Roth papers use country-dyad datasets and a alirviv

analysis approach to examine the determinants &ff@imation between partners. Since

% See again e.g.; Camerer and Kunreuther 1989.
%9 E.g. Weyland 2006; Meseguer 2009; Gilardi, Fiigtisand Luyet 2009.
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the findings are so similar, and in the intere$tspace, we present and discuss the results
for the EGS dataset here (see Table 7) and thoskdadJHM dataset in the Appendix (see
Table A.4). Table 7 reports the estimated oddesdbr EGS’s main explanatory variable
of interest and for our explanatory variables aéiast’’ In the first column we reproduce
EGS’ preferred regression and obtain exactly tieesastimated odds ratio on their main
variable (BITs among export product competit@s)reported in their pap€r.The odds
ratio is greater than one, and statistically sigaiit, which EGS interpret as evidence in
favor of their rational, competition-driven theasfyBIT-diffusion. In column 2, consistent
with our main regressions, we restrict the samplgog to post-1989 — the period in which
BITs actually had some legal ‘bite’. We includestiblumn to show that this change alone
causes the odds ratio for EGS’s export competitamable to no longer be statistically
significantly different from oné®> We are agnostic about this finding, however, asavee
not disputing that developing countries have siga&its primarily in an attempt to attract
foreign investment (see Conclusion). Also, respogdio behavior of “competitors” is
potentially consistent with both fully-rational abdunded-rational learning models.

In column 3 of Table 7 we add our “BIT-claim” expktory variable of interest, as well as
an unrestricted quadratic in total BITs signed bg host to control for previous BIT
participation. As such, column 3 tests whether main result is robust to the use of an
alternative dataset and entirely different econoimepproach. The odds ratio on our BIT-
claim variable is 0.786 and statistically signifitlg different from 1. Thus, our finding
that a BIT-claim decreases participation is robtesstthe use of a dyadic modeling

approach.

In column 4 of Table 7 we add controls for a cldiyninvestors from the potential partner
country, as well as an unrestricted quadratic ievipus partner-country BIT signing.

These additions further decrease the odds ratioown BIT-claim variable, thereby

0 Other variables as per the footnote to Tablechuding all variables which are in EGS Table 2deid -
are included in the regression but results aregemmirted in the interest of space. Full resultsaanaglable on
the author’s websites. Note that our switch fromoréing coefficients (as per earlier tables) to odatios
here is in the interest of consistency with the Weyresults are reported in EGS.

I We report results based on model 2 in Table 2SE®Ve chose model 2 since it was empirically the
strongest model favouring EGS’ hypothesis of coitipetled diffusion of BITs. Results based on thbey
models in Table 2 are qualitatively the same aedaaailable from the authors on request.

2 An odds ratio of one suggests that the variabterfuaeffect on the survival rate (i.e. the probigbif BIT
formation at a given point in time).
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strengthening our main claim. In contrast, the addi® for the variable indicating a BIT-
claim has been launched by investors from the pialgrartner country is greater than one
— though this difference is not statistically sfgrantly different from one. This is
consistent with our prediction based on boundedrmality and again follows directly from
the interview feedback: officials involved in inwe®nt treaty policy-making often ignored
the readily-available information about investmelaims involving other countries until

they themselves were hit by a claim.

@), @) 3) (4)
BITs among export product 1.111 1.026 1.013 0.967
competitors (0.038) (0.039) (0.040) (0.040)
BIT claim against (host) 0.786 0.763
(0.097) (0.095)
BIT claim by (source) 1.017
(0.137)

Years included 1960-2000 1990-2000 1990-2000 1990-2000

Observations 208610 63461 61222 60083

* p<0.10, *p < 0.05, ** p < 0.01.

Exponentiated coefficients (hazard ratios) from Qgooportional hazards model; standard errors in
parentheses. Column 1 of this table reproducegdbelts of ‘Model 2’ of Table 2 in EGS (2006) with
updated dataset provided by EGS. ‘BITs among expradiuct competitors’ is defined in EGS’ articlaullF
set of controls included from EGS, but not repartedull set of results showing coefficients fot aariables

in the regression is available from the authorsbsites. Column 2 of this table restricts EGS’ regien to
1990-2000. Columns 3 and 4 add controls from ota tt BIT participation (quadratic function) anidions

for host and home/partner.

Table 7. Using the dataset of Elkins, Guzman and ®mons (EGS) (2006) we show in
a bilateral setting that claims against host signitantly reduce likelihood of BIT-
formation while claims brought by investors from patner have no effect.

Conclusion

Developing countries have behaved ‘predictablytioreal’ in the international investment

regime. By following the availability heuristic, ma have been excessively narcissistic
when learning about the risks of BITs. Apart alegtabout potential optimism bias among
countries yet to experience their first BIT-clairtinese findings could have broader

implications.
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First of all, unlike several earlier internatiomalations studies on bounded rationality, we
were able to address the important critique of \ase who argues that the large degree
of observational equivalence between bounded raitgyrand Bayesian models renders the
former an unimportant complication for internatibmalations’® Evidence against the
accusation of observational equivalence is mouritingconomics? and we found clear

evidence against it in the international relatioastext as well.

Secondly, unlike in economics and political scientleE analysts ‘...have shown
impressive resistance to the bounded rationaltsrditure and its implications’ Ours is
one of a few studies beginning to fill this g&pyhich all beg the question of whether it is
time to make bounded rationality a core area aradt for IPE? While of potential use for
constructivist approachgsthis would be closely aligned with traditiorationalist literature
studying how governments have pursued their (sitgived) interests to the best of their
ability.”® But unlike contributions based on comprehensiv@mality, it would do so

taking cognitive constraints seriously.

For instance, a standard assumption in much rdisbBE literature is that actors loosing
from a policy will lobby against i But this didn't happen for a long time in the
investment regime due to information processingdsaamongst stakeholders. Might this
finding hold in other areas as well, such as thgulegion of ‘fat-tailed’ risks in
international financial markets for instance? Samhyl, we have focused on the role of the
availability heuristic, but other heuristics — sual those of representativeness and
anchoring — could also be important in explainingtematic patterns in economic
diplomacy®

Parallel observations could be made about theeswmitit of international economic

disputes. Behavioral approaches have become abliss&l tradition in (particularly

3 Meseguer 2006.

" Camerer 2004; Thaler 2005; Camerer, Loewenstaih Rabin 2006.

> Odell 2002, 178. See also, Elms 2008.

®Walter and Willett 2011; Hafner-Burton et al. 202012.

" See, for instance, Herrera’s use of bounded ralityras a bridge to constructivism; Herrera 2061, 2.
See also; Abdelal, Blyth, and Parsons 2010, 10-11;

8Weyland 2006, ch. 2. See e.g. Simon’s notionraéfided rationality’; see Simon 1957.

" Lake 2009, 226.

8 See e.g.; Hafner-Burton et al. 2012.
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American) domestic legal studi&sput have yet to be applied to adjudication under
international economic law. But why should WTO dan@vestment treaty tribunals, or
other international adjudicative bodies not be scibfo the same biasing heuristics as

domestic courts?

Our findings also have more specific implicatiortss the study of the international
investment regime. For while we have refrained frofiering a general theory of BIT-
adoption in this paper, our results imply that aurmed rationality framework could
provide important hints as to why, and how, deviglgountries signed BITs in the first
place. Although not necessarily seeking to reftie ¢laim that many capital-importing
countries have used modern BITs in an attempt tracator retain capitdf a bounded
rationality approach would query just how carefovgrnment actors have been in the
proces$? From this perspective, negotiators and stakehsldeuld not be as rigorous in
assessing potential costs and benefits as assumeptimizing frameworks, even if it

would appear to be in their country’s interest ¢osd.

One potentially important topic in this respectbether systematic biases in decision-
making have varied with endowment of expertiseelevant government agenciésas
expertise is essentially a response to cognitiasts¢at is difficult to incorporate into
theory without reference to bounded rationdityAnd while experts are also prone to
biased judgments, their prior knowledge reducesbthsing effects of heuristi§ which
makes expertise a potentially important interveniiagtor to understand the scope
conditions of a bounded rationality framewdfk.So perhaps developing country
governments have been more prone to biased progesdi information about the

implications of BITs than developed country coupsets with higher levels of

81 Sunstein 2000.

82 Guzman 1998; EGS 2006; Bubb and Rose-Ackeman 2@0nft 2009; Pinto, Pinto, and Stier-Moses
2011; Swenson 2009.

8 On the role of bounded rationality in institutibhoice, see generally; Weyland 2006; Jupille Snitial
2005.

8 On the lack of expertise among officials in dep#hg countries dealing with investment treaties, eg.;
UNCTAD 2008; Poulsen 2011.

% Conlisk 1996.

8 Neale and Bazerman 1991, 96.

87 Weyland 2006, 60; Hafner-Burton et al. 2011.
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administrative capacity. This goes also for thetenh— or design — of BITs; an issue we

have left largely unexplored in this paper.

Other extensions of our findings could follow fraime fact that arbitration claims have
made stakeholders better realize their own interesid thus become increasingly involved
in the BIT-adoption process. Partly as a resulegoments have been less keen on signing
the treaties and particularly hesitant about ‘sesic and thus potentially costly - BITs
with capital-exporting states. This increased poiation of BITs touch on a fundamental
guestion of political science, namely whether mpseticipants in the policy-making
process reduce the aggregate impact of individiedes? If they do, then bounded
rationality insights could be less relevant for gwditical economy of BITs today, than in
the past when only few officials were involved witte treaties. Yet, there is no inherent
reason to think that cognitive constraints whick aystematic would cancel out in the
aggregatd” And even if they do, the high turn-over in manyveleping country
bureaucraci€$ may make the risks of BITs gradually less ‘vividt stakeholders without
personal experience with claims in the past, and thotentially ‘de-politicize’ the BIT-

adoption process once again.

Whether complementing standard IPE models, oraxistlone explanatory frameworks,
these are important questions arising from insigirisbounded rationality that future

studies might consider.

8 This remains an open question; Jones 1999, 307.
89 E.g.; Healy and Malhotra 2009.
% 'Weyland 2006; Busch, Reinhardt, and Shaffer 2009.
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APPENDIX: Statistics, econometrics and robustness tests

Variable Description/measure Mean SD Min Max N Source
1 if country has been subject tc

BIT claim a BIT claim, 0 otherwise. 0.19 0.39 0 1 2740 ()
cumulative o lative BIT claims. 057 257 0 51 2740  (I)
BIT claims

Signed Annual BITs signed. 1.23 2.03 0 17 2740 (1
g;nme“(;a“"e Cumulative BITs signed. 1616 18.89 0 124 2740 (Il
Ratified Annual BITs coming into force. 0.90 1.74 0 15 2740 ({0))
Cu_rr_lulatlve Cumulative BITs coming into 1118 1506 O 97 2740 (1)
ratified force.

Sianed and Annual BITs signed which

ra?ified came into force within three 0.73 1.55 0 15 2740 (1

years.
Cumulative  Cumulative BITs signed which
signed and  came into force within three 863 1132 O 85 2740 (1

ratified years.

FDI inflows SeStD'”ﬂOWS' BOP, bn.current 4 ¢/ §90 a7t 148 2471 ()
FDI outflows SeStDOUtﬂOWS' BOP, bn.current 14 351 3516768 2101 (Ill)
GDP Bn. current US USD. 56.93 197.21 0.08 4330 2494  (Ill)

Investment risk profile index

il from O (very high risk) to 12~ 6.91 234 0 12 1949  (IV)
protection ,
(very low risk).
: 1if a country in same region he
Regional . ;
) been subject to a BIT-claim, 0  0.73 0.45 0 1 2740 ()
BIT claim :
otherwise.
Cumulative . o
regional BIT g‘;‘;‘:}'a“"e EIT ElEme 17 927 1653 0 91 2740 (I)&(V)
claims ’

North-South  Annual BITs signed with

BITs signed developed countries. 0.47 0.96 0 8 2740 (1

South-South Annual BITs signed with

BITs signed developing countries. e A ¢ S Al (11

Annual BITs signed with
'Serious' developed countries or
BITs signed developing countries with large
outward capital stocks.

062 116 0 8 2740 ()& (Il

Annual BITs signed with
developing countries with smal 0.60 1.29 0 15 2740 (1) & (1)
outward capital stocks.

'‘Photo-op’
BITs signed

Sources:(l) unctad.org/iia-dbcases, worldbank.org/ICSIR,l@w.uvic.ca, and iareporter.com; (ll)
UNCTAD; (IlII) IMF IFS; (IV) PRS Group; (V) UN Millenium Development Goals Regional
Groupings.
Notes: Sample covers 137 developing and transition ecoe®ifndm 1990 to 2009.

Table A.1. Summary statistics
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Choice of Estimator

Since our dependent variable is a count variabfe,estimator based on a gamma
distribution is likely most appropriate. While adkwedging that there may be some
resulting lack of efficiency compared to a simpéesgon model, we have opted for a high
degree of flexibility and estimate the fixed-effewtgative binomial model of Hausman,
Hall and Griliches* Furthermore, lack of efficiency is not a major cem for us as our

coefficients of interest are generally significgrdifferent from zero at the 1% level.

Fixed-effect estimators are the workhorse of camsatry panel applications because they
significantly reduce the influence of omitted tinmeariant country characteristics. In our
case, relevant characteristics include factors sschegion, legal tradition, geographical
size, and colonial history. Yet, using a full fixetfect model for our purposes may cause
bias since the inclusion of lagged cumulative parétion is akin to including a lagged
dependent variablf&. Thus our base specification is something of a comfse, allowing
for country-specific dispersion in a negative binaimspecification, (thus allowing
country-specific intercepts) but not being a pixed-effect modef? In robustness checks
we compare our results to those obtained in bofixed-effect poisson model and a
negative binomial model without country-specifisuirsion. The results in Table A.2.

indicate that our choice of estimator does notitptalely affect our findings.

Table A.2 shows the robustness of the finding ® d¢hoice of estimator from within the
set of count-data models which could potentiallyused in the application. The strong
negative impact of a BIT claim is detected by ak testimators. From left to right the
estimators are a standard Poisson, fixed-effecesBai Negative Binomial (constant
dispersion), Hausman, Hall and Grilichies’ ‘fixeffieets’ estimator (our base estimatér)
and a negative binomial model including country-chies®>

1 Hausman, Hall and Griliches 1984.

92 For a discussion, see Arellano and Honoré 2001.

% Allison and Waterman 2002.

% Hausman, Hall and Grilichies 1984.

% The later is suggested by Allison and Watermar2200
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1) (2) 3) (4) (5)
Poisson  FE-Poisson NegBin. Base NegBin-FE
L.BIT Claim -0.417**  -0.343**  -0.468***  -0.423**  -0.379***
(0.101) (0.089) (0.117) (0.107) (0.139)
L.Inward FDI -0.031***  -0.031***  -0.034*** -0.016 -0.028**
(0.007) (0.008) (0.009) (0.0112) (0.012)
L.Outward FDI -0.021 -0.015 -0.004 -0.011 -0.010
(0.025) (0.011) (0.017) (0.014) (0.014)
L.GDP 0.002*** 0.002*** 0.002*** 0.001** 0.002***
(0.000) (0.000) (0.000) (0.001) (0.001)
L.Invest.Protect 0.051* 0.067*** 0.077** 0.071%** 0.088***
(0.027) (0.018) (0.026) (0.022) (0.029)
Constant -1.972%** -2.166*** 2.260%** -0.774
(0.293) (0.304) (0.494) (0.480)
Inalpha -0.482*** -1.4Q7***
(0.123) (0.198)
Observations 1632 1604 1632 1604 1632

*p<0.10, *p < 0.05, *** p < 0.01.

Dependent variable is the annual number of BITeegsig See text for description of estimators. Coigffits
and standard errors reported. Standard errorslimes 1, 3 & 5 are robust to country-level clusigriYear
dummies and cubic function of lagged total BIT jm#phtion as well as lags of ratification also umbéd but
coefficients not reported. All other controls aaigded one year.

Table A.2. Strong negative effect of first claim orparticipation is robust to choice of
count-data estimator and treatment of country-effets.

Other robustness tests

Table A.3 shows the robustness of the strong negatnpact of BIT claims on
participation to plausible changes in the baseiBpaton. In column 1 the controls for
FDI flows are omitted from the base specificatithBITs have some impact on FDI
flows, it is possible that including FDI on thehighand side could bias all the coefficients
in the regression. Furthermore, including FDI oa tight hand side may cause bias due to
non-random missing values in the FDI data. Howethex,economically and statistically
insignificant difference between the coefficients BIT claim in columns 1 and the base

regression suggest neither endogeneity nor sethelias problems in the base regression.

Column 2 omits all lagged BIT-participation congolThe robustness of the result here
confirms that the negative BIT claim effect is mo$purious time-series artifact due to the
lagged participation controls. Column 3 omits theary dummies from the base

specification and instead includes global BIT mapaation and claims. As we would expect
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the total number of BITs signed globally is postiv related to participation, while the
impact of increasing total global claims is negatiColumns 4 and 5 add to the base
specification respectively controls for non-BIT @stor-state arbitrations - i.e. with
jurisdiction based on national investment laws treo investment treaties - and BIT
claims where investors sought more than US$100 mieompensation. Controlling for
non-BIT claims has negligible effect on the basgression. Controlling for large BIT
claims (in column 5) substantially reduces the ftcieht on all BIT claims. This makes
sense as the coefficient on all BIT claims shouvrbe interpreted as the response to

small, medium or publicly unknown magnitude claims.

1) (2) 3) (4) (5)
L.BIT Claim -0.436***  -0.441**  -0.465***  -0.421***  -0.365***
(0.102) (0.107) (0.110) (0.107) (0.120)
L.GDP 0.000 0.0071*** 0.001** 0.001** 0.001**
(0.000) (0.000) (0.001) (0.001) (0.001)
L.Invest.Protect 0.073*** 0.064*** 0.046** 0.071*** 0.071***
(0.021) (0.022) (0.021) (0.022) (0.022)
L.Inward FDI -0.018* -0.010 -0.016 -0.015
(0.011) (0.010) (0.011) (0.011)
L.Outward FDI -0.011 -0.011 -0.012 -0.011
(0.014) (0.014) (0.014) (0.014)
Global BITs 0.0071***
(0.000)
Global Claims -0.004***
(0.001)
L.non-BIT Claim 0.182
(0.188)
L.Big BIT Claim -0.169
(0.166)
Constant 1.603*** 1.339%** 0.437** 2.234%** 2.203***
(0.434) (0.318) (0.215) (0.494) (0.495)
Observations 1832 1604 1604 1604 1604

* p<0.10, *p < 0.05, *** p < 0.01.

Dependent variable is the annual number of BITeesig Table reports coefficients from negative birmdm
fixed effect estimation, standard errors in paresdls. Year dummies (except in column 3) and cubic
function of lagged total BIT participation as wad lags of ratification (except in column 2) alscluded but
coefficients not reported. All other controls aaigded one year.

Table A.3. Strong negative effect of claims on padipation is robust to different
specifications, including controlling for large BIT claims and non-BIT investor
claims.
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Table A.4 repeats the exercise of Table 7 usingddiaset from an important recent
contribution to the literature by Jandhyala, Heraszl Mansfield® In column 1 we see

once again that our principle finding of a strorgative impact from first claim against a
host is robust to the use of a bilateral/dyadic etinod approach. In column 2 we add the
variable for first claim brought by an investor fiadhe potential host country, and once
again see no effect from this variable. In colun3nand 4 we make the specification
increasingly conservative by adding first year #meh host-country dummies. In all cases
we find strong evidence that hosts decrease paation in response to the first claim
against them, but show no response to the firdtmclarought by investors from the

potential host.

1) (2) 3) (4)

BIT claim against (host) 0.621°  0.569°  0.651" 0.584"

(0.055) (0.052) (0.061) (0.066)
BIT claim by (source) 0.908 0.981 1.023

(0.081) (0.093) (0.092)

Observations 145287 123729 123729 123729
Quadratic in host no. of BITs Yes Yes Yes Yes
Quadratic in source no. of BITs No Yes Yes Yes
Year dummies No No Yes Yes
Host country dummies No No No Yes

"p<0.10,” p<0.05~ p<0.01

Exponentiated coefficients of piecewise exponentiabel of BIT signing, standard errors in parengises
Dataset and regression specification are exactiyeasolumn 1 of Table 2 of JHM (2011) except far o
extra controls as indicated in the table. A fult e results showing coefficients for all variables the
regression is available from the authors’ websites.

Table A.4. Using the dataset of Jandhyala, Heniszd Mansfield (JHM) (2011), we
see robust evidence that claims against host sigi#ntly reduce likelihood of BIT-
formation while claims by investors from partner have no effect.

% JHM 2011.
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