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The variation of countries’ industrial policies and political strategies in a multipolar 
world brings the investor-state dispute settlement (ISDS) regime to a crossroad. 
Backlash to the inconsistency, non-transparency, partiality and unfairness of the ISDS 
regime results from the states’ changing interests and policy priorities, including 
the rising awareness of democracy. In pursuing the benefits of multilateralism, a 
multilateral investment court can serve as an alternative to the current investment 
arbitration regime. States need to clarify the scope of consent based on their political 
economic considerations. Substantial investment protection standards can be different, 
whereas the principle of proportionality can serve as an approach to the balance 
between investment protection and states’ policy arrangements. Meanwhile, there 
should be efforts to align the interpretation and application of key provisions, possibly 
through interpretation notes and an appellate body that reviews arbitral decisions, 
to generalise implicit consensus and to broaden collective acceptance of the regime.
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I. Introduction

The Investor-State Dispute Settlement (ISDS) allows an investor from one country to 
initiate arbitral proceedings directly against another country in which it has invested.1 
The mechanism is typically set out in bilateral investment treaties (BITs), free trade 
agreements (FTAs), and national foreign investment laws. It seeks to promote foreign 
investment by giving investors coherent expectations and fair processes for dispute 
resolution. The ISDS system includes binding rules (treaties and conventions), non-
binding rules (international documents, arbitral practices) and participants (investors, 
states, relevant third parties, arbitrators).

Despite the investment tribunal’s effort to make impartial decisions on investment 
disputes, intense debates on the legitimacy of the ISDS regime are calling for 
fundamental reform. Deficiencies in the ISDS regime, such as inconsistency of arbitral 
awards,2 partial and self-interested arbitrators,3 lack of transparency4, long durations 
and high costs5 are challenging the legitimacy of the ISDS regime. Growing discontent 
arising from these deficiencies has made such countries as Ecuador, Indonesia and 
Venezuela decide on terminating many of their investment treaties that include ISDS 
provisions.6 Brazil, India and South Africa have separated the existing ISDS model 
in the new BIT text. These problems have led to different proposals for reforming 
the ISDS system to correct perceived deficiencies. The European Union (EU) finally 
initiated the multilateral investment court (MIC)7 as a new forum for arbitration. 
Countries advocating the current regime submitted different reform proposals. 
There are discussions at the United Nations Commission on International Trade Law 

1 Thomson Reuters Practical Law, Investor-State Dispute Settlement (ISDS) (2021), https://uk.practicallaw.thom 
sonreuters.com/0-624-6147?Transitiontype=Default&contextdata=(sc.Default)&firstpage=true.

2 Peter Yu, Crossfertilizing ISDS with TRIPS, 49 LoyoLa U. Chi. L. J. (2017).
3 UNCITRAL, Report of Working Group III: Investor-State Dispute Settlement Reform, Status of Work as of August 

2021, https://uncitral.un.org/en/working_groups/3/investor-state. 
4 Jonathan Klett, National Interest vs. Foreign Investment-Protecting Parties through ISDS, 25 TULane J. inT'L & Comp. 

L. 213 (2016).
5 UNCITRAL Working Group III, Possible Reform of Investor-State Dispute Settlement(ISDS)-Cost and Duration, U.N. 

Doc. A/CN.9/WG.III/WP.153, at 17-18 & 21, https://documents-dds-ny.un.org/doc/UNDOC/LTD/V18/057/51/PDF/
V1805751.pdf?OpenElement.

6 Nicolas Boeglin, ICSID and Latin America: Criticisms, Withdrawals and Regional Alternatives, Bilaterals.org (June 
2013), https://www.bilaterals.org/?icsid-and-latin-america-criticisms&lang=en.

7 Council of the EU, Multilateral Investment Court: Council Gives Mandate to the Commission to Open Negotiations 
(2018), https://www.consilium.europa.eu/en/press/press-releases/2018/03/20/multilateral-investment-court-council-gives- 
mandate-to-the-commission-to-open-negotiations. 
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(UNCITRAL) Working Group III8 regarding the Proposed Amendment to the ICSID 
Convention Arbitration Rules.9

As these proposals further entrench and institutionalise the ISDS regime, they 
may leave structural problems and injustice intact. Indeed, the ISDS reform is bogged 
down with changing interests and considerations. The ISDS regime was initially 
designed to protect the interests of foreign investors.10 This inherent bias may threaten 
the host state’s right to regulate, which is related to the policy autonomy concerning 
their domestic regulatory spheres. And there are ignored stakeholders in the ISDS 
regime, such as the affected communities by foreign investment, indigenous peoples 
and civilian populations. These affected constituencies are calling for the protection 
of their interests in the (re-)design of public policies and investment treaties. With the 
rising importance of these groups and the attention to asymmetries of participation 
in the rule-making of investment regimes, governments increasingly recognise that 
no single method is perfect in itself, nor can one solution satisfy the needs of all 
stakeholders. Therefore, the ultimate obstacle in reforming the ISDS regime lies in 
how the states are keen to cooperate in the field of foreign investment.

The difficulty in the ISDS reform lies, to a large extent, in political economy. 
Sovereign states are created to achieve certain political-economic functions in 
domestic and international spheres. States would act with a meaningful purpose 
which can be interpreted sociologically for a causal explanation of their courses and 
consequences. In this context, ‘action’ is ‘social’ insofar as the acting entity attaches 
a subjective meaning to its behaviour-be it overt or covert, omission or acquiescence 
-and its subjective meaning takes into account the behaviours of others.11 States 
have both instrumental rationality (the means used to achieve ends) and value 
rationality (legitimate ends in themselves) to create or join an institution.12 The former 
implies the motivation from the outside world to achieve specific goals. If keeping 
this perspective, for states, the objective of the ISDS regime used to be investment 
promotion and economic collaboration for mutual development as part of the efforts 
towards market integration and globalisation. Economic globalisation is marked by 

8 UNCITRAL, Report of Working Group III, U.N. Docs. A/CN.9/WG.III/XLII/CRP.2; A/CN.9/WG.III/WP.213; A/
CN.9/WG.III/WP.212; and A/CN.9/WG.III/WP.208. 

9 ICSID Secretariat, ICSID Rules and Regulations Amendment (Working Paper No. 6: Proposals for Amendment of 
the ICSID Rules, 2021), https://icsid.worldbank.org/resources/rules-amendments.

10 Kenneth Vandevelde, A Brief History of International Investment Agreements, 12 U.C. Davis J. inT’L L. & poL’y 157 
(2005).

11 max Weber, eConomy anD soCieTy: an oUTLine of inTerpreTive soCioLogy 4 (republished in English by the University 
of California Press, 1978).

12 Mark Rutgers & Petra Schreurs, The Morality of Value-and Purpose-rationality: The Kantian Roots of Weber’s 
Foundational Distinction, 38 aDmin. & soC’y 403-19 (2006).
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mobilising goods, services, capital and information across borders.13 Parallel to this 
trend, policy discretion and regulatory autonomy concerning domestic issues, such 
as public health, environmental protection, labour protection, industrial policies and 
human rights protection, are often left unattended.14 These interests are reciprocal and 
dynamic in the pursuit of wealth and power by countries. Integrating these interests 
into a dispute resolution mechanism, a legitimate ISDS regime is founded on the 
states’ consent after their careful political-economic considerations on participating 
in the ISDS regime.15

This research is to examine the legitimacy crisis and illustrate the difficulties in 
the ISDS reform through this political economy narrative. This political economy 
approach takes into account various interests and concerns that a state might have to 
consider when deciding whether, and how, to participate in the ISDS regime, which 
is conversely art of the institutional design process. This paper is composed of fiver 
parts including Introduction and Conclusion. Part two will discuss how the external 
variation leads to considerable resistance to the current ISDS due to its procedural 
and substantive drawbacks. Part three will examine the source of legitimacy of the 
ISDS regime, namely the states’ consent and the political-economic benefits of the 
regime. Part four will reflect on current ISDS reform proposals, including incremental 
ISDS reform and alternatives, such as an investment court. It also advocates top-town 
and bottom-up efforts to issue guiding cases and interpretation notes to align key 
standards and concepts. Part five will conclude that fixing the complex ISDS regime 
entails systemic work, whether in terms of the jurisdiction given to the tribunal or 
the substantial protection standards agreed by the state parties. ISDS reformers 
should respect spatial and temporal discrepancies of public policies and leave room 
for manoeuvring by national governments. Meanwhile, soft laws can play a role in 
shaping new and solidifying previous consensus on the standards of protection and 
other institutional designs.

13 Fiona Adamson, Globalisation, Transnational Political Mobilisation, and Networks of Violence, 18 CambriDge rev. 
inT’L aff. 2512 (2005).

14 Audrey Chapman, Globalization, Health, and Human Rights, in gLobaL heaLTh, hUman righTs, anD The ChaLLenge of 
neoLiberaL poLiCies 153-99 (A. Chapman ed., 2016).

15 Yoram Haftel & Alexander Thompson, When Do States Renegotiate Investment Agreements? The Impact of Arbitration, 
13 rev. inT’L org. 25-48 (2018).
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II. Legitimacy Crisis of the ISDS Regime

A. Inconsistency of Arbitral Awards

The inconsistency of arbitral processes and outcomes challenges the predictability 
and thus legitimacy of the ISDS regime. Divergence interpretations occur to the 
recognition of jurisdiction and admissibility, as well as procedural and substantive 
standards. This inconsistency is most unjustifiable when tribunals interpret the 
same provision in the same treaty in two different ways,16 such as BG Group v. the 
Argentine Republic,17 limiting full protection and security in the UK-Argentina BIT 
to physical security, and National Grid v. the Argentine Republic,18 which found no 
reason to limit the protection to physical assets. The problem could also arise where 
two tribunals apply the same or similar provisions differently to the identical facts. 
For instance, there are different interpretations of whether the most favoured nation 
(MFN) treatment can be imported from treaties with third countries. Some opened 
this possibility (such as White Industries v. India19), while others did not (such as 
Içkale v. Turkmenistan20). Inconsistency discourages states from adopting legitimate 
regulatory measures, either through the internalisation of the treaty constraints or 
the investor’s threat of investment arbitration. For investors, arbitral inconsistency 
imposes uncertainty regarding the legality of state regulatory measures.

This phenomenon would arise from the inherent characteristics of the current 
decentralised ISDS regime. First, unlike common law systems, there are no binding 
requirements for arbitrators to follow previous cases as precedents. Under international 
law, investment dispute settlement procedures and tribunal’s decisions do not have 
a stare decisis effect. Investment arbitral awards are binding only on the parties of 
the dispute.21 Arbitrators are not obligated to promote coherent investment legal 
norms, but focusing on the specific context of a case. The absence of any framework to 

16 Rudolf Dolzer, Perspectives for Investment Arbitration: Consistency as a Policy Goal?, 3 TransnaT’L Disp. mgmT. 
(2012), https://www.transnational-dispute-management.com/article.asp?key=1823.

17 BG Group Plc. v. The Republic of Argentina, UNCITRAL (2007), at 100-1, https://www.italaw.com/sites/default/
files/case-documents/ita0081.pdf.

18 National Grid plc v. The Argentine Republic, UNCITRAL (2008), at 74, https://www.italaw.com/sites/default/files/case-
documents/ita0555.pdf.

19 White Industries Australia Limited v. The Republic of India, UNCITRAL (2011), at 105, https://www.italaw.com/sites/
default/files/case-documents/ita0906.pdf.

20 İçkale İnşaat Limited Şirketi v. Turkmenistan, ICSID Case No. ARB/10/24, Award, ¶ 134 (Mar. 8, 2016), IIC 983 
(2016). 

21 ICSID Convention art. 53(1).
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govern how precedent is used makes the goal of predictability impossible to achieve. 
Moreover, granting arbitrators power and discretion to consider other sources of 
international law opposes the privity nature of the arbitration.

Secondly, the interpretation and application of treaty provisions are at the 
discretion of selected arbitrators. The substantive law that the tribunals are shaping 
through precedents is fragmented. There are over three thousand investment treaties 
that are similar in content but formally distinct. The broad and variant wording of 
investment treaties generates divergent interpretations. For instance, the term “any 
dispute” in an umbrella clause may cover any dispute or only the engagement of 
states in a sovereign capacity. [Emphasis added] The procedural “after six months ... 
may ... consent to the submission” in Article VI(3)(a) of the US-Czechoslovakia BIT is 
different from the mandatory “provided that six months have elapsed” in Article 1120 
of the NAFTA, thereby resulting in divergence in Lauder v. Czech22 and Mesa Power 
v. Canada.23 Each arbitral award is conditioned upon the specific context of the case. 
“Like circumstances” in national treatment provisions often means a combination 
of several factors. What an investor may legitimately expect in a jurisdiction active 
in environmental matters can differ from a less pro-environment country.24 Further, 
arbitrators can have different interpretations based on their understandings and 
experience. For example, as far as the MFN provisions are concerned, some awards 
favoured permitting the MFN clause to modify or override conditions on access to 
ISDS and expand the jurisdiction of tribunals in such cases like Maffezini v. Spain,25 
Siemens v. the Argentine Republic,26 and RosInvestCo UK v. Russian Federation.27 
In contrast, others disallow such access in those cases like Salini v. Jordan,28 Plama 
v. Bulgaria29 and ICS v. the Argentine Republic.30 If arbitrators do not give specific 

22 Ronald S. Lauder v. The Czech Republic, UNCITRAL 38 (2001), https://www.italaw.com/sites/default/files/case-
documents/ita0451.pdf. 

23 Mesa Power Group (U.S. v. Can.), 17 (Perm. Ct. Arb. 2012), https://www.italaw.com/sites/default/files/case-documents/
italaw7240; Mesa Power Group, LLC v. Government of Canada, UNCITRAL, PCA Case No. 2012-17, Award, ¶ 301 
(Mar. 26, 2016); Savarkar (Fr. v. U.K.), Hague Ct. Rep. (Scott) 275 (Perm. Ct. Arb. 1911).

24 Glamis Gold, Ltd. v. United States of America, UNCITRAL; Metalclad Corporation v. United Mexican States, ICSID 
Case No. ARB(AF)/97/1, Award, ¶ 32 (Aug. 30, 2000), 5 ICSID Rep. 212 (2002). 

25 Emilio Agustín Maffezini v. The Kingdom of Spain, ICSID Case No. ARB/97/7 (2000), Award ¶¶ 5-6 (Nov. 20, 2000).
26 Siemens A.G. v. The Argentine Republic, ICSID Case No. ARB/02/8 (2007), Award ¶ 68 (Feb. 6, 2007), IIC 227 (2007).
27 RosInvestCo UK Ltd. v. The Russian Federation, SCC Case No. V079/2005, Award on Jurisdiction ¶ 53 (Oct. 1, 2007), 

https://www.italaw.com/cases/923. 
28 Salini Costruttori S.p.A. and Italstrade S.p.A. v. The Hashemite Kingdom of Jordan, ICSID Case No. ARB/02/13, 

Decision on Jurisdiction ¶¶ 118-119 (Nov. 9, 2004).
29 Plama Consortium Limited v. Republic of Bulgaria, ICSID Case No. ARB/03/24, Decision on Jurisdiction ¶ 227 

(Feb. 8, 2005).
30 ICS Inspection and Control Services Limited (U.K.) v. The Republic of Argentina, UNCITRAL, PCA Case No. 
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reasons for adopting a particular standard or interpretation, this will leave even more 
uncertainties in future cases.

The third is a lack of framework to govern how precedent is used or a control 
mechanism to guarantee arbitral consistency. The arbitration tribunal is constituted 
to resolve a single dispute. There is no recourse for a country or investor to challenge 
the misapplication of the law or rulings that are substantively flawed. According to 
Article 52 of ICSID, the ad hoc Committee merely has the power to annul awards with 
procedural injustice, that is, to determine whether a tribunal manifestly exceeded its 
powers or failed to apply the applicable law. It does not have the power to overturn 
an award for errors of fact or law.31 This conforms to the desire of the Washington 
Convention drafters to ensure the finality and binding effect of awards, which is an 
expression of customary law based on the concepts of pacta sun servanda and res 
judicata and is in line with the objective and purpose of the Convention.32

As ISDS reformers seek consistency and coherence in treaty interpretation and 
arbitral awards, the problem is whether inconsistency itself is legitimate and brings 
more benefits than without. Binding consistency would imply that earlier rulings 
could impose persuasive effects of interpreting the rules on future cases and drive 
the system towards judicialization and centralised institutions, such as the domestic 
courts and the World Trade Organization (WTO). However, this can hardly be 
suitable for an international investment regime. FDIs and investors vary in policy and 
political significance. Fairness in investment arbitration thus does not have a fixed 
meaning and may vary in different contexts.33

B. Selection of Arbitrators

Paramount to the substantial standards and interpretation, another problem regarding 
the ISDS regime is the lack of diversity, independence and impartiality of arbitrators. 
Concerns about the qualification and conduct of arbitrators include the following issues: 
(1) insufficiently precise codes of independence and impartiality of arbitrators;34 (2) 
potential conflicts of interest, such as double hatting and the prejudgment of issues;35 

2010-9, Award on Jurisdiction ¶ 341 (Feb. 10, 2012).
31 ICSID Convention art. 52(1).
32 Sergio Puig, Emergence & Dynamism in International Organizations: ICSID, Investor-state Arbitration & 

International Investment Law, 44 geo. J. inT’L L. (2012).
33 Ross Buckley, Now We Have Come to the ICSID Party: Are Its Awards Final and Enforceable, 14 syDney L. rev. 

358 (1992).
34 Chiara Giorgetti et al., Independence and Impartiality of Adjudicators in Investment Dispute Settlement: Assessing 

Challenges and Reform Options, 21 J. WorLD inv. & TraDe 441-74 (2020).
35 Gus van Harten, Perceived Bias in Investment Treaty Arbitration, in The baCkLash againsT invesTmenT arbiTraTion: 
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(3) the limited number of individuals repeatedly appointed as arbitrators, and the 
lack of diversity in gender, age, ethnicity and geographical distribution of appointed 
arbitrators representing different levels of interests;36 and (4) the challenge mechanism 
to disqualify an arbitrator based on actual or perceived lack of independence and 
impartiality.37 Indeed, legitimate arbitration needs qualifications and experience. 
Raising the standards of arbitrator selection effectively enhances fairness, credibility, 
and impartiality. Progress has been made in the revised rules of the selection and 
appointment of tribunal members under the ICSID and the UNCITRAL arbitration 
rules. 

The widespread criticism also requires the diversity of arbitrators to enhance 
the legitimacy of dispute settlements. Diverse adjudicators are more likely to avoid 
cognitive biases and group-thinking in decision-making.38 Empirical evidence also 
showed that selected arbitrators are primarily men from either North America or 
Europe.39 Participants from developing countries will benefit if arbitral institutions 
make diversity and heterogeneity a required standard of arbitrator selection. Diversity 
requirements would encompass more arbitrators from developing countries. Nationals 
from developing countries are more likely to understand and determine the nature of 
dispute involving domestic law and the public policy of similar countries. Moreover, 
arbitration needs democracy and respect for the will of the parties to depoliticise the 
ISDS regime. Arbitration bias can be inherent and subtle due to the nationality of 
arbitrators, gender, age, ethnicity and other identities. 

A related issue is how far tribunals could scrutinise decisions of fact or law made 
at the domestic level. When the treaty or contract remains silent or obscure on a topic, 
arbitrators face a challenging situation to decide the appropriateness and legality of 
public policy. It is an open question whether arbitrators should accommodate the 
social needs that might affect their decisions, irrespective of whether those involved 
were the litigants before them. Unlike domestic public officials, current arbitrators 
only have limited obligation and power to consider economic forces, scientific 
reports and stated public opinions. The answer may lie in the intention of states in 
signing BITs and building the ISDS regime. However, arbitrators cannot decide on 
the real purpose and objectives of BITs on behalf of the state. It can be challenging to 

perCepTions anD reaLiTy 443 (M. Waibel ed., 2010).
36 Andrea Bjorklund et al., The Diversity Deficit in International Investment Arbitration, 21 J. WorLD inv. & TraDe 410-40 

(2020).
37 Gustavo Laborde, The Case for Host State Claims in Investment Arbitration, 1 J. inT’L Disp. seTTLemenT 97-122 (2010).
38 Won kiDane, The CULTUre of inTernaTionaL arbiTraTion 145 (2017).
39 Malcolm Langford et al., The Revolving Door in International Investment Arbitration, 20 J. inT'L eCon. L. 301-32 (2017).
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empower arbitrators to decide on these issues unless there are clear political wills of 
cooperation (similar to the EU and its trading partners).40

C. Transparency

The ISDS regime has been criticised for lacking transparency41 and giving insufficient 
opportunities for third parties to participate in the proceedings.42 These transparency 
issues have been addressed, for example, in the Mauritius Convention adopted within 
the UNCITRAL. Amendments to the ICSID Convention Arbitration Rules include 
strengthened disclosure requirements for arbitrators,43 a provision on the possibility 
to hold open hearings,44 expanded transparency provisions into publishing awards as 
soon as possible45 and the opportunity for non-disputing parties to file submissions 
(amicus curiae briefs).46 By allowing the participation of non-party stakeholders, 
tribunals are pressured to raise the quality of awards and ensure fairness with 
pertinent information from all stakeholders. The efficiency and fairness of procedures 
have also been improved by updating rules on the appointment of arbitrators and 
third-party funding.

Compared to enhancing transparency, unresolved ISDS legitimacy challenges are 
complex and indicate no single answer. Primarily, states now cast doubt on the scope 
of consent they gave when signing the investment treaties. Early BITs were designed 
to constrain capricious autocrats to prevent arbitrary treatment by the host state 
and political interference with dispute settlement. However, these initial intentions 
gradually evolved into a situation where ISDS awards tend to overcompensate 
investors and override the right of states to regulate.47 This is probably because 
arbitrators have incentives to favour the interests of those who have the power to 
invoke the use of the system.48 It is either that the states have not given consent to such 

40 Julien Chaisse, Promises and Pitfalls of the European Union Policy on Foreign Investment-How will the New EU 
Competence on FDI affect the Emerging Global Regime?, 15 J. inT’L eCon. L. 51-84 (2012).

41 Antoine Duval, Time to Go Public? The Need for Transparency at the Court of Arbitration for Sport 3-27 (TMC Asser 
Institute for International & European Law-Asser Research Paper No. 7, 2020).

42 Jesse Coleman et al., Third-Party Rights in Investor–State Dispute Settlement: Options for Reform 2 (2019), https://
scholarship.law.columbia.edu/cgi/viewcontent.cgi?article=1149&context=sustainable_investment_staffpubs.

43 Arbitration Rule 6(2); Arbitration (Additional Facility) Rules art. 13(2).
44 Arbitration Rule 32(2); Arbitration (Additional Facility) Rules art. 39(2).
45 Arbitration Rule 48(4); Arbitration (Additional Facility) Rules art. 53(3).
46 Arbitration Rule 37(2); Arbitration (Additional Facility) Rules art. 41(3).
47 Caroline Henckels, Protecting Regulatory Autonomy through Greater Precision in Investment Treaties: the TPP, CETA, 

and TTIP, 19 J. inT’L eCon. L. 27-50 (2016).
48 Gus Van Harten, Arbitrator Behaviour in Asymmetrical Adjudication: An Empirical Study of Investment Treaty 

Arbitration, 50 osgooDe haLL L. J. 211 (2012).



40  Shuping Li & Wei Shen

compromise of their regulatory authority at the beginning or the scope of the consent 
of states has changed during the operation of the ISDS regime, or both. It is thus 
necessary to re-examine the source to re-establish the legitimacy of the ISDS regime.

III. Political Economy of the ISDS Regime

To a more or less degree, the legitimacy of an international regime comes from the 
consensus of parties, the beneficial consequences the regime brings about, and public 
reasons or democratic approval given by the specific community. In a state-centred 
international investment regime, it is necessary to review states’ evolving attitudes 
towards foreign investment. The starting point is that states are purpose-rational and 
value-rational entities. States’ actions are strategic to achieve some meaningful goals. 
In this process, states face international and domestic needs and pressures.

A. States’ Interests in Foreign Investment

In an anarchic international community, the unification of national markets used to 
require an unequivocal political project led by a strong central executive.49 However, 
markets face strong centrifugal forces in a politically divided world.50 This often 
leads to the fragmentation of international investment rules and disorientation in 
systematic reform, which needs a political economy analysis of the state’s request 
and orientation of the reform.

From an evolutionary perspective, States’ interest in the ISDS regime is a series 
of complex adaptive decisions. Before BITs were implemented, foreign investment 
was protected by customary international law,51 under which a state could vindicate 
injury caused to its citizen by the host state through diplomatic protection, such as 
reprisals or even force.52 Developed countries imposed Western minimum standards 
on developing countries through diplomatic protection and imperial legal enclaves, 
moving foreign investment law “from a base of reciprocity, to one of imposition.”53 

49 Robert Putnam, Diplomacy and Domestic Politics: the Logic of Two-level Games, 42 inT’L org. 427-60 (1988).
50 Dani Rodrik, Populism and the Economics of Globalization, 1 J. inT’L bUs. poL’y 12-33 (2018).
51 anDreW neWCombe & LLUís paraDeLL, LaW anD praCTiCe of invesTmenT TreaTies, sTanDarDs of TreaTmenT 12 (2009).
52 O Thomas Johnson & Jonathan Gimblett, From Gunboats to BITs: The Evolution of Modern International Investment 

Law, 649 y.b. on inT’L inv. L. & poL’y 649 (2011).
53 kaTe miLes, The origins of inTernaTionaL invesTmenT LaW: empire, environmenT, anD The safegUarDing of CapiTaL 

21 (2013).



Political Economy in ISDS Reform 41XV JEAIL 1 (2022)

The nations forming these rules were primarily wealthy European countries, whose 
nationals would be engaged in investment abroad. In response to the minimum 
standard of treatment, some states endorsed a national treatment or equality of 
treatment standard, particularly in Latin America.54 An example is the Calvo Doctrine 
which was created with three key arguments: (1) foreign nationals are entitled to 
no better treatment than host state nationals; (2) the rights of foreign nationals are 
governed by host state law; (3) and host state courts have exclusive jurisdiction over 
disputes involving foreign nationals.55 In addition, the Hull Rule, put forward by the 
then US Secretary of State Cordell Hull in his exchanges with Mexico in the 1930s 
in defending the rights of US investors in Mexico, set out the principle of “prompt, 
adequate, and effective” compensation for expropriation.56 

In the 1990s, along with the spread of market liberalism and neoliberal capitalism, 
most states joined the trend of signing BITs to embrace the profits of global free 
markets. Therefore, international investment arbitration became an efficient way 
of resolving disputes independent from host state politics.57 The binding ISDS 
provisions in more than 3000 BITs and FTAs58 allow foreign investors to rely upon 
international arbitration for rights protection, rebalancing the asymmetric relations 
between sovereign states and investors. States hoped that the ISDS system could 
contribute to a more investor-friendly environment; expand economic and political 
cooperation between contracting states; and enhance the stability and predictability of 
the policy framework. BITs reduce information asymmetric cost; increase economies 
of scale; and strengthen the enforcement of contracts. Even if not protected by the BIT, 
investors may see it as a signal of the engagement of the host state in the protection of 
FDIs and its willingness to formally and legally commit to it.59

Despite the presumed benefits of signing BITs, there is no clear evidence showing 
the correlation between monetary value (in the form of inbound investment) and an 
ISDS regime.60 Early econometric studies revealed a positive correlation between the 

54 Manuel Garcia-Mora, The Calvo Clause in Latin American Constitutions and International Law, 33 marqUeTTe L. rev. 
205 (1949).

55 Bernardo Cremades, Resurgence of the Calvo Doctrine in Latin America, 7 bUs. L. inT’L 53 (2006).
56 Id.
57 Jeswald Salacuse & Nicholas Sullivan, Do BITs Really Work: An Evaluation of Bilateral Investment Treaties and Their 
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signing of BITs and economic growth.61 However, the investment increase may be too 
slight to affect the total economic growth of the host state significantly. Policies can 
affect other determinants of FDI flows, which usually takes time to materialise the 
change.62 The quality of domestic institutions is another pivotal factor,63 as BITs are 
crucial complements to sound local legal systems.

As the economic benefits of the ISDS regime remain dubious, an alternative 
explanation is that states may want to strengthen their political and diplomatic ties 
through bilateral and regional trade agreements. Law is linking centres and peripheries 
to one another, as well as the vernacular through which power and wealth justify their 
exercise and shroud their authority. States cooperate for a complex set of reasons, 
such as national security, specialisation, less policy externality, collective decision-
making, dispute resolution, the credibility of policy commitments and lock-in by 
creating policy bias.64 Therefore, it is sensible to regard international law as a terrain 
for political and economic struggle rather than a normative or technical substitute 
for political choice.65 The states do not seek involvement in dispute resolution or any 
financial burdens resulting from arbitration.

In case of China, it offered a representative illustration of the compound 
motivations of states. Promoting FDI, together with stimulating consumption and 
export, has been one of the strategies China adopted for future economic development. 
Meanwhile, the change in the Chinese identity from a capital-importing state to a 
capital-exporting state raises new issues about how to protect the interests of its 
outbound investments. Along the Belt and Road Initiative, Chinese enterprises are 
likely to encounter political, economic, legal and financial risks in their overseas 
operations. The need for efficient settlement of investment disputes becomes even 
more pressing. The China International Commercial Court has been a top-down 
institutional effort of China to build a dispute resolution infrastructure in support of 
its BRI-related investment projects.66 

Additionally, the need for a reliable investment regime is driven by the US-China 
political economy disputes, the growing tension with countries like Australia and 

61 Tim Büthe & Helen Milner, The Politics of Foreign Direct Investment into Developing Countries: Increasing FDI 
through International Trade Agreements?, 52 am. J. poL. sCi. 741-62 (2008).

62 Liesbeth Colen et al., Bilateral Investment Treaties and FDI: Does the Sector Matter?, 83 WorLD Dev. 193-206 (2016).
63 Eric Neumayer & Laura Spess, Do Bilateral Investment Treaties Increase Foreign Direct Investment to Developing 

Countries?, 33 WorLD Dev. 1567-85 (2005).
64 roberT poWeLL, in The shaDoW of poWer: sTaTes anD sTraTegies in inTernaTionaL poLiTiCs 7 (1999).
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corresponding policy adjustments and the “poison pill” provision in the United 
States-Mexico-Canada Agreement (USMCA),67 all of which are intended to prevent 
the active participation of China in the global economy. To exert pressure on China to 
open its markets, according to Article 32.10 of the USMCA, if any of the three members 
enters a trade deal with a non-market country, the other two are free to quit after six 
months and form their own bilateral trade deal. This provision gives Washington a 
veto over Canada’s and Mexico’s other free-trade partners, especially China.

Given this matrix of challenges and opportunities, China and the EU reached a 
consensus on the EU-China Comprehensive Agreement on Investment (CAI). The CAI 
is expected to promote sustainable, balanced and inclusive growth of both economies 
and elevate the economic relationship into a genuine strategic partnership.68 Similar 
to the Regional Comprehensive Economic Partnership (RCEP) that China signed 
in 2020 with the Association of Southeast Asian Nations (ASEAN) member states 
and other five states in the Asia-Pacific region, the CAI creates sufficient space for 
future negotiations on investment protection and investment dispute settlement. 
Participation in these treaties is part of the diplomatic strategies that China utilises 
as bargaining chips in the negotiation from one to another to achieve its political-
economic goals.69 It is crucial to understand the relationship of the ISDS regime with 
domestic public policies in a systemic way.

B. Globalisation, Democracy and Sovereignty

At the international level, the neoliberalism states that free trade and investment 
promote market efficiency and capitalist expansion is embedded in the current ISDS 
regime. In fact, the whole international investment regime established after WWII is 
efficiency and market integration oriented, based on the logic of capitalist expansion. 
In signing BITs, states ‘legalise’ their target interests in both inward and outward 
FDIs, such as funds and capitals, technologies, management skills, natural resources 
and the creation of employment opportunities.

This market-oriented policy design has become the core of the institutional reform 
debate, given the rising awareness of democracy and sustainable development across 
the world. The challenge to the legitimacy of the investment regime comes from the 
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states inside. To have democratic legitimacy, international agreements must offer 
broad benefits with democratic participation and public involvement. One of the 
contemporary views is that democracy should not be imposed on people who endorse 
a different set of values.70 The formation of public opinion depends on baseline 
consensus and various opinions on institutional design.71 Previous negotiations 
and signature of investment treaties paid little attention to the voice of the public as 
capital-exporting countries seek market expansion with gunboat diplomacy. It has 
recently been realised that investment treaties and arbitration results should consider 
the general welfare and interests of party nationals. Democracy and markets are not 
antithetical. Instead, a social welfare-oriented market represents a higher level of 
development than unlimited capital expansion alone.72

The legitimacy crisis of the ISDS regime also comes from the idea of sustainable 
development which has been promoted in recent years. Sustainable development 
incorporates broader social goals, such as climate change, clean energy, reduced 
inequalities, good health and well-being and peaceful and inclusive societies. 
Governments are now required to adopt various policies to create a better environment 
for developing manufacturing industries, in some cases through targeted industrial 
policies to support high-end manufacturing industries. As the US re-joined the Paris 
Agreement73 and China restricted Australian coal,74 potential ISDS claims may arise 
and tribunals will adapt to address new political-economic concerns.75 Tribunals 
may adopt high thresholds of a breach of fair and equitable treatment, as was held 
in Al Tamimi v. Oman that the breach required a “gross or flagrant disregard for the 
principles of fairness.”76 Investors should prepare to see more robust climate policies 
implemented by the host state under high carbon-emission reduction targets and 
observe environmental protection along with other international obligations. The 
transition towards cleaner energy sources while shutting down existing power plants 
involves a series of policy adjustments and compensation. The conflict is reflected in 
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the reform of the Energy Charter Treaty (ECT) used by foreign investors to challenge 
the regulation of a coal-fired power plant in Germany77 and the Dutch decision to 
phase out coal power.78 Since the EU sees climate change as a fundamental and 
continuous task to work on, minor revisions to the existing investment treaties may 
not be enough to handle the complexity of this transformation.

States are often faced with the choice between sovereignty, economic integration 
and democracy, which involves a two-level game (negotiations and politics) in 
international and domestic societies.79 By its nature, state is a political entity that 
exercises the highest power over internal and external affairs through its government. 
From its establishment, the logic of state is closely linked to social and economic 
activities.80 States provide the protection of property rights and actively explore the 
ways to promote the development of the domestic economy through the establishment 
of rules and regulations, and take measures to attract foreign investment to their own 
countries. Governments play a pivotal role in shaping what FDI does (e.g., by banning 
or taxing certain types of activities, or providing subsidies to encourage others), where 
it goes (e.g., by providing preferential risk insurance policies and loans), and what it 
impacts (through direct obligations on conduct, accountability and liability schemes). 
As state reduces sovereign risks and regulatory discontinuities to welcome foreign 
investment, investors from abroad may weaken the efficacy of domestic policies 
for national economies, sometimes at the cost of equality and democracy.81 Growth 
is mainly calculated by economics, but distribution is related to politics. The social 
meaning of development should incorporate human rights and other public interests 
that have been promoted across countries and regions.82

Meanwhile, democracy sometimes conflicts with FDI,83 due to the misalignment 
of interests of the government and its citizens. Democracy has various meanings 
with the core of safeguarding the autonomy and participation of people in collective 
decision-making, including people who endorse a different set of values.84 The 
formation of public opinion depends on baseline consensus and various views on 
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institutional design.85 Previous negotiations and signature of investment treaties paid 
little attention to this because capital-exporting countries seek market expansion even 
with gunboat diplomacy. Democratic systems-uch as the institutions and procedures 
of changing policies and leaders, check and balance of the executive power, and 
civil liberties of political participation-may hinder FDI inflows by prioritising the 
protection of indigenous businesses over foreign investors.86 As climate change-
related policies are carried out within other states, it is part of the state sovereignty 
to make their domestic policies, and part of social democracy to guarantee people’s 
participation in the decisions about how they live. Democracy, in its worst form, may 
turn to be populism which politicises economic problems and shifts the blame for 
domestic problems to foreign countries as political expediency.87

In the process of globalisation, the design of the ISDS mechanism is shaped 
by various forces. On the one hand, the political economic cooperation between 
capital-importing and exporting parties narrows their policy autonomy. The ISDS 
mechanism, at least in part, serves to restrict the regulatory power of host states 
by challenging the enforcement of laws and regulations made and approved 
through legitimate domestic procedures.88 On the other hand, the benefits of market 
integration improves the interconnectivity between private investors. Interactions 
initially at the economic level engender complex interdependence in inter-state 
relations and drive the governance of foreign investment towards judicialisation. Yet, 
investment arbitration, in contrast to a centralised domestic legal system, is inherently 
decentralised, depending on the state’s preference of foreign investment and use of 
capital at a specific period, including the pandemic.89 

Given the complex relationship among sovereignty, democracy and globalisation, 
it is extremely difficult, if not at all, to harmonise all investment protection norms. 
A legitimate public institution needs to accommodate different stages of national 
development and various economic, political, social, cultural and legal systems. 
If necessary to tie countries’ interests and power together towards some common 
goals, the regime designer, or the ISDS reformer, has to hear all voices, disciplines, 
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perspectives, interests and ideologies. This coordination and integration will be 
a tedious task, given the “slow haste” and numerous configurations of political 
interests. Still, it is worthwhile to present all factors in the choice set, and let states 
weigh their own decisions.

IV. Rethinking the ISDS Reform Options

State may adapt the rules to its interest and need. There are three types of strategy: 
exit, voice, and loyalty.90 If a state is willing to join the institution, it can adapt the 
rules (BITs and arbitration rules) at its preference. Hence, some states (i.e., China, US, 
Japan, and Chile) are pushing for incremental reform of the current ISDS regime.91 
If there are problems with arbitration rules, the state can propose amendments or at 
least, dialogues between states to deliver their ideas and reach consensus. If a state 
tries to abandon the regime, it can exit and seek alternatives. For instance, the EU (as 
a representative of its member states), Canada, and Mauritius have agreed on the 
establishment of a MIC.92 Brazil and South Africa are reversing to domestic courts 
by requiring the exhaustion of domestic remedies, state arbitration for international 
dispute resolution, and conciliatory settlement of disputes through a joint committee 
of the parties. As these disparities reflect different strategies and considerations in 
establishing the ISDS regime, core issues lie in the governance structure of the ISDS 
regime,93 legal and consent bases of an arbitration tribunal or a court,94 and the 
appointment of arbitrators or judges.95
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A. Consent Base

1. Multilateral or Bilateral
The large number of ISDS reform proposals may risk fragmenting the international 
investment regime further and cause disorientation in undertaking systematic 
reform.96 Historically, the unification of national markets has required an unequivocal 
political project led by a strong central executive. In a less integrated world, markets 
face strong centrifugal forces, rendering cooperation even more difficult. Nevertheless, 
the significance of a public institution should never be ignored. A multilateral 
institution provides rules for the game in the management of FDIs, trying to 
incorporate universal values, reducing transaction costs and uncertainties in domestic 
policies.97 It influences domestic policies mainly by changing the costs and benefits of 
alternatives. The notion of reciprocity and the desire to depend on the observance 
of rules of other nations leads many countries to observe rules to which they do not 
want.98 In response to domestic political pressures, national administrative entities 
may choose to internationalise domestic issues, politicise economic and trade issues, 
and blame other states for their problems. This has created the breeding ground for 
political populism and isolationism,99 which will cause as much damage to the state 
itself as to others. An effective ISDS regime should eliminate the role of power politics 
in protecting FDIs and reducing arbitrary interventions by host states.100

Current multilateral investment regime under the ICSID Convention offers an 
appropriate prototype to which incremental reform can be made. Multilateralism 
means that the designing of BIT and the ISDS regimes are not purely driven by 
competitive forces that put countries seeking FDI in a weak bargaining status, but 
a holistic evaluation of the political-economic effects of the regime. Compared with 
bilateral arrangements, multilateralism enhances the indivisibility of interests.101 
It diffuses reciprocity between countries, particularly if guaranteed by a dispute 
settlement mechanism through which redress can be sought. A multilateral regime 
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will help build a more harmonised, open, stable, transparent and enforceable legal 
regime to govern how foreign investors are treated. Such preference for multilateral 
institutions including the WTO and the Permanent Court of Arbitration, is shown 
in Article 19.11 of the RCEP Agreement concluded by fifteen Asia-Pacific countries. 
Compared to domestic litigation and state-state arbitration, a multilateral ISDS regime 
empowers investors with stronger capabilities to file claims; enables more neutrality 
of arbitral awards without interference from domestic power and diplomacy;102 
imposes binding obligations on states;103 and grants more certainty in the operation 
of FDI.104

The multilateral reform led by the UNCITRAL provides a wide range of possible 
solutions for the ISDS reform.105 The multilateral system is expected to incorporate 
extensive reform recommendations from governments and other stakeholders. These 
include, but are not limited to: terminating investment treaties or withdrawing consent 
to ISDS procedures; allowing states to bring counter-claims based on international 
human rights obligations and environmental duties; protecting the right and duty of 
states to regulate by dismissing claims against legitimate, non-discriminatory, and 
lawful decisions to protect the public interest; denying access to ISDS for investors 
that violate domestic or international obligations; allowing affected third parties to 
join a case with full rights on equal grounds with the main parties to the dispute; 
setting up a permanent appellate mechanism; and imposing higher qualification 
standards of arbitrators.106 

Previous ISDS cases have accumulated diverse experience and knowledge of 
reform options. It is a systemic work that state parties decide whether to give more 
or less arbitration power and discretion to the tribunal. For instance, if procedural 
fairness and transparency are enhanced, states may be willing to have a broader 
interpretation of jurisdictional concepts and allow for a wider scope of decisions 
made by the tribunal. Once contentious issues are settled, the multilateral reform 
can reduce uncertainties in arbitration through straightforward clarification and 
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discussions among participating states.
Multilateralism is imperfect and may involve various drawbacks and dysfunctions 

in its operation. As a legal foundation of arbitration, multilateral agreements have to 
avoid political manipulation and try to coordinate consensus among different parties. 
In some ways, the investment-related is similar to the situation of the trading system 
-the impasse of the WTO Dispute Settlement Body (DSB). There is now vociferous 
criticism against the WTO DSB, such as the abuse of the appellate mechanism,107 the 
long duration of the proceedings under appeal,108 the quasi-automatic approval of the 
expert report under the principle of negative consensus,109 the excessive use of narrow 
textualist argument,110 the exertion of trade-restrictive measures in the violating 
country,111 and the interference with sensitive democratic processes in sovereign 
nations.112 Among these, an imperative problem for the WTO is to reappoint the 
members of the appellate body,113 which brought significant challenges to the powers 
and competencies of the Dispute Settlement Understanding (DSU) mechanism. 
The WTO jurisprudence used to be understood as resistance to constitutionalizing 
international trade law114 to build a law-based, depoliticised global trading system. 
In order to facilitate dispute resolution before the appellate body resumes, nearly 
twenty WTO member states approved an alternative dispute resolution system called 
multi-party interim appeal arbitration arrangement (MPIA),115 acting under Article 
25 of the DSU. The MPIA system uses arbitration to provide binding resolutions for 
trade disputes in placing an appellate body and conduct independent and impartial 
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reviews in the place of panel reports.116 The experience of the WTO DSU system 
provides an essential lesson to the ISDS reform, i.e., multilateral disciplines should 
be reflected in the ISDS rules to avoid hegemony in future operations and abuses of 
the mechanism by superpowers. The regime should also leave out flexibilities and 
exception measures for future deadlock and change.117

2. Arbitration Tribunal or Investment Court
Arbitration, compared to litigation, is assumed to have the advantages of the 
expedition, expertise and enforceability which reflect the fundamental need for 
freedom and autonomy in dispute resolution by private entities. ISDS derives its 
legitimacy in part from the parties giving consent to arbitration and appointing the 
arbitrators. The strengths and advantages are still kept in most ISDS reform proposals, 
but states want more control of the adjudication system.

Within the EU, there is a trend of judicializing this dispute settlement mechanism 
in the place of conventional ISDS arbitration. In March 2018, the Achmea judgment118 
by the Court of Justice of the EU (CJEU) found that the investment dispute settlement 
mechanism established by the Netherland–Slovakia BIT is not capable of ensuring 
the proper application and full effectiveness of the EU law. Later on, in its ruling 
of Energoalians (Komstroy) v. Moldova,119 the CJEU confirmed its jurisdiction to 
interpret the ECT and all acts adopted by the EU institutions, including international 
treaties. The EU thus proposed amending the definition of investment under the ECT 
as part of the overall ‘modernisation’ of the treaty.120 Yet, this modernisation must 
respect the constitutional arrangements and public policies of the states. Member 
State’s courts may decline to give effect to the Achmea judgment if the domestic 
court finds that CJEU exceeded the competence conferred on it by the EU Treaties to 
exercise its judicial functions in that case.121 

There is criticism over the disproportionate CJEU judgment that violates 
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Article 5(1), 5(2) and 5(4) of the Treaty on European Union.122 The decision of the 
German Constitutional Tribunal (BVerfG) of 5 July 1967 held that the “act of assent 
to the founding treaties functions as the decisive order to give legal effect” to the 
European law.123 The BVerfG hinted at constitutional limitations on the transfer of 
public authority rights to the European Council in the context of the guarantee of 
fundamental rights of the German constitution. Similarly, the Czech Constitutional 
Court held that CJEU acted ultra in its judgment in Landtová124 and gave Czech 
national law precedence over the EU law.

Partly to avoid the conflicts of adjudication power on the EU-related investment 
and strengthen the internal control of the EU in dispute resolution and investment 
governance, and partly to avoid the deficiency of the current ISDS regime, the 
EU proposed a MIC, in lieu of the ICSID tribunal for the settlement of investment 
disputes. This has been mentioned in the EU–Vietnam Trade and Investment 
Agreements (EVTIA) of June 2020, EU–Singapore Investment Protection Agreement 
(IPA) of January 2019, EU-Canada Comprehensive Economic and Trade Agreement 
(CETA) of 2016, and the European Commission proposal for Investment Protection 
and Resolution of Investment Disputes in the EU-US Transatlantic Trade and 
Investment Partnership (TTIP).125 The CJEU has ruled on the compatibility of MIC 
with the EU law,126 and the EU Member States have agreed on the termination of BITs 
between them.127 Institutionally modelled after the WTO dispute resolution system,128 
the MIC intends to be a permanent international institution. It combines elements 
of investment arbitration with judicial features, such as tenured judges, transparent 
proceedings and open hearings, appeals against a decision, third-party interventions 
and enforcement of the decisions.129

122 Wojciech Sadowski, Protection of the Rule of Law in the European Union through Investment Treaty Arbitration: Is 
Judicial Monopolism the Right Response to Illiberal Tendencies in Europe?, 55 Common mkT. L. rev. 1025-60 (2018).
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doclang=EN. 
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Underlying the establishment of MIC is a series of interactions between political 
economy and legal arrangements. The EU has built up a legal system with more 
considerable control, while taking advantage of existing international institutions. 
The EU investment agreements stated that both the ICSID and the UNCITRAL 
arbitration rules are applicable,130 which renders the procedural rules familiar to 
investors and follows with the enforcement of awards under the ICSID Convention 
and the New York Convention.131 Awards are binding the disputing parties in respect 
of the claim. Signatories to the EU investment agreements must recognise the final 
award and enforce any pecuniary obligation within its territory as if it were a final 
judgment of domestic court.132 The application of the New York Convention is 
feasible. In case the MIC awards are incompatible with Articles 25, 53(1), 54(1) and 
67 of the ICSID Convention, the EU and its trading parties may modify the ICSID 
Convention under Article 41(1)(b) of the Vienna Convention on the Law of Treaties. 
Still, the annulment procedure will not apply to the MIC proceedings because the 
EU investment agreements, as lex specialis, prevail over the ICSID Convention as lex 
generalis.133

A crucial aspect that affects the legitimacy of a dispute settlement decision is the 
selection of adjudicators. In the current ISDS regime, arbitrators are appointed by 
the parties. In the investment court of the EU, cases shall be adjudicated by three 
tribunal members with third-country nationals presiding over such tribunals.134 The 
three members appointed by the president of the tribunal will be random and 
unpredictable, affording equal opportunities to all members of the tribunal to 
serve.135 This is contrary to the traditional ISDS, where the disputing parties are free 
to select their arbitrators,136 subject to the condition that they should not be nationals 
of disputing parties.137 Members of the tribunal will be paid by monthly retainers 
and must conform to specific standards of independence. The newly-reached EU-
Singapore IPA offered a more detailed structure of the tribunal. The six members 
of the tribunal shall be appointed by both parties (two nominated by the EU, two 

130 CETA art. 8.23.2; EU-Singapore IPA art. 3.6.1; EU-Vietnam IPA art. 3.33.2; EU-Mexico GA art. 7.2.
131 CETA art. 8.41.5; EU-Singapore IPA art. 3.22.5; EU-Vietnam IPA art. 3.57.7; EU-Mexico GA, art. 31.5.
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nominated by Singapore, and two jointly nominated by both parties), with an eight-
year term that could be renewed.138 Long-term appointments and secured tenure 
will enhance the independence of adjudicators by eliminating the incentives of 
reappointments. Hence, it could dispel the outsider of these sorts of suspicions by 
removing the adjudicators from the adjudicative marketplace and by positioning 
them as participants in a public institution.

Despite these efforts to guarantee the independence of adjudicators, there are 
concerns that a regionally-established court system in the name of consistency, 
legitimacy and transparency may risk the impartiality of judgment and influence from 
politics,139 which exacerbates the uncertainty and partiality of decisions. Moreover, the 
location of the forum and institutional management of adjudicators are likely to affect 
the decision-making process and results. Solving these problems largely depends on 
the negotiation between states. The EU has to shape political-economic consensus 
from its Member States and trading partners to carry on the MIC operations.

Since arbitrator is selected by his/her capability, professionalism and experience, 
it can be easier for the EU and its trading partners to agree on substantive protection 
standards, arbitral procedures, rules of arbitrator selection and references to domestic 
laws. By the time the current ISDS regimes are established, states could have no 
clear answer to the ambiguity and bifurcation of treaty interpretations. As states try 
to align these inconsistencies in a multilateral reform, they should take a chance to 
clarify emergent specific questions, as demonstrated either by the reform notes of 
the UNCITRAL Working Group,140 or in what scenarios a different standard can be 
applied. For instance, clarifications are needed regarding whether a mere breach of the 
legitimate expectations of an investor could constitute a breach of the fair and equitable 
treatment standard and, if so, whether these expectations must be grounded on a 
specific commitment on the part of the host state or can arise from general legislation. 
States should try to provide specific, predictable and equal treatment of investments 
and ensure the judiciary power granted to the arbitral tribunals. States could also 
take a chance to strengthen human rights, labour and environmental protection in 
the investment treaty, in order to reshape the scope of legitimate expectations held 
by the investors.141

As the EU seeks support from the international community, it may push forward 
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a trend of fusion between traditional arbitration, which features efficiency, and 
tenured adjudicator litigation granting more uncertainty in terms of adjudicator 
selection and substantial rules. Even though tenured judges may reduce the partiality 
and inconsistency of arbitral decisions, there is fundamental divergence in the power 
arrangements and policy considerations of states.142 In this regard, it is unlikely that 
neither an investment court nor a reverse to domestic court-dominated resolution 
could replace the status and advantages of the current ISDS regime.143 It is more 
imperative to clarify the source of legitimacy of the regime.144 This legitimacy further 
determines how much control states or a union can have in establishing such a 
venue, shaping its decisions and guaranteeing equal opportunities for all parties.145 
Ultimately, so long as the forum founders are willing to devote money and efforts to 
support the institution, the various dispute settlement forums can exist in parallel. 
The EU’s investment court and arbitration tribunals can serve as a substitute to each 
other in the multi-polarisation trend. This can even be a good thing if investors can 
choose where to sue the government, so that competition between dispute resolution 
mechanisms (including litigation, arbitration, mediation and conciliation) can promote 
fairer judgment or decisions.’

B. Towards Legitimate Consistency

Whichever the forum, some common techniques can be used to enhance its legitimacy. 
Bifurcations and divergence can be a solution, so long as the common sense in dispute 
resolution (key concepts and provisions) are gradually shaped in various ways. 

1. Interpretation Guidance and Notes
At a time of policy transition and for the governance of the FDI, which is essentially 
heterogeneous and decentralised, soft law can have a superior effect to hard law, 
because the former gives the state more flexibility to adapt to new rules and mitigate 
representational deficits in the design of cross-border dispute settlement norms.146 
Moreover, in this decentralised system of investment treaties and arbitral awards, 
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it would be of immense help if some international organisations or entities could 
contribute some centralised efforts to align the diversity and guide the system 
practice towards common standards, in similar ways taken by the World Bank and 
the International Monetary Fund.

As a top-down approach, the ICSID Convention committee and the UNCITRAL 
working group may issue case guidance and treaty interpretation notes for the panels 
and potential arbitrators case guidance can be seen as a fusion trend between case law 
and treaties. China has adopted the guiding cases system to align the court rulings on 
controversial legal issues in domestic legal systems.147 Although these guiding cases 
are not legally binding as precedents, they reflect policy orientations and clarify legal 
uncertainties in specific contexts. Similarly, while guiding arbitral awards are not 
legally binding, they will provide an aligned reference for arbitrators to decide on the 
case. Guiding cases need to be updated every few months or years to remain current 
with the overall legal and social environment. These centralised institutions could 
also offer guidance on applying customary international law in the ISDS arbitration.148

Regarding the bottom-up efforts, meanwhile, forming consensus on jurisdiction 
and protection standards requires arbitral practice and common knowledge. These 
two components are similar to the essential elements of customary international 
law-state practice and opinion juris. In particular, the decentralised nature of ISDS 
(given the diversity of FDI and social policies) requires even more time and effort to 
shape such a sense of legal obligation. Some of the common views among states and 
investors have been founded in implicit or explicit ways.149 

The UNCTAD noted in a recent study that there is an increasing convergence 
regarding the standard of compensation included in BITs, most of which incorporate 
the Hull standard.150 The OECD Report even concludes the standard as part of the 
customary international law.151 

The ICSID Committee may organise treaty parties to issue interpretation notes of 
key concepts and provisions. Since international investment arbitration is founded 
on the state’s consent, solutions to these problems ultimately go back to clearer and 
more precise agreements given by the parties, through either the specification of 
critical terms, exceptions and reservations in the treaty (CETA annexes, exclusions 
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to the chapter, joint declarations and reservations from future measures), or travaux 
préparatoires and interpretive notes to assist interpretation (NAFTA Note of 
Interpretation). The “second-generation” investment treaties have made much 
more progress on the clarity and specification of the treaty standards than their 
first-generation counterparts.152 New treaties and interpretations can further reduce 
ambiguity. Existing criticism against inconsistencies offers a road map for the states’ 
reflection on the conflicts between intended policy objectives and actual outcomes 
and decisions upon the balance of different priorities. States can also establish a 
committee to build up control over the interpretation of the treaty and an open list of 
fair and equitable treatment standards. Although retroactive interpretation has been 
questioned as a sort of amendment to the treaty, it indeed contributes to a coherent 
approach to the protection standard.

In deciding specific protection standards, proportionality is a crucial standard. A 
sound appreciation of proportionality requires considering the inherently imbalanced 
conception of international investment agreements, the incoherence of the ISDS 
regime, and the ad hoc ISDS method in interpreting diverging and ambiguous 
norms.153 The diversity and even complexity of investment arbitration should be 
increasingly understood and accepted by countries and investors, given the various 
functions and effects of FDI in different countries and their domestic governance 
structure.

To remove other ambiguities with the application of BITs or FTAs, state can 
publicise documents and other supplementary materials to specify the protection 
standards and clarify key concepts in the treaty. This clarification will serve as an 
essential reference for interpretation and application. Of course, both guiding cases 
and interpretation notes should remain evolving to adapt to future situations and 
policy changes.

2. Appellate Body
An appellate mechanism has been recommended to conduct substantive reviews of 
decisions, enhance treaty interpretation consistency, and improve consistency among 
arbitral awards without having to start the process over.154 The appeal body can be 
authorised to conduct a substantive review of decisions within some days of their 
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issuance, correct substantial legal and factual errors, and uphold, modify or reverse 
the award of the initial tribunal. Illustrations of appellate review mechanisms can be 
found in certain investment treaties,155 including the MIC proposal of the EU.156 This 
would result in the current ISDS regime maintaining most of its basic features while 
complementing an appellate body to guarantee fairness and consistency.

The appellate body could also act as a controlling mechanism in reviewing the 
heterogeneous substantial standards of investment protection and the various textual 
expression of treaty provisions. This updating has been acknowledged in many new 
agreements. The EU–Japan Economic Partnership Agreement confirmed it would not 
affect the state’s right to regulate.157 Both the EU–Vietnam IPA and EU–Singapore 
IPA established the state’s right to determine its sustainable development objectives, 
strategies, policies and priorities; set up its own levels of domestic protection in the 
environmental and social areas; and adopt or modify its relevant laws and policies 
in line with international standards and agreements.158 Even though similar textual 
wording does not necessarily indicate the same policy meaning, specific interpretation 
then depends on the interpretations given by the state or other supplementary 
materials.

V. Conclusion

International investment regimes are coordination results of the states based on their 
consensus and agreements. Such a regime formation reflects a variety of motivations 
of the states, especially their political economy considerations in domestic and 
international contexts. The consensus and agreement previously reached are now 
challenged by the heterogeneity of foreign investment scenarios. The legitimacy crisis 
of the ISDS regime reflects some changes in the ideology of investment institutions, 
represented by the divergent political-economic concerns of the states. These concerns 
have not been adequately addressed in previous ISDS practices. In this process, 
democracy and globalisation sometimes come into conflict due to domestic policy 
needs and global coordination pressures. 
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There is no single correct answer regarding how the ISDS regime can produce 
fair and legitimate results. In the ISDS regime, rule of law does not necessarily mean 
unification. The ISDS regime should allow for diversity in national institutions 
and priorities.159 Uniform global investment protection standards under the ICSID 
framework can be a general rule applied to all FDI. However, key concepts and 
provisions can have different meanings in different contexts. “Fair and equitable 
treatment of investment” and the “investor’s legitimate expectation” require a re-
examination of the role and effect of the FDI in a specific social-economic system. 
Irrespective of the situation, rights and responsibilities should proportionately coexist 
with the same player.

 States should embrace the complexity of the institutional investment design; 
find ways to restore it; build up mutual trust; promote cooperation; and manage 
differences in a balanced way. As the investment community demands certainty and 
predictability from unequivocal arbitration rules and investment treaties, consensus-
based legitimacy can be achieved in various ways. Procedural transparency and 
impartial arbitrators should be necessarily guaranteed for a fair legal system. As far 
as the substantive protection standards are concerned, consensus formation needs 
centralised coordination and decentralised efforts. To align the norms and practices of 
investment arbitration, case guidance, interpretation notes and appellate review are 
suggested within the current ISDS regime. Although these documents and materials 
are not binding, they will help find consensus from previous arbitral practices while 
allowing countries to voice their opinions, learn from each other, and shape new 
consensus.
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