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Abstract

Bilateral investment treaties (BITs), agreements that provide extensive rights and
protection to foreign investors, were first adopted in the 1960s, proliferated in
the late 1980s and 1990s, especially among developing countries, and seemingly
fell out of fashion after 2001. To explain this life cycle of diffusion across the
international state system, we argue that BIT signing followed a traditional logic of
diffusion for an innovation albeit here in the policy realm. In the first period, BITs
provided a solution to the time inconsistency problem facing host governments
and foreign investors. In the second period, these treaties became the global
standard governing foreign investment. As the density of BITs among peer
countries increased, more countries signed them in order to gain legitimacy and
acceptance without a full understanding of their costs and competencies. More
recently, as the potential legal liabilities involved in BIT signing have become more
broadly understood, the pattern of adoption has reverted to a more competitive
and rational logic. Our empirical tests of BIT signing over four decades provide
evidence for such a three-stage model.
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During the past half century, there has been a rapid proliferation of bilateral
investment treaties (BITs). These treaties establish the terms under which
nationals and companies of one country can make investments in the jurisdiction
of another. Given the surge in foreign direct investment (FDI) since 1990,
particularly into developing countries (see Figure 1), it is not surprising that
such treaties diffused broadly throughout the international system. In the
absence of multilateral institutions to promote and regulate FDI, many observers
argue that BITs play an important role in facilitating this investment. Since the
first BIT was signed in 1959, over 2,700 additional treaties of this sort have
been forged involving almost every country in the world. However, the distribu-
tion of BITs has varied markedly over time. From 1959 until the late 1980s,
signing occurred at a moderate rate, rarely exceeding 20 treaties per year. In the
1990s, over 100 signing ceremonies were held annually, increasing the density
of BIT coverage from approximately 2 percent of all country dyads in 1990 to
nearly 10 percent in 2000. Equally, many of these BITs were concluded between
capital-poor, developing countries. Beginning in 2001, however, the pattern of
diffusion altered markedly with a sharp drop in the number of new BITs and
a shift in the set of countries signing these treaties. Our goal in this article is
to explain the variation in the extent to which states participate in BITs, when
they elect to do so, and the partners they choose.

Some recent studies have argued that the spread of BITs is related to the
diffusion of neoliberal policies, and that policy changes in one country are a reac-
tion to policy choices made in others (Simmons, Dobbin, and Garrett 2006). Con-
flict, coercion, competition, learning, and emulation have been identified as
mechanisms influencing the pattern of diffusion in various issue areas, including
the spread of neoliberal policies (e.g., Elkins, Guzman, and Simmons 2006; Gle-
ditsch and Ward 2006). The increased emphasis on interstate policy diffusion,
however, masks some disagreements over the precise mechanisms governing this
process and a puzzle regarding the spate of “strange BITs” formed between
capital-poor, developing countries during the 1990s. More generally, scholars
have not identified the conditions under which diffusion is likely to be driven
by a particular mechanism, nor have they studied why these conditions might
change over time. As the implicit assumption in this early work that neoliberal
policy innovations would eventually diffuse to all nations is increasingly called
into question, the need for a richer model of policy diffusion which allows for
other equilibria is increasingly apparent.

We argue that there have been two intertemporal shifts in the forces underlying
the diffusion of BITs. During the initial wave of these treaties, the adoption of
a BIT helped reassure foreign investors by offsetting weak and unstable
domestic institutions in host countries. These treaties furnished capital-exporting
countries with an ancillary commitment mechanism above and beyond that pro-
vided by host country legal institutions (Salacuse 1990; Neumayer 2006; Salacuse
and Sullivan 2005). Thus, a vast majority of the BITs were formed between an
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Figure |. Cumulative bilateral investment treaties (BITs) and foreign direct investment (FDI)
inflows.

economically advanced, capital-exporting country and a developing, capital-
importing country.

During the second wave of BITs, however, the bulk of these treaties were signed
by pairs of developing countries. We argue that this change reflected a growing
tendency for states to view forming BITs as an appropriate act for states providing
institutional protection for foreign investment, irrespective of any specific pressure
from a potential foreign investor or its government. The motivation for such beha-
vior could be a rational cascade, in which countries sign such treaties because peer
states are doing so. A complementary explanation is that developing countries
began to join an increasing number of these treaties in order to demonstrate adher-
ence to what had become a global standard or norm about the treatment of FDI by
host countries. Thus, diffusion in the second wave was driven to a greater extent by
pressures of emulation in a form of rational herding (Bubb and Rose-Ackerman
2007) or a “norm cascade” (Finnemore and Sikkink 1998), which helps to
explain the seemingly anomalous tendency for BITs to form between countries
that have little capital to invest in foreign jurisdictions.

The third wave of BITs began with an increased realization of the potential costs
associated with these treaties, triggered by the aftermath of the 1998-2000 East
Asian financial crisis and the 1999-2002 Argentine crisis. As both the potential costs
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and benefits have become clearer, fewer states are blindly emulating their peers and
the BITs that have been established are being driven by rational calculation.

Our empirical analysis centers on BIT signing between 1970 and 2007. We assess
the relative strength of various domestic and international factors over this period.
We find that the rational political-economic calculus to sign BITs is strongest in the
first wave, weakest in the second, and relatively strong again in the third as
compared to cues of peer adoption. In the second wave, peer-country cues of adop-
tion and perhaps the norm of property protection for multinational investors in host
countries played a larger role. Thus, our analysis provides support for at least a three-
stage model of diffusion as compared to the two-stage model outlined by Finnemore
and Sikkink (1998) and Ramirez, Soysal, and Shanahan (1997).

The First Wave of BITs: Rational Solution to Domestic
Time-Inconsistency Problems

We argue that, initially, BITs arose as a means to credibly commit host governments
to protecting the property rights of foreign investors. These investors face significant
political risks in their international operations. Once an investment is “sunk,”
bargaining power shifts from the foreign investor to the host country and the inter-
ests of the two parties diverge. Host governments seek to renegotiate their initial
concession agreement when the initial advantages of the multinational corporations
(MNCs) erode (Vernon 1980). Such redistributive policies are often perceived as
expropriation by foreign investors.

Prior to World War II, the sole external protection for foreign investment was custom-
ary international law, which obligated host countries to treat investment in accordance
with internationally set standards (Vandevelde 2009). This protection proved inade-
quate. The international standards were vague and a source of disputes, and in some
developing countries, the treatment of foreign investors did not meet these standards
(United Nations Conference on Trade and Development [UNCTAD] 2004). Further, the
only mechanism offered by customary law for enforcement was espousal—whereby
nonlegal mechanisms of military force and diplomacy were used (Vandevelde 2009).

In the aftermath of World War II, various developing and newly independent
countries adopted socialist economic policies, including large-scale nationalizations.
Many of these countries viewed foreign control over key resources and industries as
compromising their new-found sovereignty (UNCTAD 2004) and worked within the
United Nations (UN) General Assembly to establish their right to expropriate
foreign investment without compensation based on fair market value. Developed
countries responded to the threat of uncompensated expropriation by creating the BIT.

BITs establish reciprocal terms and conditions for FDI. While the content of these
treaties varies, they usually address three key areas: admission and establishment
conditions for investment, the treatment of FDI once it has been invested, and dis-
pute settlement (Buthe and Milner 2008). In addition, investors are given
assurances regarding their property rights through clauses that provide the right to
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sue the host government if its actions are deemed to substantially expropriate the
business of the firm (UNCTAD 2000).

Thus, BITs arose as a means to credibly commit developing-country host
governments to protecting the property rights of developed country foreign inves-
tors. As one member of the British House of Commons explained in 1971,

...Tam convinced that the Government’s decision to introduce a scheme for insuring
new investors against non-commercial risks and to conclude, wherever possible, bilat-
eral treaties with developing countries will bolster confidence and lead to an increased
flow of private investment and all the benefits it can bring. The advantage of invest-
ment treaties of course, is that they protect existing as well as new investment and they
also involve the developing country itself.'

Similarly, in 1979 the British Secretary of State for Foreign and Commonwealth
Affairs, Lord Carrington, pointed out that the BITs England had formed with various
developing countries “guarantee that British investors will receive the same
treatment as national investors or other foreign investors and that they will receive
prompt, adequate and effective compensation in the event of expropriation™
(Hansard 1979, c1086WA).

BITs, therefore, were an external legal means for host country governments to
partially address a time inconsistency problem in which their optimal policy ex ante
becomes suboptimal ex post (Guzman 1998). Signing a BIT renders a government
susceptible to substantial reputational damage if it elects to opportunistically violate the
terms of the treaty (Elkins, Guzman, and Simmons 2006). Hence, a BIT reduces the risk
an investor faces and the associated threshold rate of return for a project, which, in turn,
is likely to promote FDI (Henisz 2000a, Pinto, Pinto, and Stier-Mosess 2010; Wei
2000). Consequently, we should expect to observe BITs involving countries with the
greatest potential unrealized FDI due to problems of commitment. More generally, gov-
ernments of capital-exporting developed countries are likely to sign a BIT with govern-
ments of (potential) host countries that face problems making credible commitments.
These commitment problems are particularly acute in countries with few checks and
balances, where the absence of rule of law, veto players, secure property rights, and
(in some cases) coherent administrative institutions raise the specter of rent seeking and
other forms of government predation or opportunistic policy making that could jeopar-
dize foreign investment (Henisz 2000a). Hence, in the period when BITs started to
emerge on the global landscape, we expect them to be established by countries with the
greatest potential unrealized FDI due to these commitment problems.

The Second Wave of BITs: Rational Emulation or Norm
Cascade

Over time, however, two patterns emerged in the diffusion of BITs that were
inconsistent with the argument advanced in the previous section. First, there was a
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Figure 2. Bilateral investment treaties (BTls) signing by dyad type.
Note: N = north; S = south.

change in the pace of BIT signing over time. Since the first BIT in 1959 until the late
1980s, signing occurred at a moderate rate, rarely exceeding 20 treaties per year. Since
the late 1980s and until about 2000, the pace grew much more rapid, with an average of
more than 100 treaties a year. As shown in Figure 1, this pattern follows a classic diffu-
sion “S curve.” Building on theoretical and empirical work on the adoption of new tech-
nologies and practices in which such patterns have typically been studied, we posit that
adopters in the rapid diffusion stage (from the late 1980s until about 2000) differ system-
atically from those who initially adopt BITs (Rogers 1995). In particular, we posit that
these adopters are more heavily influenced by the behavior of their peers and a poten-
tially emergent norm of adoption than a rational calculation of costs and benefits.
Second, while early BITs were limited to dyads comprising countries with vastly dif-
ferent political and economic conditions, BITs in the second wave (late 1980s to 2000)
were signed by countries with similar conditions, especially capital-poor developing
countries. While most of the early BITs were signed between a developed (capital-
exporting) and a developing (capital-importing) country, Figure 2 shows that starting
in the late 1980s, there was a substantial spike in the number of BITs signed between
developing countries. South—South BITs accounted for less than 10 percent of all trea-
ties signed in the period 1970-1975, but composed nearly 55 percent of all treaties
signed in 1996-2000. Figure 3 shows that early BITs were formed between countries
with greater differences in income, while the second-stage BITs were established among
more similar countries (Elkins, Guzman, and Simmons 2006). Extant theoretical expla-
nations of BITs cast little light on the rationale for such treaties between countries with
little potential for capital flows and with similar economic and political institutions.

Downloaded from jcr.sagepub.com at UNIV OF PENNSYLVANIA on May 4, 2012


http://jcr.sagepub.com/

andhyala et al. 1053
Jandhy

95

9
1

8.5

———

Median In(GDP/C home — GDP/C host)

————————

T T
1970 1980 1990 2000 2010

Figure 3. Median difference in real per capita gross domestic product (GDP) for bilateral
investment treaties (BTls) signing dyads, by year.

We argue that during the second wave, the purpose of BITs changed. While BITs
provided a solution to the time inconsistency problem of FDI in the first stage, in the
second stage they diffused across similar or peer countries and potentially became
established as one of the expected policy mechanisms for countries pursuing
market-oriented reforms. Thus, the second wave of BITs is motivated to a lesser
extent by national costs and benefits and to a greater extent by the prior adoption
of peers and the potential benefits of behaving in a way that is viewed as legitimate
and keeping with accepted norms or standards (Finnemore and Sikkink 1998).

Different motivations for early and subsequent adopters have been observed in
other policy areas as well. For instance, a cross-national analysis of suffrage rights
reveals a different dynamic at work for early and late adopters (Ramirez, Soysal, and
Shanahan 1997). In the period 1890-1930, Western countries with strong national
women’s movements were most likely to grant female suffrage. After 1930, however,
international and transnational pressures became more important and countries
adopted women’s suffrage even though they faced no domestic pressures to do so.
Similar results have also been documented in the field of education (Suarez, Ramirez,
and Koo 2009) and civil service reforms (Tolbert and Zucker 1983).2

The late 1980s witnessed a shift in the political and economic landscape in
which international investment agreements were being negotiated (UNCTAD
2008a). There was increased political commitment by governments of both
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developed and developing countries to economic liberalism and the freer interna-
tional flow of goods, services, and investment (Newcombe and Paradell 2009). The
economic success of those Asian economies that encouraged private investment
and export promotion, relative to other developing countries that pursued import
substitution policies, demonstrated the positive role of foreign investment in
developing countries. Further, the debt crisis of the 1980s reduced the availability
of private lending, making foreign investment more attractive as a source of capital
(Vandevelde 2009). In this context, a large number of developing countries began
to actively seek foreign investment for economic development and stabilization
(Kobrin 2005), aided by a series of reforms emphasizing fiscal austerity, market
liberalization, privatization and property rights protection—the package better
known as the Washington Consensus (Williamson 1990). As a part of such
reforms, countries were expected to enter international agreements designed to
provide a sound, secure, and predictable investment climate for foreign investors.
BITs, as a broadly diffusing policy mechanism and a potentially emerging interna-
tional norm, served this purpose (Garcia-Bolivar 2009; Newcombe and Paradell
2009). Like other late-stage diffusing policies, BITs may or may not have been
technically efficient but were adopted by agents responding to cues from their
peers or from established notions about appropriate or desirable behavior in the
community (Finnemore and Sikkink 1998).

For practices to become broadly diffused or widely held and established norms,
they have to be accepted by significant actors without whom the substantive norm
gets compromised (Finnemore and Sikkink 1998). In the case of BITs, we argue that
two factors further propelled these treaties toward broad-based diffusion or a norm-
like status. The first is the endorsement by major capital-exporting countries, partic-
ularly the United States. Although several European countries were early adopters of
BITs, the United States pursued wide ranging Friendship, Commerce, and Naviga-
tion (FCN) treaties well past World War II. By the early 1980s, however, debates in
the United States about the appropriate international investment policy instruments
shifted attention to BITs. As Harvey Bale Jr., the assistant US trade representative
for Investment Policy, noted in his 1982 testimony to the US House of
Representatives, “We are starting late in this game. The West Germans, the British,
and the Japanese have been negotiating BITs for the last several decades. Some of
those treaties, a good number of them, in fact, are less demanding than the type of
treaty that we are negotiating” (US Congress 1982, 71). The process of winding
down the US FCN program by the early 1980s coincided with the rise of BITs. With
the adoption of BITs by principal capital-exporting nations, including the United
States and Japan, this period further legitimated BITs as the policy tool of choice
in establishing a good governance framework for overseas investment.

The second factor that raised the status of BITs was the emphasis placed on these
treaties by multilateral agencies, such as the World Bank and UNCTAD. In 1992, the
World Bank prepared a set of guidelines for the universal treatment of FDI.
The report and the guidelines highlighted the same issues of admission, treatment,
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expropriation, and dispute settlement that are stressed in BITs. These guidelines
were expected to reflect “generally acceptable international standards” (World
Bank 1992, 10) about the promotion of FDI and lay a foundation for future BITs.
Similarly, UNCTAD coordinated several meetings to aid the signing of BITs,
especially among developing countries.” Consequently, entering BITs may have
emerged as part of a norm for how to treat overseas investment.

The importance of peer adoption and the potential for norm-like status is evident
among countries transitioning from protectionist to neoliberal regimes. For example,
Ecuador adopted a series of reforms in the early 1990s under Duran Ballen aimed to
attract foreign capital and increase the rights of investors. As Hey and Klak (1999) note,
during Ecuador’s transition to neoliberalism in 1993 and 1994, the government
launched various changes to the country’s investment sector, including a BIT program.
Ecuador signed BITs with the United States, Chile, and Venezuela in 1993, then with
Argentina, China, and the England in 1994. Thus, BITs were one of the policy instru-
ments used by Ecuador to demonstrate its commitment to market-oriented reforms.

Therefore, we argue that in the second period, BITs diffusion was driven primar-
ily by pressures stemming from peer adoption and the need to conform to an emer-
ging norm about the treatment of foreign investment. Once initiated, both rational
herding and norm cascades spread rapidly throughout the global system (Finnemore
and Sikkink 1998). States have reason to form BITs because doing so demonstrates
that they have adapted to the social environment to which they belong (Axelrod
1986) and that they are “acting on collectively valued purposed in a proper and ade-
quate manner” (Meyer and Rowan 1977, 349). Nonconformity risks a negative
assessment by stakeholders and may erode a state’s legitimacy. Thus, once BITs are
broadly diffused or established as the global norm of good governance for foreign
investors, countries look to sign BITs, regardless of their functional utility. Forming
a BIT allows them to demonstrate that they are acting as economically responsible
states and have adapted to their social environment, regardless of whether there are
rational economic pressures to conclude the treaty. The role of peer effects and
norms in guiding certain periods of policy diffusion is hardly limited to BITs. These
factors have been emphasized in studies of environmental policies (Holzinger, Knill,
and Sommerer 2008), patterns of regime change (Gleditsch and Ward 2006), and the
expansion of the North Atlantic Treaty Organization (Gheciu 2005).

During the second wave of BITs, wealthier countries started emphasizing the
broader political and symbolic benefits of BITs as compared to narrow economic inter-
ests. Developing countries did likewise and formed a wide variety of BITs with one
another without much concern for their economic consequences. For instance, explain-
ing Pakistan’s approach to BITs in the 1990s, the attorney general of Pakistan reported
that “I was told that when the President, or Prime Minister, went abroad, our foreign
missions would tell the Ministry that BITs are ‘one of the dooables.’ Since Pakistan has
signed BITs without any consequences for a long time, everyone simply considered the
treaties as a piece of paper, something for the press, a good photo opportunity—and that
was the end of it” (Poulsen and Vis-Dunbar 20009, 3).
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This more symbolic approach to BIT signing is also evident in the case of the
Hungary—India treaty. In a joint statement released when the Hungarian prime
minister paid a state visit to India in 2003, “both sides expressed satisfaction over
the progressive growth of Indo-Hungarian relationship, which is marked by strong
cultural affinity and understanding.”* The two countries signed several agreements
including a BIT, a double taxation treaty, and agreements on defense cooperation,
cooperation in information technology and services, and cultural and educational
exchange programs.

Thus, we argue that in the second stage, BIT creation was driven to a greater
extent by the benefits of behaving in a way that conforms to peer behavior or is
viewed as legitimate and in keeping with accepted norms or standards, rather than
as a solution to a time inconsistency problem. Moreover, we expect peer adoption
to have a stronger effect in this period. Sociocultural linkages, such as common lan-
guage, colonial history, and common international organization membership among
countries, may contribute to similar policy choice among states (Rose 1993). Hence,
the signing of a treaty between a home—host dyad is likely to initiate similar treaties
among the host’s social peers and the home country.

The Third Wave of BITs: Heightened Awareness of Costs
Dampens Peer Effects

Recently, the pace of BIT signing has slowed as the number of investor—state dispute
settlement cases filed under international investment agreements has soared. Until 2000,
approximately thirty-eight investor—state disputes were filed. By 2007, the total cumu-
lative number jumped to nearly three hundred with at least seventy-three countries—
fifty-eight developing and fifteen developed—facing investment treaty arbitration
(UNCTAD 2008b). BITs were by far the most common type of treaty used by foreign
investors to file claims against host states. The vast majority of the claims were against
countries with prolific BIT programs, including Argentina, the Czech Republic, Ecua-
dor, and Romania. Following the country’s financial crisis at the turn of the century,
twenty-eight disputes were initiated against Argentina in the period 2001-2003. The
average award sought by claimants was in excess of $500 million, while Telefonica
S.A. sued Argentina for a whopping $2.8 billion under the Spain—Argentina BIT.
With the exponential increase in disputes since the early 2000s, the dynamics of
treaty signing has also changed (UNCTAD 2009). Several large claims by investors,
especially during a period of national crisis, have generated a much greater
awareness of the legal liability and the potential costs of BIT signing. This has
led several countries to question the desirability of BITs and to probe more care-
fully the actual costs of signing them. For example, the Attorney General of
Pakistan commented at a global forum that “like many countries, Pakistan had
signed bilateral investment treaties (BITs) because it was fashionable to do so
and under the impression that BITs would not ‘bite’”” (Marshall 2009). He noted
further that this impression had been dispelled by the various high-value
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investor claims that Pakistan has since faced, several of which were more than
Pakistan’s annual health and education budget combined. He described the dif-
ficulty a host state faces in mounting a defense to an investor’s claim when it
has little expertise in this area, a poor record of treaty negotiations, and weak
lines of communication with investors.

In addition to being held liable for large sums, several countries have also, rather
belatedly, expressed concern about private tribunals having more power than the host
state’s highest court and at providing investment protection at all costs. As a result,
several BITs in the third stage (after 2000) provide explicit safeguards for host
countries to enact regulations—even inconsistent with the BIT—to protect legitimate
public concerns such as security, public order, health, safety, natural resources,
cultural diversity, and prudential measures for financial services (UNCTAD 2007).

Other countries, such as Ecuador, Bolivia, and Venezuela, have fundamentally
changed their approach to BITs and denounced some treaties. As of 2008, Ecuador has
declared its intention to withdraw several types of investment disputes from the jurisdic-
tion of the International Center for the Settlement of Investment Disputes (ICSID) and
to cancel its BITs with (Cuba, the Dominican Republic, El Salvador, Guatemala, Hon-
duras, Nicaragua, Paraguay, Romania, and Uruguay UNCTAD 2010).

With greater awareness of the legal liability and the potential costs and benefits of
BIT signing since 2000, various countries have reexamined the desirability of
BITs. As the true net benefits become apparent, there is likely to be a resurgence
among later adopters of a more rational or intrinsic cost—benefit calculus as
opposed to a bandwagon, fad, or imitative behavior. As a result, the pattern of BIT
signings is less haphazard and more consistent with the rational decision model
that characterized the first stage.

In light of our discussion, we analyze the following hypotheses about the three
waves of BITs:

Hypothesis 1: The influence of the host country political system and the bilateral
potential for FDI flows on the likelihood of BIT signing between the home and
host countries will be lower in the second stage as compared to the first or third
stages.

Hypothesis 2: The influence of sociocultural peers’ BIT programs on the
likelihood of BIT signing between the home and host countries will be higher
in economic significance in the second as compared to the first or third stages.

Empirical Analysis

In order to test these hypotheses, we create a data set comprising all possible dyads
between 166 countries for the period 1970-2007. Although West Germany and
Pakistan signed the initial BIT in 1959, the first such treaty that expressly incorporates
provisions for investor—state arbitrations was concluded by Indonesia and the
Netherlands in 1968. Until then, BITs only provided state-to-state dispute resolution
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through the establishment of an arbitral tribunal or submission of the dispute to the
International Court of Justice (ICJ) (Newcombe and Paradell 2009). Hence, we
restrict our analysis to the thirty-eight-year period 1970-2007. This is also the long-
est period for which we are able to obtain data for all of our variables of interest.

Our unit of analysis is the dyad-year, and we observe all BITs that have been
signed in this time period. As many of our hypotheses relate to differences in
characteristics between a likely capital exporting and a likely capital importing,
we follow Elkins, Guzman, and Simmons (2006) in treating the more-developed
country based on real per capita gross domestic product (GDP) as the likely home
country and the less-developed country as the likely host. In addition, to avoid
contemporaneous correlation, we lag all of the independent and control variables
by one year. Summary statistics and a correlation matrix are provided in Table 1.

Our main dependent variable is dyadic BIT signing. The observed value of this
variable is 1 ifthe states in a given dyad signed a BIT in a given year; otherwise, it equals
0. The data are obtained from the UNCTAD database on investment instruments.> This
is the same source as used by prior studies of the determinants of BIT signings and their
impact (Elkins, Guzman, and Simmons 2006; Neumayer and Spess 2005).

Our main hypotheses are that effects on the BIT signing of the potential for dya-
dic FDI flows, host country political systems, and transnational norm-based emula-
tion variables will vary over time with variables more closely associated with the
resolution of the time consistency problem higher in relative importance in the first
and third stages and those more closely associated with a rational bandwagon or nor-
mative cascade higher in relative importance in the second stage. We assess the cred-
ibility of host country domestic institutions for investors in two ways, by including a
measure of political constraints (Henisz 2000b) and another measure of regime type
(Jaggers and Gurr 1995). The construction of the first measure—the Political
Constraints Index (POLCON)—begins with the identification of the number of inde-
pendent branches of government with veto power over policy change (e.g., one or
two legislative chambers, the judiciary, and subfederal states or provinces).
A measure of institutional constraints is then generated by assuming the preference
of each branch, and the status quo policy is drawn independently and identically
from a uniform distribution. The measure is then modified to take into account the
extent of alignment across the branches of government and the extent of preference
heterogeneity within each legislative branch. The final values range from 0 (least
constrained)—which corresponds to an executive with no formal checks or balances
on his or her behavior—to 0.89—which corresponds to an executive checked by a
fractious bicameral legislature, the judiciary, and subfederal provincial or state gov-
ernments (e.g. Belgium).

To the extent that such constraints serve to inhibit a host-country government
from reneging on prior commitments made to respect property rights (i.e., responding
to the time consistency problem they face in the case of long-term investment),
countries with fewer constraints have weak commitment mechanisms. Based on a
similar logic to what we employ here, previous studies have found that higher
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levels of POLCON are associated with a reduction in the volatility of fiscal policies
(Fatas and Mihov 2003) and the sensitivity of trade policy to increases in unem-
ployment (Henisz and Mansfield 2006). In order to assess the differences in home
and host political systems, we calculate the absolute difference between the political
constraints index of the home and host countries.

Our second measure for credibility of domestic institutions is based on regime
type. A number of studies have shown that democratic governments make more
credible policy commitments and are more credible in their dealings with foreign
investors than nondemocratic regimes (Fearon 1994; Gaubatz 1996; Jensen 2003).
Hence, we use a measure of the host country’s regime type based on the Polity IV
data set (Jaggers and Gurr 1995). This is a twenty-one-point index that ranges from
10 for the most democratic states to —10 for the most autocratic ones. In order to
assess the differences in home and host countries, we include the absolute difference
between the regime type scores of the two countries.

Next, we introduce measures to capture the potential for both horizontal and
vertical FDI between the home and host countries by drawing on the knowledge
capital model of FDI (Braconier, Norback, and Urban 2003; Carr, Markusen, and
Maskus 2001). In this model, outward investment from a home country to the host
is increasing in the sum of their economic sizes, the similarity in size, and the rela-
tive skilled labor abundance in the home country (Braconier, Norback, and Urban
2003; Carr, Markusen, and Maskus 2001). Consistent with this model, we introduce
the sum of home and host GDP and the square of the difference between home and
host GDP to capture the potential for horizontal FDI (Carr, Markusen, and Maskus
2001). This is based on the idea that larger and more similar sized markets better
support higher fixed costs associated with setting up production across countries. As
a result, when the potential for horizontal FDI is high, we expect the first term (GDP
sum) to be positive and the second (squared GDP difference) to be negative. We also
include the difference between the home and the host per capita GDP, where per capita
GDP is a proxy for the availability of skilled labor. This difference is meant to capture
the relative skilled labor abundance in the home country (Braconier, Norback, and
Urban 2003; Carr, Markusen, and Maskus 2001). When the potential for vertical FDI
is high, we expect this term to be positive. Together, these measures capture the poten-
tial for horizontal and vertical FDI between the home and host countries.

Our next measure is intended to capture socially constructed diffusion from the
global spread of BITs. We expect the total density of BIT signings in the interna-
tional system to be a powerful signal of their legitimacy, increasing the likelihood
of signing for any dyad. Thus, we construct BIT density measures among reference
groups by calculating the average number of BITs in force (1) in all countries
with which the focal country has trade (i.e., export or import) ties weighted by the
bilateral trade share,® (2) among all countries that share a common language with
the focal country,’ (3) among all countries that share a colonial history with the focal
country,® and (4) among countries that belong to common intergovernmental
organizations (IGOs) as the focal country.’
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We next turn to a series of control variables at the dyadic and the host-country
levels. Elkins, Guzman, and Simmons (2006) have argued that the diffusion of BITs
is driven by international competition among potential host countries for FDI. In order
to control for such an effect, we first construct dyadic measures of competition by
focusing on the BIT signing activity of the host’s competitors. We define competitors
of a state in four ways. First, we consider similarities in trading patterns (i.e., countries
that export and import the same basket of goods). Next, we consider countries that
share a common language, a shared colony—colonizer relationship or colonial heritage,
or countries that belong to the same IGOs. In each case, we construct a measure of
weighted dyadic peer adoption for the focal country and the potential BIT signatory
based on the existence a BIT between the potential BIT signatory and all other coun-
tries giving greater weight to those with (1) similar Pearson correlation coefficients in
import and export product categories, (2) the same dominant language, (3) the same
colonial heritage, and (4) similar IGO memberships.'°

Next, we control for the extent of similarity between the countries composing the
dyad. It may be easier for states that have strong trade ties with each other and with
cultural similarities, such as a common language, or colonial heritage to negotiate
successfully. Studies examining various types of interstate negotiations have
observed that states which share similar cultures understand signals, preferences,
and perceptions of each other and are more likely to resolve disputes or reach
mediated agreements (Cohen 1997; Leng and Regan 2003). Thus, depending on the
model, we include a measure of dyadic trade or the presence of a shared language,
colonial heritage, or IGO membership between constituents of the dyad.

The presence of a preferential trading arrangement (PTA) between the states
comprising the dyad may also influence the likelihood of BIT signing, although the
nature of this relationship is not obvious (Tobin and Busch 2010). We also control
for the physical distance between the two countries of the dyad. Finally, we control
for a state’s integration with global trade by including a measure of its total global
trade value as a percentage of GDP for both the home and host countries.

Results

We use event history analysis to examine the hazard rate of BIT signing (Elkins,
Guzman, and Simmons 2006). However, our arguments about change in the rela-
tive effects of the main independent variables require models that allow for their
effects to vary across periods. For this reason, we use piecewise exponential mod-
els—which allow the effects of covariates to vary in an unconstrained way across
historical periods—and cluster standard errors on the dyad. We include a dummy
variable for time in each period as a covariate, thereby accounting for time trends
in the models. Similar models have been widely used in the world polity literature
(e.g., Ramirez, Soysal, and Shanahan 1997) and in organizational studies (Thorn-
ton and Ocasio 1999) to capture time-varying effects of covariates.
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We lack sufficient information on the decision criteria of signing governments to
predict exactly when each wave of BITs should begin and end. To make such pre-
diction, we would need to make a set of untenable assumptions about the number of
dyads which are expected to sign a BIT, the shape of the BIT adoption curve, the
stability of various influences on BIT formation over time, and the degree of ambi-
guity regarding the benefits of establishing a BIT, and the evolution over time of
such ambiguity in response to prior adoption decisions. Since we lack the informa-
tion necessary to make such assumptions in a rigorous manner, we relied on the data
and the history of BITs to guide our decisions about how to date the cutoff for each
wave. Our three-wave diffusion model proposes a relative decline in importance of
factors that should enhance the benefits of a BIT during an intermediate period when
peer adoption is driving a rational herd or normative cascade. The most rapid growth
in BIT signing during which policy makers spoke of treaty signing in more norma-
tive tones occurred between the collapse of the Soviet Union in 1989 and the East
Asian and Argentine crises of 1998-2002. As a result, we chose our first and second
cutoff points as 1988 and 2000, respectively. Our results are robust to variations in
this choice, however, as we describe in the following.

The main results are reported in Table 2. Because the density measures based
on the host country’s sociocultural peer set are highly correlated, we cannot
include them in the same model. Instead, we report four groups of models. In
each group, host country’s peers are determined by trade relationships or socio-
cultural relationships based on language, colonial history, and IGO membership.
Models 1 through 8 report results from the piecewise exponential models for the
first, second, and third waves of BIT signing (1970-1987, 1988-1999, and
20002007, respectively).

Before turning our discussion to the substantive hypotheses, it is important to note
that our models reveal historical time dependence. Baseline adoption rates increase
from the first wave to the second and from the second to the third. Turning to the
control variables, we find that, consistent with the results of Elkins, Guzman, and
Simmons (2006), competitive forces are a significant predictor of BIT signing in all
three waves; however, these effects are larger in the first wave than in the second or
third. The effects of dyadic similarity are mixed. There is no stable or consistent
impact of trade share or common language, colonial heritage, and IGO membership
on the likelihood of signing a BIT. These findings highlight the importance of recon-
ceptualizing the international system as a network rather than analyzing each pair of
potential BIT signatories in isolation. We find that the ratio of trade to GDP of the
wealthier and poorer counties have a positive and significant effect on BIT signing in
the first period, whereas this impact declines in magnitude for the wealthier
countries in the second and third periods and even reverses in sign for the poorer
countries. These results indicate that countries that conduct relatively little trade
were becoming more active in signing BITs in the second and third periods. Physical
distance seems negatively correlated with BIT signing in the second and third peri-
ods. Finally, the results on PTA membership are inconclusive.
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The focus of our analysis is on the comparison between the first, second, and third
waves of the coefficients of the potential for FDI, institutional quality, and average
signing density among peers. In that comparison, a striking pattern emerges. We
observe stark differences over time in the effects of our main independent variables
that are consistent with our hypotheses.

In model 1, we find that the difference in the levels of checks and balances
between the home and host countries (measured by the difference in their POLCON
scores) is positively related to the likelihood of BIT signing in the first and third
waves. A 1 standard deviation increase in this difference (while keeping all other
variables at their mean values and setting dummy variables equal to 0) increases the
hazard rate of BIT signing by 23 percent in the first wave and 16 percent in the third.
On the other hand, during the second wave, this difference in POLCON scores is
negatively related to the likelihood of BIT signing, with a 1 standard deviation
increase in this difference reducing the hazard rate of BIT signing by 10 percent.
Further, a chi-square test shows that we can reject the null hypothesis that the param-
eter estimates are equal across the first and second waves (chi-square = 10.22,
df = 1, p < .05) as well as between the second and third waves (chi-square =
23.45, df = 1, p <.05). A chi-square test also shows that we cannot reject the null
that the parameter estimates are equal in the first and third waves (chi-square =
0.37, df = 1, p > .05). The second wave results are consistent across all models,
whereas the positive impact of the POLCON difference in the first and third waves
are not statistically significant when we replace trade as a proxy for connections in the
interstate system with common language, colonial history, or IGO membership. We
observe a broadly similar pattern when we replace the difference in political con-
straints with the difference in polity score though the positive relationship in the third
wave is more consistent and the negative relationship in the second wave is less so.

Taken together, this set of results suggests that in the first wave, BITs were espe-
cially likely to form when there were pronounced differences in the domestic insti-
tutions of the host and home countries. While this difference had a smaller impact on
BIT signing during the second wave, it became more significant in the third wave.
These results support our argument that BIT signing was influenced by the need for a
credible commitment by host governments in protecting property rights of foreign
investors during the first wave but less so during the third wave. The need for cred-
ible commitments resurfaced in the third period, driving BIT formation after 2000.

We also find the potential for FDI between a dyad to have a larger effect on the
hazard of BIT signing in the first and third waves than in the intervening wave.
Based on the knowledge capital model (Carr, Markusen, and Maskus 2001), the
potential for vertical FDI is proxied by the relative abundance of skilled labor in the
home country (In(per capita GDP home — per capita GDP host)). Across each model
(except model 4), the difference in per capita GDP between home and host has a
large positive effect on the hazard of BIT signing in the first period. The effect in
the third wave is smaller but positive (except models 7 and 8) and statistically sig-
nificant (in models 1 and 2). A 1 standard deviation increase in this measure (while
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keeping all other variables at their mean values and setting dummy variables to 0)
increases the hazard of BIT signing by 2.5 times in the first wave and 1.1 times in
the third wave (based on model 1). However, this effect is either smaller or statis-
tically insignificant or even negative in the second wave. Further, a chi-square test
also rejects the null hypothesis that the parameter estimates are equal across the
different waves (change in the first and second waves for model 1, chi-square =
7.78, df = 1, p <.05). Thus, the potential for vertical FDI has a significantly larger
effect on the hazard of BIT signing in the first and third waves as compared to the
intervening wave.

By contrast, the evidence regarding the potential for horizontal FDI proxied for
by the size of the constituent states’ economies (captured by In(GDP home + GDP
host)) and the similarity in their sizes (In((GDP home — GDP host)?)) is less con-
clusive as one might expect, given the greater emphasis on vertical FDI in country
dyads for which a BIT would be signed. While the potential for horizontal FDI is
not significant in the first wave, it assumes greater statistically significance in the
second and third waves.

When examined together, the above results based on measures of the potential for
vertical FDI and credible commitment provide support for our hypothesis that during
the first wave BITs are more likely to be established between countries with the
greatest potential for FDI, but where this potential is unrealized due to commitment
problems. Further, commitment problems resurface as BIT drivers in the third wave
while being less important in the second period.

Finally, we focus on measures of the average density of BIT signing among var-
ious peer groups. We argued that during the second wave, peer density provides
important cues and potentially legitimacy thereby increasing the likelihood of sign-
ing for any dyad to a greater extent than in the first or third waves. Consistent with
our hypotheses, we observe that our average density measures significantly increase
the hazard of BIT signing most consistently in the second wave whereas during the
first and third waves they are either smaller in economic magnitude or statistically
insignificant (except for models 7 and 8). A 1 standard deviation increase in this
measure (while keeping all other variables at their mean values and setting dummy
variables to 0) increases the hazard of BIT signing between 1.2 and 3.7 times (based
on models 2—8) during the second wave. This suggests that peer adoption is rela-
tively stronger in the second wave in than the first or third and that trade-
weighted vector of peers, language links, shared colonial history, and common IGO
membership capture the extent of social contact between nations through which cues
or normative pressure are conveyed.

Taken together, the relative decline in the effects of institutional characteristics
and vertical FDI drivers in the second wave as compared to the first and third, com-
bined with the relative increase in the effects of factors reflecting rational herding or
norm-based adoption during the second period, provides significant support for our
three-stage model of adoption. To further address this issue, however, we now turn
to a series of robustness tests to confirm the validity of our empirical results.
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First, we analyze whether using an alternate set of host country peers might
influence our results. To this end, we reconstructed the density measures by defin-
ing the peer group based on countries that are in the same region. The results are
reported in Table 3 (see the online appendix). We find the results to be consistent
with those reported earlier.

Second, we control for the possibility that potential host countries are coerced or
encouraged to enter into BITs at the time a country seeks International Monetary-
Fund (IMF) credits. Following Elkins, Guzman, and Simmons (2006), we include a
dichotomous measure of whether or not a home or host country has drawn on IMF
resources in a given year. The results are reported in Table 4 (see the online appen-
dix). Consistent with Elkins, Guzman, and Simmons (2006), we find the host coun-
try IMF dummy to have a strong and positive effect on BIT signing in the first and
second periods; however, the pattern of results for our main variables of interest
remains unchanged.

Next, we consider the possibility that our results for the second wave are driven by
countries that were a part of the Soviet Union, as our cutoff year for the second wave
coincides with the end of the cold war. As described in Table 5 (see the online
appendix), we include a dummy in the second and third periods identifying former
Soviet home and host countries. We find dyads composed of at least one former
Soviet country to be significantly more likely to sign a BIT. However, our main
results with respect to institutional differences and peer effects remain unchanged
in these models.

Finally, we consider whether our results are sensitive to how we define the first,
second, and third waves. In our initial tests, we used 1988 and 2000 to delineate
between the three waves. However, we also rerun all of our analyses using 1986
or 1990 as the first cutoff year and 1998 or 2001 as the second. These results are
reported in Table 6 (see the online appendix). Overall, we find our institutional and
FDI variables to mimic the results reported in the main specifications. The peer
adoption effects become more blurred between the second and third waves, suggest-
ing that rational herding or normative adoption may taper off more slowly.

Conclusion

BITs proliferated rapidly since the first treaty was signed in 1959, but the pace of
their diffusion has slowed since 2001. Although BITs were originally conceived
as an institutional device to protect foreign investments from developed countries
to the developing world, a large segment of adopters in the 1990s were capital-
poor countries signing treaties with each other. Our results help to explain the
growth of these seemingly “strange BITs.” We argue that early and late signatories
have different motivations for signing BITs than do countries in the intervening
period. Early and late treaties were more likely to be signed between dyads where
capital exporters faced institutional risks in the host country. In the intervening
period, peers were more likely to follow either as part of a rational cascade or
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because signing became progressively institutionalized and widely understood to be
a desirable policy in the toolkit of economically responsible policy makers.

Our analysis contributes to the growing body of research examining the diffusion
of neoliberal reforms. A number of extant studies have examined this diffusion
across a wide range of policy areas (Henisz, Zelner, and Guillen 2005) positing pol-
icy diffusion as a continuous process driven by varied theoretical mechanisms but
ones that act in a constant manner over time. By drawing insight from research in
world polity (Ramirez, Soysal, and Shanahan 1997; Suarez Ramirez, and Koo,
2009), we introduce a more dynamic three-stage diffusion process consistent with
models of the adoption of new technologies (Rogers 1995) or organizational prac-
tices (Thornton and Ocasio 1999; Tolbert and Zucker 1983) to the international rela-
tions literature. Further research could extend the study of these dynamics to
consider policy implementation and additional potential stages including the possi-
bility of retrenchment or even the repealing of policy.

Although we have found evidence for a three-stage model of adoption, our
empirical tests have relied on inference rather than direct examination. Instead of
directly examining the motivations of adopters, we have tended to infer these moti-
vations from other characteristics such as political systems and cultural similarities.
A more granular approach—examining specific motivations and qualitative analysis
of a process of a set of BIT signings and their impact on a set of investors—would
greatly enhance our understanding of micro-processes and mechanisms.

In conclusion, our results strongly suggest that different motivations have guided
BIT signing over time. Our analysis highlights the need to understand the drivers of
adopting a political institution before we can properly assess its impact. Particu-
larly where motivations may range from rational political or economic foresight
to a response to institutional pressures for legitimacy, the consequences of adop-
tion of a given institution on a given outcome (economic or otherwise) may exhibit
a broad but analytically tractable range. Such exercises in unpacking political
motivations and analyzing their economic impact are fertile grounds for collabora-
tion in the social sciences particularly between international political economy and
international business.
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Notes

1. Bernard Braine, House of Commons Representative from South-East Essex, June 9, 1971
(Hansard 1971, 1135)

2. Intheir seminal study of civil service reforms, Tolbert and Zucker (1983) found that early
on, cities adopted such reforms to overcome specific administrative problems, especially
rampant corruption and dissatisfaction with municipal political machines. The reform
movement thereby attempted to change the conception of the city from a politically based
system to a bureaucratic one. However, as the adoption of these reforms spread from city
to city, they came to be viewed as necessary. The reforms had high face validity, were
seen as the proper way for a city to conduct business, and had common agreement con-
cerning their utility. Hence, over time, cities began to implement reforms in order to
appear legitimate and as “acting on collectively valued purposes in a proper and adequate
manner” (Meyer and Rowan 1977, 349). This two-stage model of adoption, with different
motivations for early and late adopters, has formed a cornerstone of the institutional dif-
fusion literature (e.g., Westphal, Gulati, and Shortell 1997; Westphal and Zajac 1994).

3. UNCTAD press release (LDCIII/PRESS/08/Rev.1 dated 18/05/01) available at http://
www.unctad.org/Templates/Webflyer.asp?docID=2914&intltemID=2068&lang=1,
(accessed December 9, 2009).

4. India—Hungary joint statement issued by the Ministry of External Affairs in New Delhi,

India, on November 4, 2003, http://meaindia.nic.in/ (accessed January 26, 2010).

. Accessed February 17, 2010.

. Bilateral trade data are obtained from the UN COMTRADE database.

The dominant language based on the CIA World Factbook.

. Colonial History data are obtained from the CIA World Factbook.

. IGO data are based on Pevehouse, Nordstorm, and Warnke (2004). This data set indicates
membership in 495 IGOs including GATT/WTO, NAFTA, United Nations, and the
World Bank.

10. Weighted dyadic peer adoption i,j = I/KZ BITj ;-1 X Wik, —1.

k=12N,<>iyj
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