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Abstract 
 

 
 Bilateral investment treaties are perceived as one of the strongest and most legitimate 

international institutions. These treaties encourage the flow of foreign direct investment into 

developing countries by protecting investor’s interests with a legal contract. However, not all 

countries are willing to utilize BITs as a trade mechanism. This study argues that countries with 

large differences in democratic institutions and property rights are more likely to enter a BIT 

into force in order to protect investments. A probit regression of dyadic BITs shows that 

countries decide to enter into these treaties depending on the specific regime type of their 

partner. A dyad of a strong democracy and a transitional democracy is likely to enter into a BIT, 

as well as pairs of similar autocracies and anocracies. However, the most frequent use of the 

BIT institution is between different regimes. Bilateral investments treaties effectively overcome 

institutional gaps in some situations, but still reflect investor hesitation in institutionally weak 

governments.   
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Introduction 
 

 
Foreign direct investment (FDI) is a highly desired tool for growth in developing 

countries. Most poor nations have limited options for growth, but FDI brings an influx of capital, 

employment, productivity improvements, and technology. FDI flows increased heavily in the 

1980s and this phenomenon created an arena of competition in the developing world. Some of 

the least developed countries (LDCs) naturally attract FDI with their potentially prosperous 

economic markets. However, economic indicators cannot be the bottom line for investment 

criteria. Multinational corporations (MNCs) and foreign firms are more likely to send money to a 

country with strong political and legal institutions. MNCs from more developed nations are wary 

of investing in countries with a risky political economy. Investors must consider the possibility 

that a government has strong incentives to expropriate foreign capital or implement domestic 

economic policies that decrease the value of investments.  

 When host governments promise to protect foreign investments, investors have a problem 

with perceiving these commitments as credible. Preferences of a host country’s government can 

be volatile and change at any time to align with new interests. Leaders with a short-time horizon 

or small discount rate may find the benefits of exploiting foreign capital more valuable than the 

long-term benefits of national economic growth.  

 Investor countries are overcoming this hold-up problem though by importing outside 

institutions that can protect their investments in a host nation. The most popular and credible 

legal institutional tool solving this commitment problem is a bilateral investment treaty (BIT). 

Countries increasingly sign BITs, which can provide information on a partner’s interests as well 

as increase the costliness of breaking protective commitments. BITs provide essential protection 

or compensation for expropriation, national treatment for investors, most-favored nation rights, 
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and third-party arbitration for dispute settlement. MNCs are assured that their investments will 

flourish in conditions comparable to the investor’s political environment. Even if the BIT is 

violated, investors know that complaints will be settled in a legitimate court.  

 Recent literature confirms that BITs increase total FDI inflow into developing countries. 

Yet there is great variance in which country pairs actually sign BITs. BITs are seen as strong 

commitments and encourage FDI flow, but some countries sign BITs and others do not. This 

paper examines the relationship of polity levels between nations that enter BITs into force. As 

emphasized before, MNCs look to invest in countries with strong democratic political 

institutions that provide greater checks and balances to prevent rent seeking or negative policy 

changes that hurt investors. Governments with more autocratic or unstable power have low 

incentives to protect foreign investments. Central policy choices and institutional changes are 

important to investors.  

The argument logically follows that a country pair of similar institutional caliber find less 

of a reason to enter into a BIT. Two strong democracies respect legality and trust one another 

when investing. This reasoning also holds that two countries with similar autocratic institutions 

will be less interested in a BIT, as neither values protective policies. However, a country with 

stronger institutions will desire investment insurance in the form of a BIT when dealing with a 

less protective regime. Ultimately, the greater the difference in quality of institutions between 

two countries, the more likely these countries will enter into a BIT regime.  

 This paper finds that a greater difference in polity levels between two democratic 

countries does indeed increase the likelihood of entering a BIT into force. However, the results 

also show that while two countries with different regimes frequently enter into BITs, these 

partners have more similar institutional qualities. While BITs can overcome institutional gaps in 
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some situations, the use of the instrument still reflects the hesitation of MNCs when investing 

without credible commitments.  

 
Literature Review and Theory 

 
 
The Race for FDI  
 

While an increase of capital alone will not lead to higher economic growth in a 

developing country, there is no doubt that foreign direct investment (FDI) is progressively 

important to these poor countries. FDI brings employment, managerial and productivity 

improvements, and most importantly, technology transfer to the host country (Jensen 2003). 

When the world slowly decreased traditional foreign development aid in the 1980s, private 

financial flows to developing countries took its place. By 2003, FDI was the largest portion of 

resource flows to the developed world (Neurmayer and Spess 2005). Thus a central interest for 

developing governments is attracting and competing for FDI. Poor countries are increasingly 

successful at attracting FDI and by 2005, more than 36% of all inward FDI flows were to 

developing nations (Büthe, Milner 2008).  

 However, firms in developed OECD countries are wary of investing in poor countries 

where governments have strong incentives to expropriate foreign capital or implement domestic 

economic policies that decrease the value of investments. Although MNCs may negotiate 

individual agreements and contracts with host governments, there is little credibility or assurance 

to these negotiations (Tobin and Busch 2010). The entire phenomenon of developing nations 

attracting FDI leads to a “dynamic inconsistency” problem as the initial preference of a host 

government may shift after business commences (Neumayer and Spess 2005). Although a 

developing country may promise equitable treatment and protection to an MNC, the host 
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executive has the power to change policy at any time to align with new interests (Büthe and 

Milner 2009). If a political leader has a short time horizon then the benefits of exploiting foreign 

capital are more valuable than the long-term benefits of foreign investment on economic growth 

(Büthe and Milner 2009). For instance, host governments can encourage foreign corporations to 

develop industries for them, only to prematurely revoke their licenses so that domestic firms can 

take over.  

 

Introduction of the Bilateral Investment Treaty 
 

In order to protect investments completely, developed countries increasingly sign 

bilateral investment treaties (BITs) that contain specific provisions regarding foreign assets. BITs 

are a legal institutional tool, which aim to overcome a political problem. As an international 

institution, BITs both provide information on developing country’s interests as well as increase 

costliness of breaking commitments (Büthe and Milner 2009). In fact, Neurmayer and Spess find 

that BITs actually function as substitutes to poor institutional quality and are most successful 

where needed most (2005). Today BITs have converged to a relatively standard set of provisions 

that include protection or adequate compensation for expropriation, national treatment for 

investors, most-favored nation rights, and most importantly, a third-party arbitration body for 

dispute settlement (Tobin and Busch 2010, Neumayer and Spess 2005, Büthe and Milner 2009). 

One of the most relevant provisions of the BIT currently is the protection of contractual rights, 

which includes financial assets, stocks, intellectual property, and licenses (Guzman 1998). 

MNCs expect equal treatment with all other domestic and foreign firms. In the event of a 

violation, a reputable international court will settle the dispute.  
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 BITs are a significant interference with a country’s sovereignty, as any public policy 

regulation can be challenged in a binding investor-to-state settlement in an international 

arbitration court as long as it negatively affects investors (Neumayer and Spess 2005). The 

investment treaty is essentially “trading sovereignty for credibility”. The arbitration settlement is 

a serious commitment on the partners and is not taken lightly internationally. Most BIT 

complaints are taken to the World Bank’s International Centre for Settlement of Investment 

Disputes. The third-party arbitration clause in BITs holds nations accountable for negative 

policies, with both reputational and financial consequences at stake. 

For instance, in February 2012 the Supreme Court of India cancelled the operating 

license of the Russian conglomerate Sistema, a MNC which owns over half of a joint telecom 

venture with an Indian company. This license revocation is a blatant violation of the Russian and 

Indian bilateral investment treaty, which entered into force in 1995. Thus Russia filed a dispute 

with the government of India, invoking the BIT article that explicitly protects licenses. If India 

fails to uphold its treaty obligations, Russia can bring the dispute to the ICSID.  

Once a nation is party to a BIT arbitration clause, it is nearly impossible to escape a 

dispute. Venezuela is infamous for its frequent unpredictable expropriations and domestic 

exploitation of foreign capital. However, even though Venezuela withdrew from the ICSID in 

February 2012, the state is still responsible for settling 21 pending cases that total $40 billion 

dollars from dishonoring BIT commitments. This case demonstrates the strength of the bilateral 

investment treaty. If a country does not compensate corporations for violations, greatly needed 

international investors will withdraw from the host country.  

Empirical analyses showing the effect of BITs on FDI inflow to a country have been 

controversial and mixed. Recent significant papers include negative correlations of BITS and 
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dyadic FDI flow found by Tobin and Rose-Ackerman (2005) as well as positive correlations 

found by Salacuse and Sullivan (2005) and Neurmayer and Spess (2005). Most recently Büthe 

and Milner, as well as Kerner, used aggregate FDI data for a country to show that the signing of 

BITs does in fact increase overall FDI flow into a developing nation (Büthe and Milner 2009, 

Kerner 2009). When a country enters into a BIT it signals to the international community that it 

is prepared to uphold commitments. It is clear that governments around the world find that BITs 

attract FDI, and by 2002 there were 2,181 BITs worldwide (UNCTAD 2003). Foreign investors 

and countries respond well to BITs, viewing them as a serious commitment by the host 

government.  

 

Determining Investment Partners 
 

Yet a large question remains as to which types of countries are more likely to sign BITs. 

Although BITs are increasingly popular as an international institution, not every rich OECD 

nation signs a BIT with a developing country. Likewise, not every developing country is willing 

to jump into a binding investment treaty. Entering into a BIT is a significant loss of sovereignty 

for less institutionally developed nations. The African International Legal Awareness program 

even held a BIT workshop in 2011, helping inform the region of the serious obligations BITs 

require. 

The first step is to recognize which characteristics of a country attract FDI without 

outside institutional protection. Previous literature demonstrates that stronger democratic 

institutions are linked to greater property rights protection (Olson 1993, 2000, North and 

Weingast 1989). Taking this idea one step further, recent studies also found that FDI flows are 

associated with democratic political institutions as greater checks and balances prevent executive 
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rent seeking that harms foreign investors (Jensen 2003, Li 2006). Thus the protection of property 

rights must be investigated at a level deeper than a broad dummy regime type. Witold Heinsz 

measures these checks and balances as an index of domestic institutional veto points or 

“domestic political constraints” (Henisz 2000). Büthe and Milner use these domestic political 

constraints in place of simple regime type and find them to be a strong predictor of inward FDI 

(Büthe and Milner 2009).  

Thus more developed investor nations will consider not only the economic environment 

of market size and economic growth, but also the specific political environment of a potential 

host country. MNCs’ largest concerns are expropriation, contract violations, and unpredictable 

domestic policy changes that devalue their investments. Countries consider the possibility of 

“dynamic inconsistency” and unexpected changing of host preferences. The weaker the domestic 

political constraints of a regime, the riskier any investments are.  For instance, Li finds that 

overall, autocracies are more likely to expropriate resources than democracies (Li 2009). Foreign 

investors must take political stability, executive power, and institutional quality into account 

when considering investing.  

 

Determining BIT Partners  
 

A BIT serves as an outside institution to protect foreign investors from this adverse 

political unpredictability. Which countries actually enter into BITs though? A corporation has 

two choices when determining the most profitable market to invest their capital in. Capital can be 

invested domestically or in a foreign market. If a domestic market is saturated then a flourishing 

foreign market may seem appealing. However, in an institutionally weak host country there is a 

high risk for lost capital. In this situation a BIT can potentially overcome investment 
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uncertainties and institutional gaps. A country with stronger domestic institutions will desire 

maximum investment protection when dealing with a host country that has a different and 

weaker standard for property rights.  

On the other hand, two investing countries may have similar levels of institutional 

caliber. In this instance, a MNC’s choice between keeping its money at home and investing in a 

foreign country holds similar risk. Thus there is less urgency in providing additional investment 

security in the form of a BIT between these two countries. This is particularly true for two strong 

democracies that respect legality domestically and have no incentive to deny investment 

protection to fellow democracies. The theory predicts that other similar types of regimes, such as 

autocracies or anocracies, will enter into less BITs between one another as well. These countries 

are typically vying for FDI from more developed and democratic countries.  
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Hypothesis 
 

 
According to the theory, two countries with similar institutional levels do not feel 

pressure to enter into a BIT in order to attract FDI. The hypothesis predicts that a dyad with a 

significant difference in democratic institutional standards will enter a BIT into force.  

 
HA0: A country’s regime type does not determine whether a BIT will be entered into force. 
 
HA1: The greater the difference in regime type is between two countries, the more likely the 
countries will enter a BIT into force. 
 

Research Design 
 

 
The test is a large N study with a cross-sectional time series design.  The research uses a 

probit model with fixed time effects. The unit of analysis is the dyad year. The democratic polity 

data available covers all countries from years 1945-2010. However, observations of country pairs 

begin in 1972, which is the date of the first BIT entered into force.  This time period includes 

variable data for the five years previous to each BIT entered into force. The independent and 

control variables are each lagged five years. This five-year span creates a window to examine the 

level of democratic or autocratic institutions in a country, which may trigger the desire for a 

signed BIT to be entered into force. These five years aim to give a close representation of a 

country’s political, institutional, and economic climate right before a signed treaty is entered into 

force.  

The test is first run including all controls, using observations of BITs from 1985-2010. 

The test is run a second time dropping two control variables, but including all observations from 

1972-2010.  
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Dependent Variable: Date of Entry into Force of a Bilateral Investment Treaty 
 
 Data for a BIT signing and entry into force between country pairs (BITijt) is found in the 

United Nations Conference on Trade and Development (UNCTAD) list of Investment 

Instruments online. This study uses BITs entered into force instead of signed BITs, as only 

treaties entered into force are legally binding. The BITijt is measured 1 in the year that the treaty 

is entered into force between dyad partners and each subsequent year. The variable is measured 

as 0 otherwise.  

 
Independent Variable: Polity Difference 
 

For this hypothesis, the main independent variable is Polity Difference, which captures 

the difference in democratic levels between two countries. Democracy is measured by the Polity 

IV scores (POLITY, POLITYDIFF), which gives a quality of democratic and autocratic authority. 

Polity Difference is the absolute difference of a dyad’s Polity IV scores. The Polity IV score 

ranges from -10 (hereditary monarchy) to +10 (consolidated democracy). Autocracies range from 

around -10 to -6, anocracies from -5 to +5, and democracies from 6-10. The polity measurements 

include qualities of executive recruitment, constraints on executive authority, and political 

competition. The score accounts for institutional changes in the central governing authority. 

These aggregated measurements are quantitative demonstrations of the political environment in a 

country, which affects central policy choices and institutional changes that are important to 

foreign investors.  

 
Control Variables 
 
 Foreign investors and multinational corporations seek out host countries with 

economically profitable markets. Thus the control variables used in this research design account 
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for economic factors that attract FDI. The first control is Market Size (GDP), measured by GDP 

of each country. MNCs typically invest in large markets where they can sell their goods and 

services. The second control is Economic Growth (GDPGROWTH), measured by the year on 

year percentage change in GDP. High growth and economic development attract foreign 

investment, as a potentially large and efficient market will bring higher sales and profits. An 

additional significant economic indicator that is controlled for in this study is Trade Openness 

(TRADE). Trade Openness is measured as the sum of imports and exports as a proportion of 

GDP. The higher the value of trade openness, the greater the opportunity for MNCs to export 

produced goods or services back to the investor countries or to other countries. The human 

capital variables indicated by Education (SECSCHOOL) and Labor Force (LABOR) are the last 

controls. There are varied measurements for human capital and education in previous literature, 

but this research design uses the gross secondary school enrollment rate in a country and size of 

the labor force. With the increase in service investments over industrial investments, human 

capital has become particularly important to MNCs.  Investors are attracted to host countries 

with a highly skilled and larger labor force.  

 The dyad pairs are distinguished in the results as country A and country B, where country 

A has the larger market size (GDP).  
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Table 1: Summary Statistics 
 

 
 

Variable Definition Obs. Mean S.D. Min Max 
 

BITijt Event of a BIT entered 
into force between 
countries A and B 

839322 0.0320 0.176 0 1 

Polity [A] Polity IV Project Score 
of A on a scale of -10 
to 10; a higher score 
indicates a more 
democratic country 

651008 0.535 7.51 -10 10 

Polity [B] Polity IV Project Score 
of B on a scale of -10 
to 10; a higher score 
indicates a more 
democratic country 

638969 0.569 7.44 -10 10 

Polity Diff Difference of polity 
score between A and B 

524663 7.88 6.36 0 20 

GDP [A] GDP of A, measured in 
2011 constant billion 
USD (WB) 

431720 3.07e+11 1.07e+12 3.46e+7 1.46e+13 

GDP [B] GDP of B, measured in 
2011 constant billion 
USD (WB) 

609493 3.47e+10 2.20e+11 1.33e+5 1.46e+13 

GDP Growth [A] Percentage (%) change 
in GDP of A (WB) 

439695 2.99e+4 1.98e+7 -51.0 1.31e+10 

GDP Growth [B] Percentage (%) change 
in GDP of B (WB) 

571815 6.72e+5 7.80e+7 -51.0 1.54e+10 

Trade [A] Sum of total imports 
and exports as a 
percentage (%) of 
country A’s GDP (WB) 

426215 66.0 45.0 0.309 445.91 

Trade [B] Sum of total imports 
and exports as a 
percentage (%) of 
country B’s GDP (WB) 

571930 72.5 42.7 -13.5 4.46e+2 

Secondary 
School [A] 

Gross secondary school 
enrollment rates (%) of 
A (WB) 

342374 68.9 33.5 0 1.62e+2 

Secondary 
School [B] 

Gross secondary school 
enrollment rates (%) of 
B (WB) 

365331 47.9 32.3 0 1.62e+2 

Labor Force [A] Total number (WB) 374682 2.47e+7 8.13e+7 4.58e+4 7.86e+8 
Labor Force [B] Total number (WB) 378324 7.10e+6 3.10e+7 9.29 7.86e+8 
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Estimation Equations 
 
Hypothesis A: 

 
BITijt = ß1(POLITYDIFF)ijt-5 + ß2ln(GDP)it-5 + ß3ln(GDP)jt-5 +  
 

ß4ln(GDPGROWTH)it-5 + ß5ln(GDPGROWTH)jt-5 + ß6ln(TRADE)it-5 +  
 
ß7ln(TRADE)jt-5 + ß8(SECSCHOOL)it-5+ ß9(SECSCHOOL)jt-5+  ß10ln(LABOR)it-5  
 
+ ß11ln(LABOR)jt-5 + ∑ 

 
 

The hypothesis is run under four different models. Countries are divided into three groups 

of similar polity levels; democracies, anocracies, and autocracies.  These four models aim to 

understand a country’s decision in all scenarios whether to enter into a BIT or not. Through the 

models, each type of regime is paired with each possible type of investment partner.  

The first model restricts the polity scores of both country A and country B as 6 or higher, 

thus observing only BITs between two democracies. The second model restricts the polity scores 

of both country A and country B as -6 or lower, thus observing only BITs between two 

autocracies. The third model restricts polity scores of both country A and country B between -6 

and 7, observing BITs between two midrange countries or anocracies. The fourth model restricts 

polity ranges accounting for every possible combination of democracies with non-democracies 

as well autocracies with non-autocracies, observing only BITs between different regimes.  

The first equation also only observes years 1985-2010, as these are the years that BITs 

became a more relevant and credible investment instrument. In the 1980s foreign investment 

begin replacing traditional aid. It was also not until the late 1980s that certain regions around the 

world, including Latin America, the Soviet Union, and Yugoslavia ended policies such as import 

substitution that had previously prevented foreign investment. These countries first began vying 

for investments in the 1980s, utilizing the BIT as an investment vehicle.  
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Hypothesis B:  
 
BITijt = ß1(POLITYDIFF)ijt-5 + ß2ln(GDP)it-5 + ß3ln(GDP)jt-5 + ß4ln(GDPGROWTH)it-5 +  

 
ß5ln(GDPGROWTH)jt-5 + ß6ln(TRADE)it-5 + ß7ln(TRADE)jt-5 + ∑ 

 
The second equation does not include the control variables of Education and Labor 

Force and extends observations from 1972-2010. However, the earlier years are not best 

representations of BIT behavior, as countries did not fully embrace the treaties as valuable legal 

instruments until the 1980s. The United States did not even start its BIT program until 1977 

(Guzman 1998).  
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Results and Discussion 
 

 
Table 2: Impact of Polity Difference in dyadic pairs on entering a BIT into force (1985-2010) 

 
 
Variables Model 1: 

Two 
Democracies 

Model 2: 
Two  
Autocracies 

Model 3: 
Both  
Midrange 

Model 4: 
Different 
Regimes 
 

Polity Difference .154*** 
(9.42e-3) 

-.129*** 
(3.47-2) 

-1.90e-2*** 
(5.84e-3) 

 -7.73e-3*** 
(1.20e-3) 
 

GDP [A] -3.46e-15 
(5.86e-15) 

3.61e-13***    
(9.24e-14) 

-6.46e-13**   
(2.67e-13) 

5.40e-14***    
(5.04e-15) 
 

GDP [B] -2.04e-12***  
(1.17e-13) 

-2.98e-12*** 
(8.19e-13) 

-5.00e-12***   
(1.14e-12) 

1.49e-12***   
(1.19e-13) 
 

GDP Growth [A]  -2.80e-2*** 
(3.07e-3) 

1.63e-2** 
(7.54e-3) 

3.88e-3 
(3.96-3) 

6.92e-3***   
(1.62e-3) 
 

GDP Growth [B] -1.34e-2*** 
(2.07e-3) 

 -2.11e-10   
(1.67e-8) 

-5.39e-10   
(3.62e-8) 

-1.71e-10   
(1.21e-8) 
 

Trade [A] 9.03e-4*** 
(3.08e-4) 

-3.42e-3***   
(1.23e-3) 

 -1.30e-3**    
(5.35e-4) 

 -9.20e-4***  
(2.06e-4) 
 

Trade [B] -6.31e-6   
(2.78e-4) 

-1.78e-3** 
(8.99e-4) 

3.22e-3***   
(6.75e-4) 

 -3.19e-3***  
(1.83e-4) 
 

Secondary School [A] 9.63e-3*** 
(4.44e-4) 

9.26e-3*** 
(1.80e-3) 

1.50e-2*** 
(1.06e-3) 

1.42e-2***   
(2.92e-4) 
 

Secondary School [B] 1.03e-2***  
(4.39e-4) 

1.11e-2***   
(1.30e-3) 

1.52e-2***  
(8.75e-4) 

1.28e-2***   
(2.46e-4) 
 

Labor Force [A] 1.87e-9***   
(1.70e-10) 

1.45e-9***   
(1.98e-10) 

6.15e-9***   
(1.36e-9) 

1.81e-09***    
(5.87e-11)  
 

Labor Force [B] 7.00e-9***    
(3.52e-10)  

2.86e-8***  
(3.68e-9) 

2.07e-8***   
(2.07e-9) 

1.30e-9***   
(1.96e-10) 
 

Observations 28,653 10,703 12,967  84,429 
 

Note: *indicates significance where p < 0.1, ** is p < 0.05 and *** is p < 0.01. 
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The results for Hypothesis A, as shown in Table 2, vary across the four models.  

For Model 1, the outcome shows that polity difference is a positive and significant 

determinant of a BIT entering into force between two democracies. There is a 3.9% marginal 

increase at the 1% level. As predicted, the null hypothesis is rejected. This result is consistent 

with the theory, as the larger the difference in the quality of democratic institutions is between 

two countries, the more interested the dyad pair is in securing investments with a BIT. This 

behavior is particularly aligned with the interests of democracies. Developed strong democracies 

have a large economic interest in sending FDI to new markets, but have no interest in or need to 

risk protection of their investments. When two strong democracies consider investing in one 

another, the pair respects legality and upholds promises of foreign investment protection. A BIT 

serves no purpose as an investment instrument between strong democracies. However, 

transitional democracies are a different story. These countries typically score a 6 or 7 on the 

polity indicator and although they proclaim to value new democratic values and institutions, a 

dynamic inconsistency still exists. Because these transitional countries recently experienced a 

regime change, strong democracies cannot view their commitments as credible yet.  

To illustrate these results, consider the following two examples. As of March 2012, 

Pakistan has been actively seeking a bilateral investment treaty with the United States. While the 

two countries have an existing robust trading relationship, the U.S. is hesitant to invest further in 

areas such as energy without a binding BIT. Although Pakistan currently classifies as a 

democracy with a polity of 6, in recent years its institutional quality fluctuated at much lower 

levels. Thus the U.S. has no assurance in the legitimacy of Pakistan’s commitments and 

consequently desires the legality of a BIT to protect any future investments with arbitration.  
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 Additionally, many critics of BITs point out that Brazil has become a top investment 

destination without entering a single BIT into force. However, this case study is also consistent 

with the results of Model 1, as Brazil has been considered a strong democracy since 1985. Thus 

developed and wealthy investor nations that are typically democratic have confidence in Brazil’s 

legal institutions and policy stability without a BIT.  

 The results for Model 2 reveal that polity difference is a negative and significant 

determinant of two autocracies entering a BIT into force. There is a 0.56% marginal decrease at 

the 1% significance level and the null hypothesis is not rejected. However, the least number of 

observations of BITs are between autocracies. The limited amount of BITs is predicted, as 

autocracies are frequently developing economies that compete for FDI from developed countries. 

Thus autocracies have little to no interest in entering BITs into force amongst one another. 

Considering the observation that autocracies do not even value legal and political institutions 

domestically, these countries are not likely to sacrifice sovereignty through a binding treaty and 

grant protection to foreign investors from an equally unstable autocracy. Treaty provisions such 

as conceding “national treatment” for MNCs probably means very little in reality in many 

autocracies. The results indicate that if these autocracies do take on an autocratic investment 

partner, they typically concede protection to a similar regime. Although this twist is not predicted 

by the hypothesis, it makes sense that the few autocracies investing in one another would not 

want to make large policy concessions to a weaker regime without a guaranteed large influx of 

FDI.  

 Model 3 shows that polity difference is a negative and significant determinant of two 

mid-range countries or anocracies entering a BIT into force. There is a 0.14% marginal decrease 

at the 1% significance level in the likelihood of these countries committing to a BIT if they have 



	   20	  of	  29	  

different levels of quality of institutions. In this model, the null hypothesis is not rejected. 

However, the results for this group can be explained in a similar way as the previous autocratic 

group. There are also a relatively small number of observations for mid-range polity countries 

entering into BITs. These countries are vying for FDI from developed democracies and are 

focused on attracting investment rather than sending limited capital to other developing 

countries. If two anocracies are presented, the higher polity scoring will be less interested in 

investing in and negotiating a BIT with a lower scoring regime. A future paper could study the 

direct FDI flows between anocracy pairs, but a possible explanation is that within this dyadic 

group the BIT serves as reinforcement for similar countries which do business together or whose 

leaders are in solidarity. Mid-range countries can use these BITs as signals of credible 

commitment to the more developed international community.  

The outcomes for Model 4 reveal a similar negative and significant relationship between 

polity difference and entering a BIT into force between pairs of different regimes. This includes 

democracies paired with non-democracies and autocracies with non-autocracies. The null 

hypothesis is not rejected, with a 0.12% marginal decrease in the likelihood of a BIT at the 1% 

significance level. However, this group includes the largest number of observations by far. The 

extremely high frequency of BITs between different types of regimes alone confirms the theory 

of the hypothesis. Two countries with large differences in polity do enter BITs into force. 

Investing democracies actively require the credible commitment of a BIT from non-democratic 

host countries. These non-democracies are willing to sacrifice policy regulation in order to attract 

large FDI flows from wealthy democracies. Likewise, if an autocracy is contending for FDI, it 

should expect to be bound by a BIT with a non-autocratic investing partner.  
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The most unexpected part of the results for Model 4 is that within these separate regime 

pairs, those closest in polity enter into BITs. It is possible that while BITs are utilized to 

overcome large institutional gaps, when two countries have different regimes, most countries 

conclude investment treaties with partners closest in institutional quality to them. Yet in this 

situation, “closest in institution quality” is still a significant difference. In these cases, bilateral 

investment treaties are legal instruments promoting FDI flow, but they also reflect the inherent 

hesitations countries have in dealing with unstable governments.  

 Across the four models, the control variables all proved to be significant as expected. 

Market size measured by GDP, trade openness, secondary school enrollment rates, and labor 

force were all extremely significant at the 1% level. The growth of a country’s market, measured 

by the annual percentage change in GDP, varied significance levels across the models. The 

results for these controls confirm that investing nations are attracted to economic markets with 

potential for high profits.  
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Table 3: Impact of Polity Difference in dyadic pairs on entering a BIT into force (1972-2010) 

 

 
Note: *indicates significance where p < 0.1, ** is p < 0.05 and *** is p < 0.01. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Variables Model 1: 
Two 
Democracies 

Model 2: 
Two 
Autocracies 

Model 3: 
Both  
Midrange 

Model 4: 
Different 
Regimes 
 

Polity Difference 8.04e-2*** 
(7.44e-3) 

-2.00e-1*** 
(2.42e-2) 

 -5.68e-3  
(3.96e-3) 

 1.4e-2***   
(8.48e-4) 
 

GDP [A] 3.62e-14*** 
(4.82e-15) 

6.37e-13***  
(5.05e-14) 

1.41e-13***   
(4.07e-14) 

3.27e-13***  
(7.17e-15) 
 

GDP [B] -3.47e-13*** 
(5.47e-14) 

 3.83e-12***  
(6.18e-13) 

1.50e-11***   
(5.90e-13) 

1.22e-13***   
(3.87e-15) 
 

GDP Growth [A] -2.12e-2*** 
(2.35e-3) 

2.95e-2*** 
(4.36e-3) 

 -5.36e-3**   
(2.48e-3) 

-8.02e-5   
(7.60e-4) 
 

GDP Growth [B]  -1.21e-2*** 
(1.60e-3) 

-2.38e-10   
(1.45e-8) 

 -6.17e-10   
(2.14e-8) 

-3.27e-10   
(1.11e-08) 
 

Trade [A] 7.29e-4*** 
(2.43e-4) 

-3.58e-3*** 
(7.97e-4) 

1.88e-3***  
(1.83e-4) 

4.13e-05   
(1.11e-4) 
 

Trade [B]  -3.25e-4*** 
(2.25e-4) 

-7.89e-4*** 
(5.91e-4) 

7.46e-4**   
(3.20e-4) 

 7.00e-4***   
(9.34e-5) 
 

Observations  43,395  27,077  36,546 194,378 
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 When the test is run a second time, the control variables of Education and Labor Force 

are not included and the observations of BITs are extended from 1972-2010. The results for the 

hypothesis run with the second test, shown in Table 3, reflect some of the previous results found 

in Table 2 but also some new relationships. Once again, for Model 1, polity difference is a 

positive and significant determinant of two democracies entering a BIT entering into force. The 

results for Model 2 again show that polity difference is a negative and significant determinant of 

two autocracies entering into a BIT. Model 3 gives new results showing that polity difference is 

a negative but insignificant determinant of two mid-range countries or anocracies entering a BIT 

into force.  

The outcomes for Model 4 differ from the first test, as they reveal a positive and 

significant relationship between polity difference and entering a BIT into force between pairs of 

different regimes. In this second hypothesis, the null is not rejected and the hypothesis is upheld. 

The greater the difference in polity between two different regimes, the more likely a BIT was 

entered into force. This outcome confirms that the first BIT models from the 1960s and 1970s 

originally intended to overcome seriously large institutional gaps between countries.  

The least number of observations is still between two autocracies and the highest number 

of observations is between different regimes.  

 While these results demonstrate the relationship between polity differences and BITs in 

earlier years as well, the power of marginal effects is more representative in Table 2. The years 

1985-2010 observed in Table 2 encompass the period when BITs became credible legal 

instruments and international investment arbitration courts started gaining more legitimacy. 

Additionally, many countries ended policies such as import substitution in the 1980s, opening 
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their markets for the first time to FDI competition. The first test uses a better window of time for 

observing country decisions. 

 
Conclusion 

 
 
 There is no single consistent trend in the reasons nations negotiate and enter bilateral 

investments treaties into force between one another. The results of this study demonstrate that 

countries utilize BITs for various purposes when engaging in the world of FDI, depending on 

who their trade partner is. Some of these purposes still remain unclear, but that is the nature of 

bilateral relationships. However, this research design broke dyads into groups of regime types 

and led to many interesting observations.  

 It may be expected that countries with striking differences in strength of protective 

political and legal institutions are likely to enter into a binding BIT. More developed, democratic 

nations desire a credible commitment of investment protection from host countries in the form of 

a BIT. Institutionally weak countries are willing to sacrifice sovereignty and policy regulation in 

return for large flows of investment into their developing economy. However, this study finds 

this hypothesis is not a standard rule for all pairs of regimes.  

 Democracies are the regimes most concerned with legitimate property rights and the 

results uphold these preferences.  Two strong democracies are highly unlikely to enter into a 

BIT, as the governments trust their investments and contracts will be respected. However, a 

strong democracy is likely to require a BIT when investing in a transitional democracy. A 

dynamic consistency still exists with a transitional democracy’s promises and investors need the 

assurance of a BIT. Thus, BITs are an important investment instrument for both democratic 

investors and hosts.  
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 Autocracies and anocracies are the main contenders in competing for FDI from 

developed nations. These regimes should be willing to enter into a BIT with a democracy, which 

promises large amounts of capital in return. These regimes should be less interested in investing 

in one another and consequentially, less inclined to enter into BITs within their polity group. The 

results demonstrate that when autocracies and anocracies do succumb to a binding treaty that 

strips part of their sovereignty, their partner is either a democracy or a similar weak regime. The 

large implication of these results is that the developing world still does not or cannot use BITs as 

an outside institution to bridge gaps in trade protection amongst one another. This could be due 

to the limited investment environment itself. As developing economies evolve in the next few 

years we will further observe the importance of BITs for weak regime dyads. 

 Overall, the most significant use of the bilateral investment treaty is found between 

different regime types. This study confirms that country pairs with different levels of protective 

institutions and standards for FDI treatment do frequently enter a BIT into force. Within these 

dyads though, the use of BITs still reflect the inherent hesitations MNCs and democratic nations 

have in investing in institutionally weak nations.  

 Bilateral investment treaties are currently one of the strongest and most legitimate 

international institutions. While these BITs cannot overcome all institutional gaps, their 

continued use will hopefully increase the flow of FDI into developing nations, generating more 

growth worldwide.   
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Appendix I: Sources of Variables 
 

Variable Source 
BIT dyads entered into force  
 

UNCTAD: Investment Treaties Online 

Polity IV Score 
 

Polity IV Database 

GDP 
 

World Bank Database 

Percentage Change in GDP 
 

 

Trade Openness  
 
(Sum of Exports and Imports as a 
percentage of GDP) 
 

 

Gross % of Secondary School 
Enrollment 
 

 

Labor Force  
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