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Abstract

Foreign direct investment is currently one the fastest growing parts of international law. It has
increased due to the proliferation of bilateral investment treaties (BIT). The contribution of the BITs
has ensured the protection of foreign investors and investment. In other words, in cases where there is
a dispute, the investor will settle the dispute before the impartial and independent arbitration tribunal
instead of the courts of the host state. Thus, BITS limit the host states’ sovereignty by providing
arbitration method. Although the introduction of arbitration method is considered to be a big step
after the Second World War, it cannot be said that it solves the fundamental problem over the time.
Before the war, when an investment dispute arose, the investor was used to go to the court of the host
state and see the sovereignty power. After the war, investor has been encountered the same effect in
the execution of the arbitral award in the host state. Therefore, the focus of the article will be on the
history of international investment law based on dispute settlement systems of BITs compared with
historical investment dispute settlement systems. In addition, it is argued that the application to
arbitration does not change the result of state sovereignty. It may signal future problems in this field
since it causes revisiting to the court system. The most obvious example of this is the efforts to
establish a multilateral investment court.
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ULUSLARARASI YATIRIM UYUSMAZLIKLARI
COZUM YONTEMLERININ GELISIiMi

Oz

Dogrudan yabanci yatirim giintimiizde uluslararast hukukun en hizli gelisen alanlarindan
biridir. Bunun nedeni ise 2. Diinya Savagsi 'ndan sonra ortaya ¢ikan ikili yatirim anlagmalart olmustur.
Bu yatirim anlasmalarimin katkist yabanct yatirimceyyt ve yatirnmin korumayi garanti etmesidir. Diger
bir degisle wyusmazlik c¢ikngt durumlarda arttk yatirimcr, yatirnm yaptigr ev sahibi devletin
mahkemelerinde degil, tarafsiz ve bagimsiz tahkim hakem heyeti oniinde uyusmazligr ¢oziime
kavugturabilecektir. Boylelikle, asil sorun olan devlet egemenligini sumirlandiracaktir. Her ne kadar
tahkim yonteminin gelmesi, 2. Diinya savasindan sonra biiyiik bir adim olarak kabul edilse de zaman
icerisinde sonug¢ bakimindan bir farkhilik yaratmadigi goviilmektedir. Savastan once yatirimci
Uyusmaziik ¢iktiginda bastan ev sahibi devietin mahkemesine giderek egemenlik baskisimi goriirken,
savastan sonra tahkim sonrasi alman kararin ev sahibi devlette icrasinda aym etkiyle
karstlagmaktadir. Bu nedenle bu makalede 2. Diinya Savast dncesi ve sonrasi yabanct yatirim
uyusmazitklarimin ¢oziim yontemleri karsilastirilarak, aslinda savas sonrasi tahkime bagvurulmasinin
devlet egemenliginin azaltilmasit noktasinda sonucu degistirmedigi savunulacaktir. Bunun da yatirim
tahkiminin gelecegi icin biiyiik bir tehlike arz ettigi ¢iinkii savas oncesi gibi mahkeme sistemenine
doniis oldugu goriilmektedir. Bunun en belirgin ornegi de milletlerarast yatirim mahkemesinin
kurulma ¢alismalaridir.
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produced from the author’s PhD Thesis. esra.ustun@erzincan.edu.tr, https://orcid.org/ 0000-0003-4106-4812.
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Anahtar Kelimeler: Dogrudan Yabanci Yatirim, Devlet Egemenligi, 2. Diinya Savagsi, Yatirimci-
Devlet Uyusmazlik Coziimii

Introduction

John N Jackson describes the development of international economic law as being ‘like
trying to describe a landscape while looking out of the window of a moving train - events tend
to move faster than one can describe them’.® Foreign direct investment (hereafter ‘FDI),
known as international capital in literature, refers to the contribution of a country's investor to
the existing capital stock in another country by bringing technology, know-how, business
knowledge or only by buying stocks and bonds in the foreign country (Boga, 2017: 4). There
is a highly competitive market worldwide for FDI (Douglas, 2009:1). The success of each
state in that market depends upon a number of aspects, but the stability and predictability of
its regulations for foreign investments are of great importance (Douglas, 2009:1). However,
these attributes that are expected from nascent states after the Second World War are
unrealistic. Therefore, the development of foreign investment might be analyzed in two stages
— before the Second World War and after the Second World War.

It is generally agreed that foreign investment was an inherently international movement.
Before the Second World War, it was entirely dependent on national laws and domestic
courts. In that era, the vital issue was to safeguard foreign investors from host state power,
given that the host state could bring all disputes with investors before its own courts.
Individuals might demand diplomatic protection from their home state even after resolution of
the dispute. It appears that the investor had no remedy of his/her own (Kaushal, 2009:491).
Thus, the investor would be subject to the municipal law of the host state and to customary
international law (Kaushal, 2009:492). In addition to this, the host state might expropriate the
foreigner’s investment without any compensation. The investors had no opportunity to initiate
their disputes in an international, objective and impartial setting. They were obligated to
resolve them in naturally partial national courts because in that era it would not have been
accepted that a host state would enforce the national court decisions of other states in its own
territory. This would have gone against the idea of state sovereignty due to the perceived
equality between states. Therefore, before investing in a state, a foreign investor had to
consider carefully all factors and risks as a prudent merchant.

After the Second World War, the situation began to shift gradually (Kaushal, 2009:499).
Newly independent, yet economically dependent, states emerged. Although these states and
developing states needed foreign capital to develop, there was strong protectionism (Dolzer
and Stevens, 1995:1). Developed countries were reluctant to invest in other countries, even
though they were looking for new markets to sell their products and technology (Vandevelde,
1998:373). There was a chaos and capital-exporting countries demanded guarantees for
safeguarding their investment and investors. In order to remove this chaos, states tried to draft
multilateral treaties and conventions but these were not approved among the states and so
bilateral investment treaties (hereafter ‘BITs”) started to be negotiated (Dolzer and Stevens,

LJohn H. Jackson, Legal Problems of International Economic Relations (3rd Edition, West Publishing 1999) as
cited in C Tietje et al, ‘Once and forever? The legal effects of a denunciation of ICSID’ (2008)
<http://www.wirtschaftsrecht.unihalle.de/sites/default/files/altbestand/Heft74.pdf> accessed 29 March 2017.
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1995). These BITs are easier to draft, redraft and focus on both states’ interests instead of
requiring several states to negotiate on rules.

Despite this protectionist atmosphere, the BIT regime has grown steadily, in particular
during the 1990s (Vandevelde, 1998:621). BITs have shifted priorities from protecting state
sovereignty to servicing foreign investors’ interests (Kaushal, 2009:501). In other words,
capital-importing countries have exchanged their sovereignty for credibility in order to
capture foreign capital (Kaushal, 2009:501). BIT is an international legal tool that allows two
states to determine the rules that will govern investments by their own nationals in the others’
territory (Gottwald, 2006:1804). This improvement has been seen as a way to avoid state
sovereignty at the beginning but it cannot be adequate to prevent state power pressure,
especially at the enforcement stage of arbitral awards. This is owing to the fact that
investment arbitral awards have faced the issue of sovereign immunity and also public policy
obstacle at the last stage of the arbitration process. While comparing the new investment
dispute settlement mechanisms and old mechanisms, it is sometimes found that the outcome
of the dispute settlement systems may sometimes be similar even though results of awards are
different. In both situations, the host states’ court decisions are in favour of the state;
meanwhile non-enforceable arbitral awards have the same results for foreign individuals in
practice.

Therefore, this article argues that there is a tendency to turn back to the court system in
foreign investment field owing to the fact that arbitration, which has been come into the area
after the Second World War, and which has not been sufficient for the investor parties in
practice. There are many scholars who state investment arbitration will disappear over time
because state sovereignty problem cannot be resolved by the post the war dispute settlement
method. In order to understand the current problems, it might be useful to examine the
background of these treaties and compare the old and new dispute settlement methods in pre
and post-World War II. In order to examine the background of international investment law
and dispute settlement approaches in this context, this article is organized in the following
way. Firstly, the origin of BITs is considered by discussing the evolution stages, namely
before World War Il and after World War Il. Secondly, it will explore the innovations in the
old types of dispute resolution mechanisms and current dispute settlement mechanisms.
Finally, it will attempt to contribute to the ongoing debate over whether the current situation
of dispute settlement regimes is adequate to provide stability to investment arbitration in
BITs.

1. THE HISTORY OF INTERNATIONAL INVESTMENT LAW

There has been a remarkable increase in the number of agreements concluded that relate
to the protection or liberalization of foreign investment over the past two decades
(Vandevelde in Sauvant and Sachs, 2009). BITs trace their origins back to the treaties of
friendship, commerce and navigation (hereafter ‘FCNs’) concluded by the United States over
the centuries (Akgiil, 2008). FCNs were used for the expansion of international commerce and
the improvement of US foreign relations, with some investment provisions being included
later (Neumayer and Spess, 2005). However, BITs are more focused on foreign investment.

During the Second World War, Germany lost almost all its foreign investment and so it
signed the very first BIT with Pakistan in 1959 (Neumayer and Spess, 2005;1569: Egger and
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Pfaffermayr, 2004) The flow of FDI has rapidly increased in the past several decades to
transform into a major force in funds and technology, in particular for developing countries
(Neumayer and Spess, 2005;1568). Private international flow of financial resources has
become of increasing importance to developing countries (Neumayer and Spess, 2005;1568).
As can be observed above, the development of BITs, which was divided into two stages, led
to a significant change in the flow of FDI.

1.1. Before the Second World War

Prior to the Second World War, international agreements did not often include the
protection of FDI. It was common for most international agreements to be for trade relations,
though they sometimes added provisions on the protection of alien property (Vandevelde in
Sauvant and Sachs, 2009;158).

Recent analysis reveals that this era gave rise to several features of USA FCNs,
including the centrality of property rights, the Calvo doctrine and customary international law.
As early as the eighteenth century, FCN bilateral treaties were starting to be concluded; the
aim of these was to launch trade relations with its treaty partners. FCNs had provisions
guaranteeing ‘special protection’ or ‘full and perfect protection’ to the property of nationals of
one party in the territory of another. They also required compensation for expropriation and
provided to the nationals of one party ‘most favored nation’ (hereafter ‘MFN’) status and
national treatment regarding the right to engage in certain business activities. Additionally,
FCNs provided restricted protection for currency transfers (Vandevelde in Sauvant and Sachs,
2009;158-159). Yet, as previously indicated, the main focus was on protecting property as
opposed to investment.

In terms of the principal source of rules for the protection of foreign investment in the
mentioned era, there was customary international law which binds host countries to treat
investments under minimum international standards (Neumayer and Spess, 2005;1572).
However, customary international law was inadequate for the protection of foreign
investment. This was due to the fact that some countries argued that customary international
law imposed an international minimum standard on the treatment of foreign investment. In
particular, Latin American countries adhered to the Calvo doctrine, under which foreign
investors were only subjected to the treatment that the host country afforded to its own
nationals (Vandevelde in Sauvant and Sachs, 2009;159).

1.1.1. Calvo Doctrine

As indicated by the name of the clause, it was formulated by the Argentinian diplomat
and legal scholar Carlos Calvo in the mid-1800s to deal with European diplomatic
intervention in Latin America (Dalrymple, 1996). In order to understand why this clause
emerged, it is necessary to understand the person behind it. He worked as vice-consul of
Montevideo in 1852 and then became consul-general and diplomatic representative of Buenos
Aires from 1853 to 1858 (Bordwell, 1906). Subsequently, he became deputy of the lower
house of Buenos Aires in 1859 and then worked as Paraguay charge d'affaires in Paris and
was also accredited in the UK (Bordwell, 1906).

As an influential figure in the field of foreign investment, he was one of the founding
members of the Institute of International Law, established in 1873; in parallel with it, he was
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selected correspondent of the Institute of France in 1869 and a foreign associate of the same
institute in 1892 (Bordwell, 1906). At the beginning of the 1800s, Latin American nations had
just become independent and sought foreign investment. To achieve this, these countries
guaranteed equality of treatment with their own nationals to attract investors from Europe and
the USA (Dalrymple, 1996;163).

However, this plan failed due to a defaulting bonds issue. In other words, the bond issue
affected most of the foreign companies launched to conduct business in the host states’
territories, leading to their collapse in 1833. In the following years, foreigners and nationals
were subject to economic losses. Therefore, foreigners appealed to their governments for
relief by using diplomatic intervention or armed force owing to the inability of Latin
American governments and courts to safeguard foreigners’ properties (Dalrymple, 1996).
Thus, the home states began to use diplomatic intervention in the form of treaties and state
practice, for example. While these interventions were expanded, Carlos Calvo headed off the
interventions by formulating the Calvo doctrine. The aim of the doctrine was to serve the host
states’ interests. It includes two main propositions. The first is the ‘national treatment
standard’, which provides that foreigners can apply to the host state’s national courts to settle
their dispute like nationals of the host state (Cremades, 2004). In addition to this, if the host
state’s rules provide compensation due to expropriation, foreign investors can receive it
(Bubba and Rose-Ackerman, 2007). The second one is the ‘diplomatic intervention’ provision
that forces home states not to enforce their nationals' private requests by breaching the state
sovereignty of host states with diplomatic or forceful intervention (Dalrymple, 1996; 163).
The Calvo doctrine influenced some early BITs, affirmed by a couple of Latin American
states by placing preconditions on the initiation of the settlement of investor-state arbitration
in provisions (Cremades, 2004;78). For instance, foreign investors had to exhaust domestic
judicial remedies in order to commence the arbitration process (Schefer, 2016;408).

However, after the 1970 Andean Commission Foreign Investment Code and the 1974
United Nations Conference of Economic Rights and Duties of States (Szasz, 1971;264),
which demonstrated Latin America's approach to resolving investor-state disputes, the Calvo
doctrine lost its effectiveness and new BITs no longer include this clause which requires the
exhaustion of local remedies (Schreuer, 2007; 345-358). This was due to the fact that even
though the clause was placed in treaties with European nations, they were not successful so
the clause was used among Latin American states. Thus, a development that was attributable
to the fact the Latin American states put in their agreements the Calvo clause, a development
that was attributable to the fact that the clause forces foreign investors to agree upon waiving
their rights (Shea, 1955). However, while investors were forced to waive their rights,
diplomatic intervention ultimately challenged the validity of the clause (Dalrymple,
1996;166).

The goal of the Calvo doctrine was to eradicate the foreign state’s actions in favour of
its own nationals (Dalrymple,1996;51). This doctrine was an enemy of foreign investment and
although some states, for instance the UK and USA, did not apply this clause under
international law, they had doubts that it might affect their national investors that invested in
foreign countries (Dalrymple, 1996; 44-45). As can be seen, the doctrine was a strong
obstacle for foreign investment because it did not serve the investor’s interests. It is clear that
the clause was intended to protect the Latin American states in that period by Carlos Calvo.
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However, it did not work as expected as the clause was perceived to be unfair and a reason for
adrop in FDI.

1.1.2. Customary International Law

Despite the fact that investment treaties govern international investment law, customary
international law still has an effect on it (Dolzer and Schreuer, 2008). Customary international
law also has a close relation to the practice of investment arbitration. Obligations established
on attributions and also other fields of state responsibility prove this point. Customary
international law provides protection to the investor against the unfair actions of the host state
(Al-Adba, 2014). According to many scholars, BITs make customary international law
stronger, for instance, compensation for alien’s property expropriation (Kishoiyian, 1994).
The famous example is the Hull formula, which claims that compensation should be ‘prompt,
adequate and effective’ (Vig and Gajinov, 2016; Guzman, 1998). Capital-exporting countries
see this formula as an expression of customary international law (Schwebel in Ginsburg,
2005). Customary international law lacked established principles so it was contentious for
states. This confusion was expressed by Judge Schwebel:

Capital-exporting States generally maintained that host States were bound under
international law to treat foreign investment, at least in accordance with the ‘minimum
standard of international law’; and where the host State expropriated foreign property, it
could lawfully do so only for a public purpose, without discrimination against foreign
interests, and upon payment of prompt, adequate and effective compensation. Capital
importing States maintained that host States were not in matters of the treatment and taking
of foreign property bound under international law at all; that the minimum standard did not
exist; and that States were bound to accord the foreign investor only national treatment, only
what their domestic law provided or was revised to provide. The foreign investor whose
property was taken was entitled to no more than the taking State's law afforded (Schwebel,
2006).

1.1.3. Historical Investment Dispute Settlement Methods
Before BITs were drafted, international investment disputes were resolved in two ways:
national courts and, much less frequently, diplomatic protection.

A) National Courts

In order to settle international investment disputes, host states’ national courts, where
the investment was made, were used. In addition, conflict rules generally referred to these
national courts (Dolzer and Schreuer, 2008; 213) because it was considered that it was better
to judge the disputes where the investment was made. In other words, the dispute was
considered to have a close relation to the state in which the investment was made (Dolzer and
Schreuer, 2008; 214). This situation also meant that the foreign investor was subject to the
host state’s municipal law and the dispute was governed by an already partial court.

Initiating investment disputes before the host state’s court had some advantages such as
legitimacy, transparency and accountability that other dispute settlement mechanisms did not
have. Further, there were some states that already had experience and experts in investment
disputes to resolve these. However, this might also not be the case as foreign investment
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generally flows from developed countries to developing countries. Therefore, developing
countries’ courts may not be reliable because the courts are inexperienced and their
legislations are not adequate to govern the international investment disputes. Furthermore,
national courts may be bound by their governments to enforce unfair legislation on foreign
investors as the local judicial system is part of the state (Al-Adba, 2014; 161). Some scholars
claim that ignoring national courts may prevent improvements being made to domestic courts
in that field, a particularly important consideration given that strong national and international
judicial institutions would be expected to attract foreign investors (Ginsburg, 2005; 118). In
addition, it might be considered that although the national courts’ decision is less complicated
to enforce, it is absolutely different in practice. In terms of foreign investors, it is unrealistic to
believe that a foreign individual would win a case against the host state in its territories. Even
if this did happen, the obstacle of immunity from execution would be met at the last stage. As
for a third state, another national courts’ verdict is also hard to enforce due to public policy
and state immunity (Dolzer and Schreuer, 2008; 235-236). The third state, in functioning in
accordance with its own sovereign act.

B) Diplomatic Protection

The other method was diplomatic protection which considered the home state as the
party, instead of the foreign investor, against the host state. Foreign investors did not have
direct access to international remedies against the host state following a breach of their rights
(Dolzer and Schreuer, 2008; 232). They were dependent on their own governments to protect
them on an international level. Hence, they had to attempt to persuade their home states to
protect their rights in such international affairs. There were conditions to meet in order to gain
diplomatic protection from a home state. The foreign investor had to be a national of the state
providing diplomatic protection (whether an individual or corporation) (Dolzer and Schreuer,
2008; 233). There is a controversial point discussed in doctrine. While some scholars assume
that a foreign investor had to be a national of a protecting state continuously from the time of
the violation until the claim, others assert that it was until the dispute was resolved. The host
state must accept to protect its national in the international platform. A final requirement for
an application for diplomatic protection was that the local remedies in the host states had to be
exhausted by the foreign investors. However, this requirement was frequently violated by
foreign investors (Murphyt, 1991). The process of diplomatic protection, after being accepted
by the home state, involves negotiation as a primary step. Unless negotiation is fruitful, the
protecting state may take the dispute to the International Court of Justice (hereafter ‘1CJ’)
(Dolzer and Schreuer, 2008).

i) International Court of Justice (1CJ)

It may be useful to introduce the Court in regards to its functionality in settling
international investment disputes. As an organ of the United Nation (hereafter ‘UN’), the
Court was established after the Second World War (in June 1945) and in April 1946 became
the main judicial organ of the UN (Butler, 2012). The Court is the successor of the Permanent
International Court of Justice (hereafter ‘PICJ’). The Court has two functions. It resolves
international disputes and can give advisory opinions on legal issues which may be referred to
by other UN organs or authorized agencies. The Court has fifteen judges who are elected for a
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period of nine years by the UN General Assembly and Security Council (Butler, 2012; 243).
Until 1982, the full Court, consisting of its fifteen regular judges, supplemented in some cases
by ad-hoc judges, had heard every case decided (Murphyt, 1991;441). Only states can bring a
case before the court. The court’s decision is final and binding on parties.

The states signatories to the UN Charter must conform to the decisions of the Court;
otherwise, the winning state may refer the matter to the Security Council (Butler, 2012; 245).
The Security Council has the power to determine which measures must be taken for
compliance with the decision of the Court. These processes are the regular duty of the Court
but there are several deviations, such as provisional measures, consolidation rights and
deciding whether it has jurisdiction or not when a party claims the absence of jurisdiction
(Butler, 2012). As indicated earlier, it is only seldom that cases come before the ICJ regarding
investment disputes but it is essential to analyze the old dispute resolution methods through
well-known cases.

ii) ELSI case

This case was brought before the 1CJ under an investment treaty FCN by the US against
another developed country (Choi, 2007). The purpose of analyzing this case is to understand
the inadequacy of the ICJ mechanism in investment disputes. Therefore, the merits of the case
and the resolution mechanism of the Court will be briefly examined.

The US filed an application with the ICJ because Italy had violated an FCN. The US
government complaint was that the requisition by Italian authorities of a US company's Italian
subsidiary (ELSI) prevented the subsidiary's orderly liquidation and forced it into bankruptcy.
In response to this, the Italians denied breaching the FCN treaty and added that, even if they
had, payment of damages was unnecessary since ELSI was already bankrupt when Italy
attached the assets (Guilds, 1992).

The issue here is whether the attachment of the assets was arbitrary or not. There are
several reasons that exist that suggest that the settlement mechanism of the Court was
inadequate. The first is that the Court is constituted of fifteen judges from different countries
with no shared perspective (Hamrock, 1992). The countries have inherently different
governmental and legal systems. Therefore, each judge contributes to the Court his/her view
on the legitimacy of certain governmental actions. In other words, even though the
combination of different legal backgrounds may be valuable for the Court’s reputation, such
as improving new international law principles to accommodate conflicting cultures and
traditions, it is obvious that this makes the phrase ‘shocks the juridical conscience’ an
infeasible standard by which to measure arbitrariness. The second issue is the Court’s
arbitrariness test, which uses conscience as a standard (Hamrock, 1992;849). This means that
a previous decision on whether the conduct of a government is arbitrary or not will not be
used as precedent for the next case relating to the arbitrariness of another government’s
action. This precludes predictability and stability; upon this basis, it is the court that should
determine a particular test of arbitrary actions (Hamrock, 1992;850). In addition to this, the
court has not rendered an award regarding compensation of damages (Murphyt, 1991;439).
Diplomatic protection and the 1CJ process are the last stages of the settlement of investment
disputes, which are equally time-wasting. The ELSI decision will undoubtedly be a
benchmark example in the future evaluation of property protection (Murphyt, 1991). In other
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words, ICJ decisions are mostly not supported by adequate enforcement mechanisms, so the
court decisions are assumed as a ‘symbolic’ rather than ‘fully enforceable authority’, although
they are binding on the disputing parties for the certain dispute ((Choi, 2007;740-741).

In light of these facts, the mentioned obstacles call for the construction of new alternative
dispute settlement mechanisms. The ICJ has addressed few controversial legal issues related
to foreign investment disputes and so, as seen in the ELSI case, there have been some
procedural and substantive inadequacies in the diplomatic protection model in protecting
shareholder’s interests. Hence, these complexities and inadequacies may have led to the
development of international investment agreements (hereafter ‘11As”) (Bishop, Crawford and
Reisman, 2005). It was the opposing opinions of judges Oda and Schwebel in the ELSI case
which emphasized the need for 11As to address the extent to which investors holding shares in
a corporation incorporated in a host state are qualified to claim for infringements of an 1A
where the state measures in question are directed at the locally incorporated company. The
case proved that the diplomatic protection mechanism was slow and burdensome (Bishop,
Crawford and Reisman, 2005;378-379).

1.2. After the Second World War

Politics created international norms on foreign investment protection and also played a
crucial role in the development of this field (Miles, 2013;9). As global political conditions
shifted in the aftermath of the Second World War, the first consequence of the war was an
economic depression (Bishop, Crawford and Reisman, 2005). Also, many believe that the
protectionist policies of the 1920s exacerbated the situation and so the victory of the war
reached a consensus in favor of liberalizing trade (Hoekman and Kostecki, 2009). In 1947
consensus, the conclusion of the General Agreement on Tariffs and Trade (hereafter ‘GATT”)
shifted the legal framework for international commerce relations from bilateral to multilateral
agreements. In addition, GATT introduced a motion that sought to achieve worldwide trade
liberalization. However, GATT could not achieve the goal for the investment. The investment
needed to be framed outside of GATT, which to a large extent meant separately from trade
(Vandevelde, 1998).

Post-war US FCNs assured ‘equitable treatment’ and the ‘most constant protection and
security’ to the property of foreign individuals and corporations (Vandevelde, 1998). The
property could not be expropriated without payment of compensation. It is clear that post-war
FCNs included some innovations. First, they extended treaty protections to corporate entities.
Second, the post-war agreements regularly covered protection against exchange controls. The
most essential modification was that these agreements included a dispute resolution provision,
which meant the host country could be subject to the jurisdiction of an international tribunal
without its consent (Gallagher in Mistelis and Lew, 2006). Investment protection for the first
time had become a primary goal of the FCN agreements after the Second World War
(Salacuse and Sullivan in Sauvant and Sachs, 2009). Yet, the USA recognized that a bilateral
treaty for investment protection was necessary.

“Article 94 of the UN Charter (recourse to the Security Council is only available option in noncompliance
situations).
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1.2.1. Formalising the Regulation of International Investment Regime

The second significant effect that formalized the international investment regime of the
post-war period was the process of decolonization (Landes,1999). New and undeveloped
countries wished to protect their independence and they saw foreign investment as a form of
neo-colonialism as it involved foreign control over the means of production (Hanink, 1994).
However, it was also the case that foreign investment was vital to their economic
independence. Therefore, many developing countries isolated themselves from foreign
investment and adopted an import substitution policy (Vandevelde, 2005).

Furthermore, the emergence of the socialist bloc led by the Soviet Union had an effect.
Following the war, socialist countries started to experience massive expropriations of the
private sector, including foreign assets. The Soviet Union also encouraged developing
countries to take the view that economic relations with the developed countries of Western
Europe and North America would be inherently exploitative and that the best way to reach
economic development was to choose extensive state regulations for the economy rather than
the free market (VVandevelde, 2005).

Developed countries since World War Il have struggled to create international norms to
facilitate and protect the investments of their nationals and companies abroad. These efforts
have occurred at bilateral and multilateral levels. The first step was the Havana Charter of
1948 but it could not gain support from a sufficient number of states partly due to opposition
from the business community (Salacuse and Sullivan in Sauvant and Sachs, 2009).
Subsequent steps were the International Chamber of Commerce’s International Code of Fair
Treatment of Foreign Investment (1949), the International Convention for the Mutual
Protection of Private Property Rights in Foreign Countries (1957), a private effort known as
the Abs-Shawcross Convention, and the Organization for Economic Cooperation and
Development (hereafter ‘OECD’) Draft Convention on the Protection of Foreign Property
(1967). Despite these proposals not being adopted, they did influence the development of the
BIT movement that was to come (Salacuse and Sullivan in Sauvant and Sachs, 2009).

A new and important phase in the historical development of modern international
investment law began in the late 1950s as individual European countries started to negotiate
bilateral treaties. These countries sought to create a basic international legal framework to
govern investments by nationals of one country in the territory of another. Switzerland,
France, the United Kingdom, the Netherlands and Belgium followed in relatively short order
(Salacuse and Sullivan in Sauvant and Sachs, 2009). As can be seen from its history, BITs
originated within global needs, even though some countries closed themselves off to foreign
investment. This is because that almost all BITs include an arbitration option between the
contracting states. Further, a state-to-state dispute may prevent a state-investor arbitration
from going forward until a home state-host state dispute is settled (Dolzer and Schreuer,
2008;234). Apart from investor-state arbitration, other dispute settlement mechanisms still
exist in BITs (national courts, diplomatic protection). It can be stated that almost all BITs
include an arbitration option between the contracting states. Further, a state-to-state dispute
may prevent a state-investor arbitration from going forward until a home state-host state
dispute is settled (Dolzer and Schreuer, 2008,234). Apart from investor-state arbitration, other
dispute settlement mechanisms still exist in BITs (national courts, diplomatic protection).
However, they are not used as before. In terms of arbitration under BITs, there are two
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options for parties — ad-hoc arbitration and institutional arbitration. Therefore, it will be
examined that what is the only different option, arbitration, as more specific. The aim of the
arbitration method is to create an unbiased, objective and impartial dispute settlement system
for foreign investors as a weaker side against the host state. Also most BITs include the
arbitration option to give the home state’s investors guarantee. According to the UNCTAD
reports, 2,946 BITs by year-end in 2017 have been signed (UNCTAD, 2018;88). As seen the
evolution of the investment dispute settlement systems, arbitration under the BITs replaces the
other dispute settlement mechanisms in a short time (Miles, 2013:1).

However, there are still issues regarding the sovereignty of host states especially in
enforcement stage in practice. This is because that arbitration awards have difficulties in
practice regarding enforcement procedure in the host states. This problem can be seen clearly
in the attachment of the host state’s assets. This is owing to the fact that only state’s
commercial assets can be seized and the host state decides whether the assets is public or
commercial in accordance with its regulations. Hence, if the state does not tend to pay the
award in favor of the investor, it is hard to attach the state’s assets in its own country. Then,
investor starts to seek the host state’s assets in the third enforcing states (forum-shopping).
This process causes several problems like high-cost, time wasting. The well-known examples
are Sedelmayer case, LETCO v Liberia Case, AIG Capital Partners, Inc. v Republic of
Kazakhstan Case. In light of this, this problem has been considered to turn back to the courts
procedures like before the Second World War. Because the courts have power to enforce their
decision on the states but tribunals have no power on it. The current debate on establishment
of multilateral investment court might be demonstrated as an example of this tendency. The
UNCITRAL has set up a working group, which is currently considering the EU proposal
which is establishing a multilateral investment court. The working group will identify and
consider concerns which relate to investor—State dispute settlement (hereafter ‘ISDS’); in
doing so, it will consider if reforms are desirable in light on identified concerns; in the event
that the Working Group concludes that reform is desirable, it will also work to develop and
recommend any relevant solutions (Lavranos, 2017).

Conclusion

This work has sought to differentiate between old investment dispute settlement
methods and current methods by analyzing the periods prior to and after the Second World
War. While examining these differences, dispute settlement methods were mentioned as well
as the evolution of the investment agreements such as origins of BITs and how they rapidly
proliferate globally over a short period of time. Besides, it is seen that disputing parties tend
to use the old dispute settlement method.

The history of foreign investment dates back to the post-World War 11 era. It is older
than BITs. The end of the war brought the second phase of decolonization, which culminated
in the collective assertions of sovereignty by developing countries (Kaushal, 2009:499). There
were several reasons for the BITs trend, namely, World War 11, a lack of guarantee for foreign
investors in previous investment agreements and also the progress of development. Before the
Second World War, foreign investment was not popular and there was no special agreement
type for it. It was only semi-protected thanks to FCNs and I1As. In that era, foreign investors
did not have direct access to international adjudication. They had two options to look for
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resolution. The first one was that foreign investors had to bring their disputes before the host
state’s national courts. The second was that if their home states agreed to offer diplomatic
protection for its nationals against the host state, then they were defended by their own state.
The downside was that every decision in the case (such as negotiations and the financial
award was under home state control). However, most states are generally reluctant to offer
diplomatic protection even if they become parties in the dispute. Thus, host state sovereignty
was stronger before the war, with the foreign investor suffering from the weaker side of the
investment dispute mechanism.

In order to develop, capital-importing countries started to provide more protection to
foreign investors while capital-exporting countries found markets in which they could sell
their products thanks to their technology. For this reason, it was necessary to restrict state
sovereignty. The states had to commit some protection that foreign investors’ demands. One
of these conditions is that when a dispute arises, the foreign investor is able to access
international mechanisms for settlement even though they may be hindered by the state’s
exercise of its sovereignty. The idea behind this was that there should be a balance between
protection of state sovereignty and protection of foreign investor’s interest in accordance with
international law. In order to provide this, many developing states considered concluding
bilateral investment treaties. BITs have reduced the level of sovereign risk by putting in place
a regime of international minimum standards for the exercise of public power by the host
contracting state in relation to investments made in its territory by the nationals of another
contracting state (Dolzer and Schreuer, 2008). Furthermore, BITs provide foreign investors
with the opportunity to defend themselves in the international arena. In other words, before
the advent of BITs, developing countries signed state contracts with investors that included
arbitration clauses but these agreements were governed by municipal law. This approach was
changed by redrafting concession agreements in an internationalized form, starting in the
1950s (Kaushal, 2009:496).

To conclude, the evolution of investment dispute settlement methods is demarcated
along historical lines — pre and post-World-War 1l. As can be understood from previous
sections, there has been a remarkable change in favor of internationalized dispute settlement
approaches since the war. There were a number of reasons that precipitated this innovation.
This has also resulted in the reduction of state sovereignty although investment arbitration
awards still face the issue of sovereignty even though they have disposed of national
obligations and courts. Foreign investment has benefited from BITs but the situation could be
improved further. Despite dispute settlement methods being different during both periods
(before and after the War), the outcome has been the same in that foreign investors are
restricted by host state sovereignty. Even though arbitration method has been brought to the
investment field as a solution to more flow of FDI, it cannot be served the needs of the states
and foreign investors in time. After the war, arbitration under the BITs has been seen as a
solution to protect the foreign investor and investment but now the same problems which was
faced before the war such as state sovereignty effect in practice. The only difference from the
before the war is the stage of the issue. Before the war, developed states’ investors were
reluctant to invest the undeveloped or developing countries because there is no guarantee to
protect their investment. Particularly, when the dispute between the host state and foreign
investor comes up, the investor has to settle the case before the host state’s national courts.
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After the war, this effect has been seen after the arbitration process but the result is the same.
Therefore, it could be claimed that states prefer to settle their investment disputes before the
international courts. The European Union has recommended establishing an investment court.
The multilateral investment court proposal might be interpreted as a warning bell on future
investment arbitration.
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