
Bilateral Investment Treaty UPSC Explained in Simple Terms

Description

In an increasingly interconnected global economy, cross-border investments play a crucial role in
economic development. However, these investments often face risks such as political instability, policy
changes, or even expropriation in host countries. To mitigate these risks and provide a stable legal
environment for foreign investors, countries enter into a specific type of international agreement known
as Bilateral Investment Treaties.

These treaties aim to foster investor confidence by laying down a framework of rights and obligations
for both the investor and the host state. For a country like India, which has historically relied on foreign
capital for growth and development, understanding the nuances of such treaties is essential. They
shape foreign investment flows, impact domestic regulatory space, and are therefore a significant
component of international economic law relevant for UPSC aspirants.

The evolution of Indiaâ??s approach to these treaties reflects a broader global debate on balancing
investor protection with a stateâ??s sovereign right to regulate for public welfare. This discussion
becomes particularly pertinent when examining the Investor-State Dispute Settlement mechanism
embedded within these treaties, which has been a point of contention for many developing nations.

Bilateral Investment Treaties: What they are

Bilateral Investment Treaties, commonly referred to as BITs, are international agreements signed
between two countries. Their primary objective is to promote and protect investments made by
investors from one signatory country into the territory of the other signatory country. Essentially, a BIT
acts as a legal safeguard for foreign investments.

These treaties typically define what constitutes an â??investmentâ?? and an â??investorâ?? under
their purview. They then establish a set of standards of treatment that the host state must accord to
foreign investments and investors. Key principles commonly found in BITs include:

Non-discrimination: This usually encompasses two standards. First, National Treatment, which
requires the host state to treat foreign investors and their investments no less favorably than it
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treats its own domestic investors in similar circumstances. Second, Most-Favoured Nation
(MFN) Treatment, which mandates that the host state must treat investors from the other
signatory country no less favorably than it treats investors from any third country.
Fair and Equitable Treatment (FET): This is a broad standard requiring the host state to treat
foreign investments fairly and equitably, ensuring transparency, predictability, and stability in the
legal and regulatory framework affecting the investment.
Protection against Expropriation: BITs prohibit the host state from directly or indirectly
expropriating foreign investments without prompt, adequate, and effective compensation. This
protects investors from arbitrary seizure of their assets.
Free Transfer of Funds: This provision allows investors to freely transfer capital, profits, and
other returns related to their investments across borders without undue restrictions.
Full Protection and Security (FPS): This requires the host state to provide physical and legal
protection to foreign investments.

These provisions collectively aim to create a predictable and secure environment, thereby encouraging
foreign direct investment (FDI) and fostering economic cooperation between the signatory nations.

Why Countries Enter BITs: Goals and Issues

Countries engage in BITs with specific goals in mind, but the experience with these treaties has also
brought to light several complex issues.

Goals of Entering BITs

The primary motivations for countries to sign BITs are:

Attracting Foreign Direct Investment (FDI): By offering legal protection and a stable framework,
BITs signal to potential foreign investors that their assets will be safeguarded. This often leads to
increased confidence and can attract much-needed capital, technology, and employment
opportunities.
Providing Legal Certainty and Stability: Investors are more likely to commit capital to long-term
projects if they are assured of a predictable legal environment. BITs provide this certainty by
setting clear rules for how foreign investments will be treated, reducing political risk.
Promoting Economic Cooperation: Beyond mere investment protection, BITs serve as
instruments of broader economic diplomacy, strengthening bilateral relations and encouraging
trade and other forms of economic engagement.
Signaling Commitment to Market Principles: For emerging economies, signing BITs can be a
way to signal to the international community their commitment to free market principles and
investor-friendly policies, enhancing their global economic reputation.

Issues and Challenges with BITs

Despite their intended benefits, BITs have generated significant concerns, particularly for host states:

Sovereignty Concerns due to ISDS: The Investor-State Dispute Settlement (ISDS) mechanism,
a core feature of most BITs, allows foreign investors to directly sue host governments in
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international arbitration. This raises questions about a stateâ??s sovereignty and its right to
regulate in the public interest, as decisions can be made by international tribunals rather than
domestic courts or legislative bodies.
Broad Interpretation of Investor Rights: Arbitral tribunals have often interpreted BIT provisions,
such as â??Fair and Equitable Treatmentâ?? or â??indirect expropriation,â?? very broadly. This
has sometimes led to states being found liable for legitimate regulatory actions, even when those
actions were aimed at environmental protection, public health, or financial stability. This point
needs attention.
Regulatory Chill: The fear of potential ISDS claims and hefty financial awards can lead to a
â??regulatory chill.â?• Governments might hesitate to enact or enforce new laws or regulations,
especially in sensitive areas like environment, health, or taxation, for fear of being sued by foreign
investors. This can compromise a stateâ??s ability to govern effectively in the public interest.
Lack of Transparency: ISDS proceedings often lack transparency compared to domestic court
proceedings, raising concerns about public accountability and the involvement of stakeholders.
High Costs of Litigation: Defending against ISDS claims can be extremely expensive for states,
potentially draining public funds, regardless of the outcome.

These issues highlight the complex balance states must strike between attracting foreign investment
and preserving their policy space to regulate for public welfare.

Investor-State Dispute Settlement (ISDS) Mechanism Explained

The Investor-State Dispute Settlement (ISDS) mechanism is arguably the most controversial feature of
Bilateral Investment Treaties. It provides a means for private foreign investors to directly bring a claim
against a host government before an international arbitration tribunal, alleging a breach of the
investment treaty obligations.

How ISDS Works

Traditionally, disputes involving foreign investments would be resolved either through domestic courts
of the host country or through diplomatic protection, where the investorâ??s home state would pursue
the claim against the host state. ISDS changes this dynamic significantly.

Under an ISDS clause:

Direct Access: A foreign investor, if they believe the host government has violated the terms of
the BIT (e.g., by expropriating their assets without compensation, denying fair and equitable
treatment, or discriminating against them), can initiate an arbitration proceeding directly against
the host state. They do not need their home government to take up their cause.
International Arbitration: These disputes are typically resolved by ad hoc arbitration tribunals or
under the auspices of established international arbitration institutions. Common institutions
include the International Centre for Settlement of Investment Disputes (ICSID), which is part of the
World Bank Group, or tribunals formed under the United Nations Commission on International
Trade Law (UNCITRAL) rules.
Binding Awards: The decisions of these tribunals, known as arbitral awards, are legally binding
on both the investor and the state. They are generally enforceable through national courts
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worldwide under conventions like the New York Convention on the Recognition and Enforcement
of Foreign Arbitral Awards.
Composition of Tribunals: Arbitral tribunals usually consist of three arbitrators, often legal
experts or former judges, one appointed by each party and a third, often the chairperson,
appointed by agreement of the parties or by the arbitral institution.

Contrast with Traditional Dispute Resolution

The key distinction of ISDS from normal court procedures or traditional diplomatic protection is its
nature as a hybrid mechanism:

Against a Sovereign State: It allows a private entity to sue a sovereign state directly, which is a
departure from traditional public international law where usually only states can sue other states.
International Forum: It moves the dispute out of the domestic courts of the host state into an
international forum, which is often seen by investors as more neutral and impartial.
Treaty-Based: Claims are based on the obligations enshrined in the international investment
treaty, rather than solely on the domestic laws of the host state.

While proponents argue that ISDS provides crucial protection for investors against political risks and
ensures impartial justice, critics contend that it compromises state sovereignty, leads to inconsistent
decisions, lacks transparency, and disproportionately favors investors, often at the expense of public
policy goals. At this stage, one issue becomes clear: the power imbalance perceived by many
developing countries.

Indiaâ??s History with BITs: Evolution and Challenges

Indiaâ??s journey with Bilateral Investment Treaties reflects a dynamic evolution, moving from an eager
adopter to a cautious reformer.

Early Phase (1990s and 2000s)

Following economic liberalization in the early 1990s, India actively pursued and signed a large number
of BITs. The primary motivation was to attract much-needed foreign capital and technology to fuel
economic growth. By signing BITs with various countries, India aimed to signal its commitment to
protecting foreign investments and thereby enhance its attractiveness as an investment destination.
These early BITs were largely modeled on standard templates, often prioritizing investor protection with
broad and undefined clauses.

Challenges and the Need for Change (2010s onwards)

Indiaâ??s optimistic engagement with BITs began to face significant challenges in the late 2000s and
early 2010s. A series of high-profile Investor-State Dispute Settlement (ISDS) cases were initiated
against the Indian government, leading to substantial financial liabilities and reputational damage.

Some of the key cases included:
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White Industries Australia Ltd. v. The Republic of India: An Australian investor successfully
sued India for a delay in court proceedings, arguing it violated the fair and equitable treatment
standard under the India-Australia BIT.
Vodafone Group Plc v. The Republic of India: This complex case involved a tax dispute that
eventually led to an international arbitration claim under the India-Netherlands BIT, challenging
Indiaâ??s retrospective tax amendments.
Devas Multimedia Private Limited v. The Republic of India: This case arose from the
annulment of a satellite deal by the Indian government. Multiple investors in Devas initiated
arbitration proceedings under various BITs.

These cases highlighted several critical issues with Indiaâ??s existing BIT framework:

Ambiguity in Treaty Language: Broadly worded provisions like â??Fair and Equitable
Treatmentâ?? or â??indirect expropriationâ?? were interpreted by tribunals in ways that India had
not anticipated, expanding investor rights far beyond its intent.
Regulatory Space Constraint: The rulings in some cases suggested that even legitimate policy
actions by the government, aimed at public welfare or revenue collection, could be challenged
under BITs, thereby constraining Indiaâ??s sovereign right to regulate.
High Costs and Time-Consuming Litigation: Defending against these cases in international
arbitration proved to be extremely costly and time-consuming, diverting significant government
resources.
Lack of Domestic Remedy Exhaustion: Many BITs did not require investors to exhaust
domestic legal remedies before initiating international arbitration, leading to immediate recourse to
ISDS even for matters that could potentially be resolved in Indian courts.

The cumulative effect of these challenges led to a re-evaluation of Indiaâ??s entire BIT policy. The
government recognized the need for a more balanced approach that would continue to attract
investment but also safeguard its policy space and sovereign interests. This analysis became important
for Indiaâ??s policy shift.

Indiaâ??s New Model BIT (2016): Key Features and Effects

Responding to the numerous challenges and adverse arbitral awards, India formulated and adopted a
new Model Bilateral Investment Treaty in December 2016. This Model BIT represents a significant shift
in Indiaâ??s approach, aiming for a more balanced framework that protects the stateâ??s regulatory
space while still offering investor protection.

Key Features of Indiaâ??s New Model BIT (2016)

The 2016 Model BIT incorporates several crucial changes designed to address past concerns:

Narrower Definition of â??Investmentâ?? and â??Investorâ??: The new model provides a
more precise and restrictive definition of what constitutes an â??investment,â?? typically requiring
characteristics like commitment of capital, expectation of gain or profit, assumption of risk, and a
certain duration. This aims to prevent speculative claims and ensure only genuine, long-term
investments are covered. Similarly, the definition of â??investorâ?? is tightened.

SHRI RAM IAS
8882939805, 9958635276

SHRI RAM IAS

Page 5
SHRI RAM IAS - Best IAS Coaching in Delhi



Exhaustion of Local Remedies Clause: This is a major departure. The model mandates that
foreign investors must first pursue remedies in domestic courts for a period of at least five years
before they can initiate international arbitration proceedings under the BIT. This allows national
legal systems to address disputes first and reduces the immediate recourse to ISDS.
Exclusion of Most Favoured Nation (MFN) Clause for ISDS: The MFN clause in the new
model explicitly states that it will not apply to ISDS provisions. This prevents investors from
â??importingâ?• more favorable ISDS clauses from other treaties India has signed with third
countries, addressing a loophole exploited in past cases.
Specific Carve-Outs for Taxation and Public Welfare Regulations: The model includes explicit
provisions clarifying that legitimate taxation measures and non-discriminatory regulations enacted
for public welfare objectives (such as public health, environment, safety, or financial stability)
cannot be challenged as breaches of the BIT. This protects the stateâ??s right to regulate.
Limited Scope of Fair and Equitable Treatment (FET): The FET clause is significantly
narrowed and defined, linking it to specific actions like denial of justice, fundamental breach of
due process, or targeted harassment. It removes the broad, undefined language that led to
expansive interpretations in the past.
Corporate Social Responsibility (CSR) and Environmental Protection: The model includes
provisions encouraging investors to respect CSR principles and operate in an environmentally
responsible manner, reflecting broader global norms.
Enterprise-Based Disputes Only: The new model generally focuses on disputes related to the
enterprise itself, rather than purely contractual disputes, which should be resolved as per contract
terms.

Effects of the New Model BIT

The implementation of Indiaâ??s 2016 Model BIT has had several significant effects:

Enhanced Regulatory Space for the State: By introducing carve-outs and narrowing key
provisions, the new model significantly bolsters the Indian governmentâ??s ability to enact and
enforce public welfare regulations without the constant threat of international arbitration.
Potential Impact on FDI: While the goal is to create a more balanced regime, some critics
suggest that the stricter terms, particularly the mandatory exhaustion of local remedies, might
make India a less attractive investment destination for certain foreign investors who prefer
immediate access to international arbitration.
Renegotiation of Existing BITs: India decided to terminate many of its older BITs and has been
engaging with partner countries to renegotiate new treaties based on the 2016 Model. This
process has been slow and complex.
Shift in Global Discourse: Indiaâ??s shift has contributed to a broader global conversation
about reforming international investment agreements, with several other countries also reviewing
their BITs to incorporate similar state-protective elements.

This policy adjustment reflects Indiaâ??s learned experience, aiming to strike a better equilibrium
between fostering investment and safeguarding national interests.

UPSC Perspective
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Understanding Bilateral Investment Treaties (BITs) is crucial for the UPSC examination, particularly for
the Indian Economy (GS-III) and International Relations (GS-II) papers. The topic links directly to
Indiaâ??s economic policies, its position in the global economy, and challenges to its sovereignty.

Prelims focus

For the Prelims examination, the focus would be on factual recall and conceptual clarity:

Definition of BITs and ISDS: Questions might ask for the core purpose of BITs or what ISDS
stands for and its basic function.
Key features of Indiaâ??s 2016 Model BIT: Specific clauses such as the mandatory exhaustion
of local remedies, the narrower definition of â??investment,â?? or the carve-outs for taxation and
public policy are potential areas of inquiry.
Major international arbitration bodies: Awareness of institutions like ICSID and UNCITRAL,
which facilitate ISDS, is important.
Principles within BITs: Understanding terms like National Treatment, Most Favoured Nation,
and Fair and Equitable Treatment.
Reasons for Indiaâ??s policy shift: The primary drivers like unfavorable arbitral awards.

Mains focus

For the Mains examination, the emphasis shifts to analytical understanding, evaluation, and critical
assessment:

Rationale behind BITs: Analyze why countries sign BITs and their intended benefits for
economic development and FDI attraction.
Challenges posed by ISDS: Discuss the implications of ISDS for state sovereignty, regulatory
space, and the â??regulatory chillâ?? phenomenon. Evaluate the arguments for and against
ISDS from a developing countryâ??s perspective.
Evaluation of Indiaâ??s shift in BIT policy: Critically assess the reasons behind Indiaâ??s
transition to the 2016 Model BIT. Analyze its key features and discuss its potential implications for
Indiaâ??s FDI inflows, governance capacity, and its international economic relations.
Balance between investor protection and stateâ??s right to regulate: This is a recurring
theme. Discuss how the new Model BIT attempts to achieve this balance and whether it is
successful.
Connection to broader economic and international policy: Relate BITs to Indiaâ??s â??Ease
of Doing Businessâ?? initiatives, its foreign policy objectives, and its role in shaping international
investment law. Questions could ask about the impact of BITs on Indiaâ??s â??Make in Indiaâ??
or â??Atmanirbhar Bharatâ?? initiatives.
Multilateral vs. Bilateral approaches: Briefly understand the context of moving away from
purely bilateral treaties towards potential multilateral investment agreements or reforming existing
ones.

Common Student Confusion
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Students often encounter specific points of confusion regarding BITs and ISDS. Clarifying these
misunderstandings is key to a robust understanding.

Misunderstanding 1: BITs are solely about promoting Foreign Direct Investment (FDI), and any
measures that make them stricter will completely deter investors.

Correction: While promoting FDI is undeniably a primary objective, BITs are equally about establishing
a clear, stable, and predictable legal framework for investor protection. This framework manages the
inherent risks associated with international investments for both the investor and the host state. The
perception that stricter BITs will automatically deter all investors is an oversimplification. Investors seek
certainty and a level playing field. If the stricter terms in Indiaâ??s 2016 Model BIT lead to greater
clarity, reduce ambiguity, and provide a balanced dispute resolution mechanism that respects domestic
legal processes first, it could still be attractive to genuine, long-term investors. The goal of the new
model is not to deter investment but to ensure a more equitable and sustainable investment
relationship, balancing investor rights with the host stateâ??s sovereign right to regulate for public
welfare.

Misunderstanding 2: Investor-State Dispute Settlement (ISDS) mechanism completely bypasses
and replaces a countryâ??s domestic legal system for foreign investment disputes.

Correction: ISDS is an alternative dispute resolution mechanism, not a replacement for domestic laws
or courts. It is available to foreign investors against the host state only under specific conditions outlined
in the respective BIT. In fact, Indiaâ??s 2016 Model BIT now explicitly requires investors to exhaust
domestic remedies for a significant period (five years) before they can resort to international arbitration.
This signifies that the domestic legal system remains the primary forum for dispute resolution. ISDS
only comes into play if a foreign investor alleges a breach of treaty obligations (not just a contract or
domestic law violation) and, in Indiaâ??s new model, only after attempting to resolve the issue through
the domestic legal framework. It serves as a safety net or a last resort for investors, offering recourse to
an international tribunal when domestic avenues are exhausted or deemed ineffective based on the
treaty terms.

Short Revision Points

Bilateral Investment Treaties (BITs): Agreements between two countries to protect and promote
cross-border investments.
Core Purpose: Attract FDI by providing legal certainty, fair treatment, and protection against
expropriation.
Key Principles: National Treatment, Most-Favoured Nation (MFN), Fair and Equitable Treatment
(FET), protection against expropriation.
Investor-State Dispute Settlement (ISDS): Mechanism allowing foreign investors to sue host
governments directly in international arbitration for BIT breaches.
Controversies of ISDS: Raises sovereignty concerns, potential for â??regulatory chill,â?? high
costs, and broad interpretation of investor rights.
Indiaâ??s Historical Approach: Signed many BITs post-1990s liberalization to attract FDI.
Reasons for Indiaâ??s Policy Shift: Faced multiple adverse ISDS awards due to ambiguous
treaty language and broad interpretations, prompting a re-evaluation to protect regulatory space.
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Indiaâ??s New Model BIT (2016): A more balanced approach.
Key Features of 2016 Model: Narrower definitions of â??investmentâ?? and â??investor,â??
mandatory exhaustion of local remedies (5 years), exclusion of ISDS from MFN clause, explicit
carve-outs for taxation and public welfare regulations, limited scope of FET.
Effects of New Model: Increased state regulatory autonomy, potential impact on FDI (more
balanced rather than purely investor-friendly), ongoing renegotiation of old BITs.

FAQs

1. What is the main purpose of a Bilateral Investment Treaty?
The main purpose of a Bilateral Investment Treaty is to establish a legal framework that promotes
and protects foreign direct investments between two countries, ensuring fair treatment for
investors and providing legal certainty and stability.

2. How does ISDS differ from normal court procedures?
ISDS differs from normal court procedures by allowing a private foreign investor to directly sue a
sovereign host government in an international arbitration tribunal, bypassing the host countryâ??s
domestic court system. Claims are based on international treaty obligations rather than solely on
national law.

3. What were the key reasons for India to change its BIT model?
India changed its BIT model primarily due to a series of unfavorable arbitral awards against it in
ISDS cases, which exposed ambiguities in older treaties and constrained its policy space. The
new model aims to balance investor protection with the stateâ??s sovereign right to regulate for
public welfare and streamline the dispute resolution process.

Bilateral Investment Treaties remain a critical aspect of international economic law and a dynamic area
of policy for countries like India. Understanding their evolution, challenges, and Indiaâ??s refined
approach is essential for anyone preparing for the UPSC examination, connecting directly to the
complexities of global investment and national sovereignty. For comprehensive guidance on such
crucial topics and more, aspirants often seek expert guidance, and SHRI RAM IAS is regarded as the
best IAS coaching in Delhi for its structured approach and in-depth analysis.
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