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What Type of FDI Is Attracted by BITs?  

 

1. Introduction  

 

After a period of reluctance towards foreign investors, since the 1980s developing and 

transition countries have started to open up towards international capital flows and to attract 

foreign investor. However,  the range of policy tools  that can enhance the inflow of FDI in the 

short run is limited. Economic factors such as market size, openness, economic growth and 

political institutions are the most important determinants of FDI. Although policy can affect 

these dimensions, it usually takes time for changes to materialize. Therefore, many policy 

makers have increasingly turned towards alternative solutions that may improve the 

attractiveness of their countries in the short run, such as reduced tax regimes for foreign 

companies, investment promotion activities and bilateral investment treaties (BITs).  

By signing a BIT, the host country guarantees the fair and equitable treatment of foreign 

investors and include guarantees on compensation in case of expropriation. Moreover, the host 

country commits to submit to a binding dispute settlement mechanism in case of disputes 

between investors and the state (UNCTAD, 1998). Developing countries invest time and 

resources to set up, negotiate and sign these treaties, by which they give up part of their 

sovereignty. An important question is therefore whether BITs actually succeed in attracting more 

FDI inflows and whether it is worthwhile for a developing country to incur these costs.  

Since the first BIT has been signed between Germany and Pakistan in 1959, the number 

such bilateral agreements has been rising at an exponential rate. Between 1990 and 2009, the 

number of BITs signed by developing countries increased from 200 to about 2000. Not 

surprisingly this evolution attracted the interest of researchers and several authors have analyzed 

whether BITs effectively lead to increased FDI flows.  

While the early literature was skeptical on the effectiveness of BITs (e.g. Hallward-

Driemeier, 2003), more recent empirical studies generally find that BITs do actually stimulate 

the inflow of FDI (e.g. Egger and Merlo, 2007; Busse et al., 2010; Berger et al., 2010)
1
. These 

studies all look at aggregate bilateral FDI flows. In a recent paper Egger and Merlo 

                                                           
1
 For an overview of the literature, refer to Sauvant and Sachs, 2009 
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(forthcoming) analyze the response of MNEs in Germany using firm-level data and find that a 

BIT leads to more plants being opened and increased sales abroad.  

This paper aims at contributing to this literature by considering the potentially 

heterogeneous impact that BITs may have, according to the sector of FDI activity. There are two 

main reasons for considering thedifferent effects that BIT may have on different types of FDI. 

First of all, the view that FDI automatically contributes to growth has been challenged, and it has 

been emphasized that the beneficial impact of FDI likely depends on the type of FDI concerned 

(Nunnenkamp, 2004). In general, FDI is expected to contribute more to poverty alleviation when 

it is targeted at labour-intensive industries and when interactions with local firms can create 

spillovers (OECD, 2002). On the other hand, the enclave character of investments in resource 

extraction seems unlikely to significantly contribute to growth and poverty reduction 

(Nunnenkamp, 2004). When BITs are signed in order to stimulate growth and development 

through incoming FDI, it is therefore important to analyze whether it is indeed the development-

enhancing type of FDI that is attracted through signing these agreements.  

Second, by studying the heterogeneous impact of BITs we will contribute to ‘opening the 

black box’ of how these treaties work. While early studies were mostly interested in studying 

whether or not BITs effectively attracted FDI, more recent studies started investigating also some 

of the mechanisms through which these effects are likely to happen. Egger and Merlo (2007), for 

instance, distinguish a short-term and long-term impact, while Kerner (2009) compares protected 

and non-protected investors, to see whether in addition to providing legal protection to investors 

from the signatory country, the signing of a BIT also acts as a signal to investors from other 

countries, by indicating that the country is serious about protecting and promoting foreign 

investment. Kerner finds evidence for such a ‘signaling effect’ - although the effect of a BIT is 

found to be larger for investors that are effectively protected by the BIT. Finally, Berger et al. 

(2010) look into the different provisions of BITs and RTAs (Regional Trade Agreements), 

concluding that the actual provisions matter for RTAs, but not for BITs, since foreign investors 

react positively to BITs independently from the specific modalities.  

On the basis of the prevailing arguments in the literature on how BITs are expected to 

affect investors’ decisions, in the following sections we derive more specific hypotheses 

concerning the heterogeneous effect that BITs are expected to have on different types of FDI. 

The validity of these hypotheses will then be tested empirically in the subsequent section of the 
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paper. A serious concern when one wants to study heterogeneous effects on FDI flows, is the 

limited availability of sectorally disaggregated FDI data. We will rely on data on FDI stocks 

disaggregated by industry for 12 countries in the Former Soviet Union and Central and Eastern 

Europe, collected by the Vienna Institute for International Economic Studies (WIIW, 2011). 

While this relatively small dataset obviously imposes constraints on our empirical analysis as 

well as on the geographical representativeness of our results, –it is the only source of available 

disaggregated FDI data that has been collected in a systematic way. Moreover, the specific set of 

countries in our sample seems to be especially relevant for a study on BITs, given that these 

countries have increasingly engaged in signing investment treaties since the early 1990s, with 

800 new BITs entering into force between 1990 and 2009. Moreover, previous empirical studies 

have revealed that BITs may be particularly effective for transition countries. In a survey among 

managers by UNCTAD (2009), BITs were reported to be amongst the most important decision 

factors when undertaking FDI in transition countries, more important than for developing 

countries. Also in the empirical studies by Busse et al. (2010) and Berger et al. (2010) the 

positive effect of BITs is found to be  largely driven by the effect of BITs for transition countries 

and their results loose significance once this group of countries is excluded. And The fact that 

BITs are especially important for these countries might be related to the lack of credibility of 

these countries immediately after the regime change. 

Overall, the results of our empirical analysis confirm the findings of the recent literature 

on BITs: the effect of BITs on the inflow of FDI is statistically significant and non-negligible. 

Moreover, our findings confirm our hypothesis that BITs have a heterogeneous effect on FDI in 

different sectors.  

In the next section we develop the hypotheses for the heterogeneous impact of BITs 

across different sectors of FDI. The third section describes the data and section 4 discusses the 

empirical estimation strategy. Section 5 contains the results and section 6 concludes. 

 

2. The heterogeneous effects of BITs on FDI: Conceptual framework 

The existing literature on BITs suggests several hypotheses on how certain aspects of 

these treaties are supposed to have an impact on foreign investors’ decisions. In this section we 

analyze conceptually how different types of FDI may be affected differently by each one of these 
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aspects and we formulate hypotheses on the sectors for which the impact of BITs and DTTs is 

expected to be larger.  

 

Bilateral Investment Treaties 

BITs specify a number of guarantees to foreign investment, such as rights to freely 

transfer funds and assets, minimum treatment standards and protection from expropriation. In 

particular, several authors have referred to the protection from expropriation - and the provision 

of the dispute settlement mechanism to ensure this protection - as the crucial elements in BITs 

(Büthe and Millner, 2008; Kerner, 2009; Elkins et al., 2006). The need for an external arbitration 

mechanism, which allows investors to bring claims of treaty violations to international 

arbitration tribunals (mostly the International Centre for Settlement of Investment Disputes, 

ICSID), is the result of a time inconsistency problem (Vernon, 1971; Simmons, 2000): in order 

to attract foreign investment, a government can assure investors that it will not expropriate the 

investments or raise taxes after the investment is made; yet, once the costs of investments are 

borne by the investors, the optimal policy for the host country government is to breach its 

promises and extract rents or expropriate property or funds. Anticipating these incentives, 

investors will not trust the promises made by the government in the first place and will refrain 

from investing in the country. Since many types of FDI typically imply large sunk costs, they are 

likely to be very susceptible to such time-inconsistent behavior and this hold-up problem will 

ultimately lead to underinvestment (Büthe and Millner, 2008; Neumayer and Spess, 2005)
2
. 

Bilateral investment treaties are believed to provide a credible commitment to overcome this 

problem of time-inconsistency (Vandevelde, 1998; Elkins et al., 2006), thereby reducing the risk 

of investment and, ultimately, attracting more FDI. 

If this is the main argument for BITs to be effective – as the literature suggests -  we 

should expect foreign investments that are more susceptible to discriminatory treatment and 

expropriation to react to the signature of a new BIT relatively more strongly than investments 

that are less vulnerable to such threats.  

                                                           
2
 Busse et al. (2010, op.cit.) correctly point out that the need for such an external arbitration option is necessary in a 

one-time game, while in a dynamic setting, the deterring effect of violating earlier promises on future FDI inflows, 

should be sufficient to ensure compliance. However, even in a dynamic setting, policy reversals may not only lead to 

the violation of guaranteed rights, but also to an overall negative attitude towards future foreign investment flows. In 

case of such a policy reversal, a binding bilateral treaty still provides external arbitration options to the investor. 
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BITs and the sector of investment 

A number of studies have analyzed the expropriation risk of FDI and the sectors in which 

this risk is concentrated. Hajzler (2010) shows that after a period of frequent expropriations acts
3
 

in the 1960s and 1970s (which corresponds to the period of colonial independence), 

expropriations went down in the 1980s. Yet, since about 1995 the number of expropriation acts 

has increased again, mostly in Latin America and Central and Eastern Europe. Hajzler studies the 

frequency of expropriation of foreign investment in different sectors relative to the importance of 

these sectors in total FDI and he finds that most expropriation acts are more frequent in mining 

and petroleum, which appears in line with results of earlier studies (Truitt, 1970; Kobrin, 1980; 

Kennedy Jr., 1993). Expropriations in the services sector seem to have increased during the 

1990s, while the expropriation risk seems to be considerably lower in the manufacturing sector. 

A look at the list of the arbitration cases of the ICSID provided by UNCTAD (2011), supports 

these findings: most cases concern expropriation of resource extraction industries and utilities 

such as electricity provision, water and communication.  

In the literature, a number of explanations have been put forward on why resources and to 

some extent utilities would be more vulnerable to expropriations than other types of foreign 

investment. First of all, technologies used in these sectors may be less dependent on foreign 

owned knowledge and capacities, which may result in a higher return to expropriated capital. 

This is in line with the theories by Eaton and Gersovitz (1984) and by Raff (1992), who consider 

that a host country government can expropriate capital but not foreign managerial expertise, 

which may be especially important in many manufacturing and service industries. This 

explanation finds confirmation in the findings of Kobrin (1980), who estimates a negative effect 

of firm-specific knowledge on expropriation. A second explanation is related to the importance 

of sunk costs in resource extracting industries and utilities provision. Mineral extraction requires 

large investments in exploration and excavation infrastructure before revenues are realized and, 

once the profitability and the quality of mineral deposits is clear, expropriation becomes 

particularly profitable for the government (Vernon, 1971). Moreover, a sudden increase in 

                                                           
3
 Expropriation in this paper is measured by the frequency of ‘expropriation acts’ where an ‘act’ may refer to 1-

explicit confiscations of property; 2- breaches of contract including forced renegotiation of contract terms; 3- extra-

legal interventions or transfers of ownership by private actors and not resolved by the government; 4-forced sale of 

property (Hajzler, 2010). 
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mineral prices may result in governments wanting to renegotiate contracts that are suddenly 

perceived as much more generous than expected (Duncan, 2006; Engel and Fischer, 2010). Thus, 

the combination of large initial investments and high fluctuations in mineral and petroleum 

prices makes the mining sectors specifically vulnerable. In the case of utilities, costs are mainly 

related to the initial establishment of network infrastructures, as in the case of water and 

electricity distribution. Finally, foreign ownership in utilities and extractive industries is very 

often politically sensitive. Extractive industries, utilities, rail, communications and national 

defense are indeed seen as important to political and economic independence and national 

security (Kobrin, 1980; Shafer, 2009). Utilities may be considered as basic provisions that should 

be in public ownership, therefore being susceptible to policy reversals, while natural resources 

are owned by the host country itself. Some authors also argue that extractive industries may 

become subject to high political pressure when a period of overall poor economic performance in 

the country coincides with a period of prosperity in industries that are dominated by foreign 

owned firms (Kobrin, 1984; Jodice, 1980). 

Overall, these arguments suggest that the increased protection provided by BITs benefits 

especially FDI in the resource sector and in utilities. Our hypothesis is therefore that BITs would 

have a stronger effect for FDI in these sectors compared to others. 

 

BITs and alternative classifications of FDI  

A similar reasoning as the one presented in the previous paragraph could apply to 

alternative classifications of FDI, such as by different components (equity capital, reinvested 

earnings or intra-company loans) or by different forms of ownership (joint venture or complete 

ownership).  

The values of FDI usually reported by institutions such as IMF, UNCTAD and OECD is 

the sum of three components: equity capital, reinvested earnings, and intra-company loans (IMF 

and OECD, 2000). The argument that FDI is vulnerable to the time-inconsistent behavior of 

governments appears to be best suited for equity investment. The decision of equity investment 

is indeed the most likely to bring along a large share of primary investment and to be susceptible 

to policy reversals. Intra-company loans and reinvested earnings might also be affected by such 

threat, but are more likely to be used for current than initial investments. Hence, BITs are 
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predicted to have a significant positive effect on equity investment, a potentially weaker positive 

effect on loans and a small or non-significant one on reinvested earnings  

Concerning the different forms of ownership, Asiedu and Esfahani (2001) prove that US 

multinationals are more likely to choose complete ownership if the country risk of expropriation 

declines. In this case we would therefore predict that BITs - by reducing expropriation risk - 

would enhance complete ownership. This, in turn, could potentially enhance the long term 

involvement of foreign investment, strengthening spillover effects and contributing to the host 

country’s development. 

Unfortunately, the data we have currently available do not allow a proper disaggregation 

of FDI along these lines. In the empirical part of this paper we will therefore focus on the 

heterogeneous effects of BITs on FDI in different sectors and we leave the exploration of these 

other questions to further research. 

 

3. Data 

We empirically estimate the impact of BITs on the inflow of FDI in different sectors for 

12 countries in Central and Eastern Europe and the Former Soviet Union over the period 1995-

2009
4
. We use FDI data disaggregated by industry, collected by the Vienna Institute for 

International Economic Studies (WIIW, 2011). We have classified the FDI data by industry into 

six economic sectors: agriculture and fisheries, mining, manufacturing, utilities, services and 

banking
5
. For some countries, information is missing for a number of years or sectors, resulting 

in an unbalanced panel. The dependent variable will be the stock of FDI of each country. Given 

that we will rely on a fixed effects estimator or first-difference model, the use of FDI stocks 

allows us to consider the effect on the net inflow of FDI, which is the difference of FDI stocks
 

(Egger and Merlo, 2007). 

Contrary to the more recent papers that estimate the effect of BITs on FDI (e.g. Egger 

and Merlo, 2007; Busse et al., 2010), we do not use bilateral FDI information, but we consider a 

measure of overall incoming FDI in the host country. This choice is in the first place driven by 

data availability, as there are no FDI data available that are disaggregated both by sending 

country and by sector. However, the use of a dyadic versus non-dyadic approach comes down to 

                                                           
4
 See Appendix A for the full list of countries and years considered in the analysis. 

5
 See Appendix B for the list of industries assigned to each of the six sectors.  



9 

 

the discussion of whether BITs have a ‘signaling effect’, in addition to a ‘commitment effect’ on 

investors’ decisions (Kerner, 2009). It is argued that a dyadic approach underestimates the 

effects of BITs, since it ignores the spillovers that a BIT (especially when signed with an 

important capital exporter) might have on FDI from other source countries. Investors from other 

source countries - even though not protected by the BIT themselves - may indeed see the BIT as 

a signal that this host country wants to engage in the protection of FDI and is willing to formally 

commit thereto. Kerner (2009) uses dyadic data and estimates both the effect on the bilateral 

inflow of FDI from the signatory partner country (the commitment effect) and the effect on other 

investors (the signaling effect). He finds evidence for both, but the former is – as expected – 

stronger. Given that we use non-dyadic data, our analysis estimates the overall effect 

(commitment and signaling) without being able to distinguish between the two.  

Information on the signing and ratification of BITs is taken from UNCTAD’s IIA 

database (UNCTAD, 2011). Given our fixed effects estimation approach, we use the cumulative 

number of BITs entered into force in order to estimate the effect of one additional BIT on FDI. 

We use the year of entry into force, rather than the moment of signature, as between signature 

and ratification several years may pass, and it is only upon ratification that the actual 

commitments are made. Moreover, states tend to publish the text of treaties and submit them to 

the United Nations only after ratification (Yackee, 2007). 

We include in the analysis a number of control variables that may explain part of the 

variation in FDI in the host country over time (see the next section for a more detailed 

explanation for the choice of the variables). Data on real per capita GDP, the inflation rate and a 

measure of trade openness (sum of exports and imports relative to GDP) are taken from the 

World Development Indicators (World Bank, 2011). Our measure of political institutional 

quality is taken from the Polity project (Polity IV, 2011). It is a composite index of the political 

regime ranging from +10 (strongly democratic) to -10 (strongly autocratic). In a robustness test 

we also use data from ILO on monthly wages. 

 

4. Empirical specification 

We use fixed effects models to estimate the effect of BITs on FDI. We use a dynamic 

model, including the lagged value of FDI, in order to properly take into account the sluggish 

adjustment of FDI. The dynamic fixed effects model takes the following form:  
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            (   )                                 

                        

Where the subscript i indicates the host country, s indicates the sector and t indicates the 

year. The error term is composed by an idiosyncratic component υist and a country-specific 

component   . The former is specific to each country-sector-year observation, while the latter 

varies only across countries and contains unobserved time-invariant differences between 

countries. Year dummies    are included in the regression to capture eventual common time-

trends in FDI across host countries.  

The FDI variable (      ) is the logarithm of FDI stock in sector s. As already 

mentioned, using stock values in a fixed effects estimation (or first-differenced model), 

effectively allow us to look at differences in stocks over time, which is actually a measure of net 

FDI flows (Egger and Merlo, 2007). The lagged value of FDI (     (    )) allows us to take into 

account the sluggish adjustment of FDI over time and its coefficient is expected to be positive. 

The explanatory variable of interest is the cumulative number of BITs (BIT) by host country i in 

year t. In order to determine whether BITs attract more FDI in certain sectors than in others, we 

interact the BIT variable with the sectoral dummies.  

The vector x consists of a standard set of controls. Given that it takes some time for FDI 

to take place, we use the lags of these control variables rather than their current values to explain 

FDI stocks: the logarithm of real GDP accounts for market size and is expected to be positively 

related to FDI. Logarithm of the inflation rate is meant to control for macroeconomic distortions 

generated by poor monetary policies and is expected to be negatively related to FDI. However, it 

should be noted that there seems to be an unclear relationship between inflation and economic 

growth and the actual impact of inflation might therefore be ambiguous (McGillivray et al., 

2005). The logarithm of real per capita GDP can be considered both a measure for purchasing 

power parity - in which case we would expect a positive coefficient - and a proxy for labor costs 

– in which case we would instead expect a negative coefficient. As an alternative, we use the real 

monthly wage (in US dollars) in a robustness test. Also the coefficient of the variable capturing 

openness to trade is expected to have an ambiguous sign. On the one hand, a high value of 

openness is expected to enhance FDI by signaling a positive attitude towards foreign investors. 

On the other hand, market-seeking FDI might be negatively related to increased openness, as 

openness decreases incentives for investors to move production to the host country rather than to 
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export goods to that country in order to avoid tariffs. The final sign of the coefficients of these 

last two variables is thus an empirical matter. Finally we include a measure of political 

institutional quality, taken from the POLITY IV Project. This variable takes larger values for 

stronger institutional environments, which are likely to attract more FDI. A positive coefficient is 

therefore expected for this variable. We will also interact this variable with the variable 

containing the number of BITs. As suggested by earlier studies, BITs might be more effective in 

countries with a lower level of institutional quality, as the need for investment protection is 

higher. In that case we would expect a negative coefficient on the interaction term and BITs are 

said to work as complements to institutional quality. If the contrary is true, they act as 

substitutes. We also include year dummies (and country-year dummies in an alternative 

specification) to control for common time trends or shocks in FDI stocks across countries (or 

across sectors within countries). 

While our dynamic fixed effects model takes into account the fact that FDI stocks adjust 

slowly, it brings along another problem. Indeed the inclusion of lagged variables of the 

dependent variable in a fixed effects estimation causes the so-called ‘Nickell bias’ (Nickell, 

1981). This bias decreases as the number of time periods increases, but, given the relatively short 

span of our dataset, it is likely to affect our estimates. A possible solution is represented by the 

first-differenced GMM (General Method of Moments) estimator by Arellano and Bond (1991), 

in which lagged variables of the explanatory and dependent variables are used as ‘internal’ 

instruments for the first-differenced equation. More recently, Arellano and Bover (1995) and 

Blundell and Bond (1998) proposed a system GMM approach in which also lagged first-

differences are used as instruments for the levels. However, the last approach imposes the 

additional assumption of stationarity of the dependent variable (Roodman, 2009b), which is 

unlikely to hold for FDI stocks in a period of increasing FDI inflows. As an alternative to the 

first difference transformation, data can be transformed using ‘forward orthogonal deviation’, 

which is especially desirable if the data series contains some gaps. We will use the orthogonal 

deviations transformation and – as a robustness test – the first difference transformation, in 

which we instrument the first difference with the lags 2 to 4 of the FDI stock (and in the 

alternative specification: all available lags starting from lag 2). Different lag structures provide 

similar results. In order to avoid a problem of too many instruments, we collapse the vector of 

instruments (Roodman, 2009a). 
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5. Results 

The results from the static fixed effects model are reported in Table 1. Table 2 reports the 

results from the dynamic fixed effects regression. The first three columns provide the results 

with year dummies, while the second three include country-year dummies. Columns 1 and 4 

report the aggregate effect of BITs. Columns 2 and 5 report the sector-specific BIT effects, and 

columns 3 and 6 do the same, but use Arellano-Bond estimation. Table 3 includes interaction 

term with the democracy index. Table 4 show robustness tests for different Arellano-Bond 

specifications. Our main results from the GMM estimation are robust to alternative specifications 

(available on request), such as using lags 2 to 4, 2 to 5 or 2 to 6, not collapsing instruments or 

using system GMM instead of difference GMM (although Sargan tests perform less well for 

some sectors when using system GMM). Table 5 shows the robustness of the results to including 

the Freedom House rather than the Polity IV index for political institutional quality, exclusion of 

Lithuania from the sample, using the year in which BITs were signed rather than entered into 

force, BITs weighted by the share of the signatory partner in global capital exports, and BITs 

weighted by the share of the signatory partner in global capital exports only for the top 15 capital 

exporters. 

The coefficients from the static fixed effects estimation (Table 1) are in line with our 

expectations. A higher number of BITs is associated with a higher FDI stock in the mining, 

manufacturing and services. Note that the estimate for the regression of FDI in the mining sector 

is substantially larger than the estimates for the other sectors of FDI. The logarithm of per capita 

GDP is negatively related to FDI in mining and manufacturing, suggesting that FDI is attracted 

by lower labour costs, while it is positively related to FDI in agriculture. The logarithm of total 

GDP has a positive coefficient which is statistically significant in the regressions of FDI in 

mining and manufacturing. A higher level of democracy is associated with more FDI, and is 

significantly different from zero for the total FDI stock, for mining, services and banking. The 

logarithm of inflation has a negative and significant coefficient for total FDI stock, services and 

banking. Trade openness is found to have a negative effect (although often only significant at the 

0.15 level) for total FDI, mining, manufacturing and banking. For manufacturing and banking 

this last result could be explained by the fact that FDI in these sectors is mostly market-seeking 

and that greater openness reduces the need for moving production or financial operations 
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physically to the host country. For FDI in utilities larger openness is instead associated with 

more FDI.  

The results from the dynamic fixed effects model (Table 2), which includes the lag of the 

dependent variable FDI stock, suggest that the static model indeed overestimated the role of 

BITs and of the other determinants in explaining FDI stocks. As expected, FDI decisions are 

found to be dynamic and the past level of FDI stocks explains an important part of the current 

stock of FDI for all sectors. The dynamic model finds a significant effect of BITs for mining and 

services, with a larger estimate for the former than for the latter sector. For the other variables, 

the results are in line with what was found in the static model, although for some of the variables 

the coefficients loose significance in the dynamic specification. The only exception is the 

unexpected significantly negative effect of overall GDP on total FDI stock. It seems that this 

negative relation is mostly driven by FDI in the utilities and banking sector, but a further 

investigation of this rather counterintuitive result would be necessary. In Table 3 an interaction 

term of BITs and the level of democracy is added in order to test whether BITs act as 

complements or substitutes of a safe institutional environments. In line with earlier studies (e.g. 

Neumayer and Spess, 2005) we find that BITs act as substitutes. The higher the level of 

democracy, the less strong is the effect of signing an additional BIT on attracting FDI in mining 

and services. In the regression of total FDI the interaction term also has a negative sign, but is 

not statistically significant. Note that the effect of BITs loses significance in the regression of 

FDI in manufacturing. 

Table 4 and 5 show the results for the first-differenced GMM estimation, that address the 

bias that we introduced in the model when adding a lagged dependent variable to the controls. 

The Sargan test statistic does not reject the null hypotheses that the moment conditions are 

jointly satisfied, except for the regression for FDI in services. Hence, we need to be cautious 

with interpreting the results for these specific regressions. There is some significant first-order 

autocorrelation in the first-differenced residuals in some of the regressions (AR1), but there is no 

significant second-order serial correlation (AR2), except for utilities. This is why we decide to 

use lags starting from order 3, rather than 2. The results from the difference GMM estimation 

show that BITs have a significantly positive effect on the total level of FDI and on FDI in 

mining, with a larger estimate for the latter. Again the results for the other variables are in line 

with earlier results, although significance levels may differ somewhat. Note that the democracy 
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indicator gets a negative sign in some of these regressions, while remaining positive for mining. 

After adding an interaction term of BITs with democracy (Table 5), these negative effects for the 

democracy variable disappear and the interaction term in the GMM estimation confirms that 

BITs are more effective when levels of political institutional quality are low.  

Although further analysis for a larger sample of countries and a longer time series would 

be desirable, these results do suggest that the effect of a BIT may be very different for FDI in 

different sectors. The results discussed above, indicate that especially FDI in mining is attracted 

by the additional protection provided in BITs. We moreover find a positive effect also for the 

aggregate regression, in which we analyse the overall effect of BITs on FDI. This is in line with 

the most recent studies showing that BITs are effective, and especially so in transition countries 

(Busse et al., 2010). The magnitude of the effect for mining and for total FDI is substantial. Our 

most conservative estimate is a coefficient of 0.04 for mining and 0.02 for total FDI. Hence, 

when a new BIT enters into force overall FDI stock is expected to increase by 2%, while the 

stock of FDI in mining increases by 4%. The magnitude of these results is in line with the results 

of recent studies (Egger and Merlo, 2007; Busse et al., 2010; Barthel et al., 2011). 

 

6. Conclusion 

Over the past decades, developing countries have increasingly engaged in the signing of 

bilateral investment treaties with developed countries in order to attract FDI. Besides the time 

and effort developing countries invest in negotiation process of these treaties, they also give up 

part of their sovereignty. It is therefore relevant to know whether these treaties really fulfil 

expectations. Do these treaties succeed in attracting FDI and, if they do so, do they succeed in 

attracting the type of FDI that is desirable to spur economic growth and development?  

While recently several studies have addressed the first part of this question, none of these 

looked into the potential heterogeneous effects of BIT on different forms of FDI. In this paper 

we make a first step in that direction by analysing the effect of BITs on FDI in different 

economic sectors. We argue that BITs have a larger effect on investment decisions for those 

sectors that involve large sunk costs and are susceptible to expropriation. The literature on 

expropriation and the records of investor-state dispute settlement suggest that FDI in resource 

extraction and utilities are the most vulnerable to expropriation. These sectors typically involve 

large sunk costs, require relatively low levels of knowhow, and are often politically sensitive to 
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foreign ownership. We would therefore expect that FDI in mining and utilities are more 

responsive to BITs compared to other sectors. We empirically test this hypothesis using 

disaggregated FDI data for 12 countries in Central and Eastern Europe and the Former Soviet 

Union. Using different estimation models, including static and dynamic fixed effects models and 

GMM estimations, we find partial support to our hypothesis: BITs have a larger impact on FDI 

in the mining sector (and on overall FDI). Contrary to our hypotheses, however, FDI in the 

utilities sector is not found to be responsive to BITs. For FDI in the services sector some of our 

models find a significant effect of BITs, but it is not robust to alternative specifications. FDI in 

other sectors seems not to respond to new BITs.  

While the small sample of countries that we use in this study clearly limits the 

geographical relevance of our findings, we do think they are important in that they are the first 

results to point to a differential impact of investment treaties on different types of FDI. Overall, 

our results suggest that BITs do not attract the most development enhancing FDI. Investments in 

the mining sector often have limited linkages with the local economy, create little knowledge 

transfer and are likely to repatriate the majority of profits made. Although more detailed studies 

for a larger set of countries are required before formulating strong policy conclusions, our results 

do challenge the idea that BITs are a desirable policy tool to enhance development through 

increased foreign investments.  

 

 

7. References 

Arellano M. and O. Bover, 1995. Another look at the instrumental variables estimation of error-

components models. Journal of Econometrics 68: 29–51. 

Arellano, M. and S. Bond, 1991. Some tests of specification for panel data, Monte Carlo 

evidence and an application to employment equations. The Review of Economic Studies 

58(2): 277-297. 

Asiedu, E. and Esfahani H.S., 2001. Ownership Structure in Foreign Direct Investment Projects, 

The Review of Economics and Statistics 83(4): 647-662. 

Barthel, F., Busse, M. and E. Neumayer, 2010. The impact of double taxation treaties on foreign 

direct investment: Evidence from large dyadic panel data, Contemporary Economic 

Policy, 28(3): 366-377. 



16 

 

Berger, A., Busse, M., Nunnenkamp, P. and M. Roy, 2010. Do trade and investment agreements 

lead to more FDI? Accounting for key provisions inside the black box. Kiel Working 

Papers No. 1647, Kiel Institute for the World Economy.  

Blundell R., and S. Bond, 1998. Initial conditions and moment restrictions in dynamic panel data 

models. Journal of Econometrics 87: 11–143. 

Busse, M., Königer, J. and P. Nunnenkamp, 2010. FDI promotion through bilateral investment 

treaties: more than a bit? Review of World Economics, 146: 147-177. 

Büthe, T. and H.V. Milner, 2008. The politics of foreign direct investment into developing 

countries: Increasing FDI through international trade agreements? American Journal of 

Political Science 52: 741-762. 

Colen, L., Maertens, M. and J. Swinnen, 2009. Foreign direct investment as an engine for 

economic growth and human development: A review of the arguments and empirical 

evidence, Human Rights and International Legal Discourse 3(2): 177-227. 

Duncan, R., 2006. Price or politics? An investigation of the causes of expropriation, The 

Australian Journal of Agricultural and Resource Economics, 50, 85-101. 

Eaton, J. and Gersovitz, M., 1984. A Theory of Expropriation and Deviations from Perfect 

Capital Mobility, The Economic Journal 50 (1): 85-101. 

Egger, P. and V. Merlo, 2007. The impact of bilateral investment treaties on FDI dynamics. The 

World Economy, 30(10): 1536-1549. 

Elkins, Z., Guzman, A. and B. Simmons; 2006. Competing for Capital: The Diffusion of 

Bilateral Investment Treaties, 1960-2000, International Organization, 60, 811-846. 

Engel, E., and Fischer, R.D. 2010. The Natural Resources Trap: Private Investment without 

Public Commitment, In: Optimal Resource Extraction Contracts under Threat of 

Expropriation, pp. 161–196. Cambridge, MA: MIT Press. 

Hajzler, C., 2010. Expropriation of Foreign Direct Investments: Sectoral Patterns from 1993 to 

2006. University of Otago Economic Discussion Papers No. 1011 

Hallward-Driemeier, M., 2003. Do bilateral investment treaties attract investment? Only a bit… 

and they could bite. World Bank Research Working Paper 3121, Washington DC: The 

World Bank. 



17 

 

IMF and OECD, 2000. Report on the survey of implementation of methodological standards for 

direct investment. Report by IMF and OECD, 

http://www.imf.org/external/bopage/pdf/mar2000.pdf 

Jodice, D.A., 1980. Sources of Change in Third World Regimes for Foreign Direct Investment, 

1968-1976. International Organization 34(2): 177-206. 

Kennedy Jr., C. R., 1993. Multinational Corporations and Expropriation Risk. Multinational 

Business Review, 1(1), 44–55. 

Kerner, A., 2009. Why should I believe you? The costs and consequences of bilateral investment 

treaties. International Studies Quarterly 53: 73-102. 

Kobrin, S. J., 1980. Foreign Enterprise and Forced Divestment in LDCs. International 

Organization, 34(1), 65–88. 

Kobrin, S.J., 1984, Expropriation as an attempt to control foreign firms in LDCs: Trends from 

1960-1979, International Studies Quarterly, 28, 329-348. 

McGillivray M., Feeny S., Hermes N. and R. Lensink, 2005. It Works; It Doesn't; It Can, But 

That Depends?: 50 Years of Controversy over the Macroeconomic Impact of 

Development Aid. Working Papers RP2005/54, World Institute for Development 

Economic Research (UNUWIDER). 

Neumayer, E. and L. Spess, 2005. Do bilateral investment treaties increase foreign direct 

investment to developing countries? World Development, 33(10), 1567-1585. 

Nickell S., 1981. Biases in dynamic models with fixed effects, Econometrica, 49, 1417-1425. 

Nunnenkamp, P., 2004. To What Extent Can Foreign Direct Investment Help Achieve 

International Development Goals?, World Economy, 27(5): 657-677. 

OECD, 2002. Foreign Direct Investment for Development: Maximising Benefits, Minimizing 

Costs. OECD, Paris. 

Polity IV, 2011. POLITY IV Political Regime Characteristics and Transitions, 1800-2010. 

http://www.systemicpeace.org/polity/polity4.htm 

Raff, H., 1992. A Model of Expropriation with Asymmetric Information. Journal of 

International Economics, 33(3-4), 245–265. 

Roodman, D., 2009a. A note on the theme of too many instruments. Oxford Bulletin of 

Economics and Statistics  71:1, 135-158. 



18 

 

Roodman, D., 2009b. How to do xtabond2: An introduction to “difference” and “system” GMM 

in STATA, The Stata Journal 9(1): 86-136. 

Shafer, M., 2009. Capturing the Mineral Multinationals: Advantage or Disadvantage? 

International Organization, 37(1):93-119. 

Simmons, B.A., 2000. International law and state behavior: Commitment and compliance in 

international monetary affairs. The American Political Science Review 94(4): 819-835. 

Sornarajah, M., 1986. State responsibility and bilateral investment treaties, Journal of World 

Trade Law 20: 79–98. 

Truitt, F. J., 1970. Expropriation of Foreign Investment: Summary of the Post World War II 

Experience of American and British Investors in the Less Developed Countries. Journal 

of International Business Studies, 1(2), 21–34. 

UNCTAD, 2009. The Role of International Investment Agreements in Attracting Foreign Direct 

Investment to Developing Countries. New York: United Nations. 

UNCTAD, 1998. Bilateral Investment Treaties in the mid-1990s. United Nationas, NY and 

Geneva.  

UNCTAD, 2011. IIA database, www.unctad.org 

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) , consulted Febr, 2011. 

Vandevelde, K. J., 1998. Investment liberalization and economic development: The role of 

bilateral investment treaties. Columbia Journal of Transnational Law, 36:501-527. 

Vernon, R., 1971. Sovereignty at bay: The multinational spread of US enterprises. New York: 

Basic Books. 

WIIW, 2010, wiiw Handbook of Statistics 2010: Central, East and Southeast Europe, Vienna 

Insitute for International Economic Studies, Vienna, Austria. 

World Bank, 2011. World Development Indicators, http://data.worldbank.org 

Yackee, J.W. (2007). Conceptual difficulties in the empirical study of bilateral investment 

treaties, available at: http://works.bepress.com/jason_yackee/1 . 

 

http://works.bepress.com/jason_yackee/1

