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I.

Introduction

To say that the interest around investor-state dispute settlement, or ISDS, has surged in recent years
would be an understatement. A simple Google search for the terms ‘investor-state dispute settlement’
and ‘ISDS’ reveals a stark spike in online enquiries regarding this niche area of legal practice, which until
rather recently was of interest exclusively to a handful of international law practitioners and scholars.1
Bilateral Investment Treaties (BITs), which have historically been the prime category of international
legal instrument housing an ISDS mechanism, have existed since the late 1950s, and empirical findings
show that even as recently as the late 1990s most business executives, let alone common investors, were
largely unaware of the legal safeguards their investments enjoyed by virtue of some BIT. How then, one
might ask, did we wind up in a situation where the completion or ratification of some of the most
ambitious and comprehensive international economic agreements, such as the Transpacific Partnership
(TPP), the Transatlantic Trade and Investment Partnership (TTIP), and the Comprehensive Economic
and Trade Agreement (CETA) is forestalled in no small part due to an onslaught of criticism (or
outright hostility) against an arcane legal procedure, which has been envisioned by such agreements
since, by some calculations, at least the late 1970s? A series of explanations for this recent phenomenon
of ‘ISDS-phobia’ can be proffered, and opinions vary on whether such a reaction is merited.
Wherever one may stand on the spectrum of views on ISDS, from its full-blown dismissal as
something that must be done away with completely, to its qualified acceptance, to its whole-hearted
endorsement as an integral part of the broader investment protection regime, the fact of the matter
remains that the wave of reaction against ISDS continues to gain momentum, to the point where the
idea has been floated that sacrificing ISDS may prove necessary in order to avoid total collapse of
negotiations on trade and investment agreements that have been unfolding for years (Pauwelyn 2016;
Dullien et al. 2015). In an era in which various and disparate economic ills are being blamed on trade and
investment agreements, ISDS is a particularly easy target for over-vilification, being often portrayed as a
poster child for the compromise of national sovereignty in favour of corporate interests. In any case,
whether one adopts an ‘abandon ISDS’ approach motivated by a critical take on particular features of
the ISDS mechanism, or by a realist stance proposing a withdrawal on the ISDS front in order to salvage
the larger goal of advancing global economic cooperation and regulatory harmonization, a future of

1

As rudimentary a research method as a Google search may be, the discrepancy between the pre-2010 and after-2010 results
(2010 being the year Philip Morris filed its first highly publicized ISDS claim, the one against Uruguay) from a Google search
of the two terms is striking: a Google search of the term ‘ISDS’ yields approximately 20,000 pre-2010 results. A cursory look
through the first 20 pages of results reveals that a mere two (2) relate to investor-state dispute settlement. The same search
for the time period between January 1, 2010 and December 31, 2016 yields around 170,000 results. A similar skim through the
first 20 pages yields the conclusion that the vast majority relates to investor-state dispute settlement. The corresponding
numbers for the term ‘investor-state dispute settlement’ were 1,440 (pre-2010) and 36,300 (post-2010).
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international economic cooperation agreements without ISDS, or with a crippled version of it, is
anything but inconceivable.
Against this background, the age-old question of the extent to which a ‘strong’ 2 dispute
settlement mechanism is necessary to ensure the enforceability and implementation of the substantive
obligations imposed onto states through investment treaties is arguably more relevant than ever.
Empirical research on the relationship between ISDS and foreign direct investment (FDI) has been
rather scarce, whereas even a broader correlation between international investment agreements (IIAs)3 as
a whole (i.e. without controlling for specific provisions, such as those establishing an ISDS mechanism)
and FDI, can not be confidently deduced from the plentiful empirical literature examining this particular
issue. Thus, it is to this day unclear in precisely what manner ISDS fits into the broader international
economic cooperation framework. Does it constitute a complementary feature in modern trade and
investment agreements, one that could potentially be circumscribed, or even substantially rolled back,
with relatively little impact on investor confidence; or has it evolved into a fundamental element in
investment planning, a determining factor in the deliberative process that culminates in the decision on
where to invest? The latter question is arguably central in determining whether the inclusion of ISDS in
a trade and/or investment agreement may be used as a bargaining chip, an element that can be
negotiated away.
The present thesis attempts to provide an empirical perspective on the expected impact that a
trend towards rolling back ISDS would have on firm-level profits. This is done through an event study
examination of the relationship between the presence of an ISDS mechanism in an IIA and investor
confidence. Specifically, we ask the question: how do investors react to announcements regarding the
prospect of limited ISDS benefits in a trade and investment treaty that is under negotiation? The
underlying purpose of this exercise is to examine how investors view ISDS, in terms of its availability
alone, from a profit-enhancing perspective. Do they consider their exclusion from access to ISDS in a
trade and investment agreement, in and of itself, an indication of future losses/loss of profits for the
firm? Depending on the findings from such an empirical study, certain conclusions could be drawn as to
how integral a part of modern international economic cooperation treaties investors consider ISDS to
be.
We view the case of the TPP’s so-called ‘tobacco carve-out’ as providing a unique opportunity to
perform an empirical study such as the one delineated above. Given that this provision directly affected
2

For elaboration on the concepts of strong and weak dispute settlement mechanisms, see infra. Chapter II(B).
Throughout this thesis, the term IIAs will be used in cases where reference is being made to international investment treaties
in general, i.e. both BITs and multilateral treaties that cover investment policy (e.g. NAFTA, which regulates both trade and
investment between USA, Mexico and Canada). Wherever the analysis specifically concerns BITs or multilateral trade and/or
investment agreements, the respective specific terminology will be used.
3
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one particular industry as far as access to ISDS under the treaty is concerned, this enables us to examine
whether certain news related to the negotiations preceding the provision’s final unveiling were followed
by abnormally negative returns in the stocks of affected US tobacco companies. In other words, in light
of the considerable political pressure that the tobacco industry channeled towards avoiding limitations
on its ISDS benefits in the TPP, did those tobacco companies potentially affected by an ISDS carve-out
‘put their money were their mouth is’? To our knowledge, the present thesis constitutes the first
endeavour to employ an event study approach in examining the impact of a specific provision in an
international trade and/or investment agreement on investor confidence.
This thesis is structured as follows. We first provide a brief overview of the literature on the
relationship between FDI and IIAs, and proceed to review the empirical research on the impact of ISDS
provisions in particular on the effectiveness of IIAs and on corporate-level investment planning. We
then continue with the empirical portion of the thesis. After presenting the basic theory behind event
study methodology, we provide some background on the TPP tobacco negotiations, describe the
structure of our dataset, and proceed with conducting an event study to uncover whether those US
tobacco companies that lobbied for the TPP experienced abnormal returns within certain event
windows associated with key event dates during the TPP tobacco negotiations. In interpreting our event
study findings, we try to draw some conclusions as to the importance of ISDS within the broader trade
liberalisation and investment protection regime.
II. ISDS and FDI Flows
Before cracking open the ‘black box’ of IIAs in order to examine possible linkages between specific
provisions (in this case dispute settlement provisions) and FDI, one must necessarily begin with an
overview of the relationship between FDI and IIAs in general. Thus, we first provide a brief overview
of the literature on the IIA-FDI nexus, before proceeding to examine the question of the relationship
between FDI and ISDS provisions in particular.
A. IIAs and FDI
The existence and content of IIAs is only one of various factors that have been put forth in the
academic literature as locational determinants of FDI.4 Others include: i) economic, political and social
stability, ii) good governance, iii) policies on the functioning and structure of markets (specifically
4

Locational meaning factors that influence firms’ decision on where to invest (i.e. mainly host-state related), as opposed to their
decision on whether to invest at all (i.e. mainly home-state related), which is influenced by so-called drivers of FDI. The
distinction is also found in the relevant literature under the rubric of pull factors (locational) v. push factors (drivers). Push factors
include: i) home market and trade conditions (for example limited home markets push firms to expand internationally), ii)
home government policies (e.g. government-guaranteed foreign investment insurance policies), iii) costs of production (e.g.
prohibitive home state production costs may incentivize the initiation transport of operations abroad), and iv) business
conditions (such as business trends, investor pressure and stakeholder expectations). See UNCTAD 2010: 115-117.
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competition/antitrust policy, as well as regulatory policies on mergers & acquisitions and transparent
reporting standards), iv) state protection of property rights (including intellectual property), v) industrial
and regional policies, vi) trade policy (tariffs and non-tariff barriers), vii) stable exchange rates, viii) rules
regarding market entry and operations, ix) privatisation policy, and x) tax policy (UNCTAD 1998a,
UNCTAD 2010: 108). In a broader context, UNCTAD (2009) files IIAs under that category of host
country FDI determinants consisting of the ‘general policy framework for foreign investment, including
economic, political, and social stability, and the legislation affecting foreign investment’, the other two
categories being ‘economic determinants, such as the market size, cost of resources and other inputs (e.g.
costs of labour) or the availability of natural resources’, and ‘business facilitation, such as investment
promotion including investment incentives’ [emphasis added] (p. xi). It is thus clear that a discussion of
IIAs’ impact on FDI can only take place against the understanding that IIAs can by no means ‘make or
break’ a country’s FDI status by themselves. This is an important point, because it frames our
expectations with respect to the results from an investigation as the one endeavoured in the present
thesis. As noted in UNCTAD (1998a), ‘[i]f a host country does not have some basic economic
determinants in place, or if other components of the investment climate are unsatisfactory, it is unlikely
that promotional efforts or incentives will be successful in attracting significant FDI’ (p. 104).
The bulk of studies on the relationship between investment agreements and FDI focus on BITs.
This is only natural, given that BITs hold the lion’s share of IIAs. The nominal raison d"être behind a BIT
usually consists in the ‘promotion and protection of investment’ between the two contracting parties.5 It
should be pointed out that FDI flows between any two states-parties to a BIT have historically been
somewhat uneven on average, with developing and developed countries traditionally in the capitalimporting and capital-exporting positions respectively (Elkins et al. 2006: 811-812). This particular
dichotomy is viewed in the BIT literature as having been informed by the incentives of each of the two
sides in their BIT policy. According to the classic narrative, developing countries in need of FDI inflows
pursued the conclusion of BITs in order to assuage potential investors’ concerns with respect to matters
of political risk and general instability, whereas, on the other side of this equation, developed countries
5

Most commonly, these goals are expressed through the insertion in a BIT of a preambulatory section such as the following,
found in the US Model BIT (2012):
‘The Government of the United States of America and the Government of [Country] (hereinafter the “Parties”)
Desiring to promote greater economic cooperation between them with respect to investment by nationals and
enterprises of one Party in the territory of the other Party;
Recognizing that agreement on the treatment to be accorded such investment will stimulate the flow of private capital
and the economic development of the Parties;
Agreeing that a stable framework for investment will maximize effective utilization economic resources and improve
living standards;
Recognizing the importance of providing effective means of asserting claims and enforcing rights with respect to
investment under national law as well as international arbitration;
Desiring to achieve these objectives in a manner consistent with the protection of health, safety, and the
environment, and the promotion of internationally recognized labor rights;
Having resolved to conclude a Treaty concerning the encouragement and reciprocal protection of investment; […]’.
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pushed for these agreements in order to safeguard the property rights of their own nationals investing in
developing economies (Sachs and Sauvant 2009: xxxvii). However, a substantial body of academic
literature has touched on questions such as: why, if the conclusion of BITs was fundamentally
predicated on the desire of developing countries to attract FDI, did the BIT movement eventually come
to engulf so-called ‘South-South’ (developing country-developing country) relationships (Elkins et al.
2006)?6 Or why did developing countries in the late twentieth century engage in a rampage of signing
BITs with strict enforcement provisions (mainly in the form of ISDS), thus imposing harsh restrictions on
their regulatory autonomy and exposing themselves to substantial financial liabilities (Poulsen 2014)?
Although a thorough examination of the BIT diffusion phenomenon is beyond the scope of this thesis,
it is worth keeping in mind that the classical paradigm upon which our analysis is based, i.e. the model of
developed countries pursuing BITs as a form of FDI insurance policy and of developing countries
pursuing BITs to signal an investment-friendly business environment, most likely does not tell the full
story of how the global network of BITs obtained the vast dimensions it has today.
In surveying the econometric literature on the BIT-FDI relationship, UNCTAD (2009) makes
note of four hypotheses that have been examined with respect to the effect of BITs on FDI: i) the
commitment effect, i.e. the notion that BIT conclusion itself (often meaning the mere signing of a BIT, as
opposed to its actual entry into legal force via ratification) contributes to increased FDI flows from
home countries (usually developed countries) to host countries (usually developing countries) due to the
commitment on behalf of the latter to provide satisfactory protection to the investors of the former; ii)
the signalling effect, i.e. the concept that the conclusion of BITs may have a sort of ‘ripple effect’,
stimulating FDI flows into the host country from all directions (that is, not only from the contracting
home state, but also from non-contracting third states), as a result of the ‘signal’ sent by the host state
that it is serious about protecting investors’ property rights; iii) BIT conclusion as a shortcut to improved
institutional quality, i.e. a hypothesis under which the investment protection framework established by a
BIT may substitute for a full-fledged regulatory domestic law framework, where such framework is
underdeveloped; and finally iv) the ‘strong’ vs ‘weak’ BITs hypothesis, whose crux is that BITs with
provisions strongly favorable to investors result in higher levels of FDI flows than those with
comparatively weaker provisions (pp. 29-30).
Examining econometric studies on the impact of BITs on FDI published from 1998 to 2008,
UNCTAD (2009) points out a gradual turn of the literature from the position of ‘little or no impact’ to
that of ascertaining at least some impact of BITs on FDI flows from developed to developing countries.
6

Elkins et al. (2006) pointedly remark on this apparently paradoxical phenomenon: ‘France financed a round of discussions
primarily among the Francophone countries in 2001 that attracted twenty participants and yielded forty-two BITs, many of
which involved noncontiguous, poor highly indebted African countries for which it is difficult to imagine much benefit. (What
are the chances that capital from Burkina Faso would flow to Chad, or investors from Benin would soon demand entrée to Mali?)’ [emphasis
added] (pp. 818-819).
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Early findings on the subject generally point to somewhat limited BIT impact on FDI, taking account of
a number of factors such as: i) whether the host country features an economy with more FDI-friendly
features in general, as well as with good macroeconomic conditions (UNCTAD 1998b); ii) whether the
pair of countries under examination are both developing economies or one of them is a developed
economy (Banga 2003); iii) whether an increase in FDI may be considered to have been brought about
by the conclusion of BITs, or vice versa (i.e. the increase in FDI brought about an increase in BITs so as
to cover newly FDI-rich bilateral relationships) (Hallward-Driemeier 2003); iv) whether a strong and
investment-friendly institutional infrastructure is already in place in the host country (HallwardDreimeier 2003; Tobin & Rose-Ackerman 2011); v) whether the host country is considered ‘politically
risky’ (Tobin & Rose-Ackerman 2003; Grosse & Trevino 2005); vi) whether the treaty in question is
already being implemented, or is still in the state of merely having been signed; vii) whether the treaty
contains ‘strong protection standards’, of which an indicative example are, according to Salacuse &
Sullivan (2005), those provided in BITs concluded by the United States.
The first paper to mark a substantial departure from the no-impact trend was the seminal study
by Neumayer and Spess (2005). The authors find that the previous studies by Hallward-Driemeier (2003)
(who find little evidence of an increase in FDI due to BIT conclusion), Tobin and Rose-Ackerman
(2003) (who analyze twenty years of bilateral FDI flows from OECD countries to developing countries
to also find little evidence in support of a stimulative effect of BITs on FDI), and Salacuse and Sullivan
(2005) (who for a sample of developing countries find a positive relationship between BIT conclusion
and FDI inflows, albeit only with respect to the United States, and not with other OECD countries)
suffer from certain significant flaws: first, by building their model on a strictly bilateral basis, HallwardDreimeier (2003) as well as Salacuse and Sullivan (2005) fail to take into account the signalling effect, thus
omitting from their analysis any spill-over effects emanating from the conclusion of a BIT; second, the
same modelling choice also results in a less-than-representative sample, given the relative sparsity of
bilateral FDI data; third, Tobin and Rose-Ackerman (2003) also use what Neumayer and Spess (2005)
consider a relatively small sample size (63 countries), despite the fact that their analysis is not constrained
by the dyadic research design employed by the two aforementioned studies; finally, Salacuse and Sullivan
(2005) adopt a cross-sectional approach by focusing on a specific year’s FDI data, thus failing to detect
the evolution of the BIT-FDI relationship over time. Neumayer and Spess (2005) correct for the above
shortcomings by conducting a panel data analysis of 119 countries’ FDI data from 1970 to 2001 to find
a consistent and robust positive effect of BITs on FDI flows to developing countries.
Following the shift marked by the findings in Neumayer and Spess (2005), Tobin and RoseAckerman conducted a second study, this time factoring potential signalling effects into their analysis
and expanding their dataset to cover 137 countries (Tobin & Rose-Ackerman 2006). Although with the
qualification that ‘as more countries sign BITs around the world, the marginal benefit of an extra BIT to
!8

the host country falls’, the authors this time around find that ‘BITs do indeed have a positive impact on
FDI flows to developing countries’, and that hence ‘it does appear that signing treaties generally sends a
signal to foreign investors of a welcome investment environment’ (Tobin & Rose-Ackerman 2006:
21-22). Büthe and Milner (2004) also find ‘the predicted positive, statistically and substantively significant
correlation between BITs and subsequent inward FDI into developing countries in a maximally
comprehensive analysis of FDI flows into developing countries from 1970 through 2000’ (p. 213). Egger
and Merlo (2007) implement a dynamic analysis to derive a long-run effect of BIT ratification on FDI
flows that is substantially higher than the short-run (contemporaneous) effect; moreover, they find that
‘[h]alf of the long-run effect is accumulated after only one and a half years’ (p. 1547). A positive
correlation between BITs and FDI flows is also found in: Egger and Pfaffermayer (2004) (both for the
case where the BIT is actually implemented and the case of its mere conclusion, albeit at a higher degree
in the former case); Oh and Frattiani (2010) (who find that the stock of BITs is subject to a diminishing
returns effect that is contingent on the existence and characteristics of the two contracting parties’ BIT
networks); Guerin (2010) (who finds a statistically significant positive impact of EU BITs on the Union’s
FDI outflows); Kerner (2009) (who finds that BITs attract significant amounts of investment from both
protected and unprotected investors - a result which Kerner considers to be revealable only if signalling
effects are explicitly accounted for); and finally Busse et al. (2010) (who conclude that BITs do stimulate
FDI flows to developing countries, and particularly transitioning economies).
In any case, despite the shift of the empirical literature towards findings of positive BIT-FDI
correlation, a consensus on the subject remains elusive. Aisbett (2009) centres on the issue of
endogeneity as a confounding factor in econometric studies on the BIT-FDI nexus. Aisbett views
previous findings of a positive correlation between BIT participation and FDI flows by Neumayer and
Spess (2005) and Salacuse and Sullivan (2005) as most likely attributable to ‘misspecification and
inefficient attention to the endogeneity of BIT participation’ (p. 421). Once accounting for the
possibilities of omitted variables (such as changes in the host state’s domestic policy environment) or
reverse causality (i.e. higher FDI flows generating an increased probability of BIT conclusion), Aisbett
finds no statistically significant correlation between BIT participation and FDI flows. Aisbett also tests
for and rejects the possibility of statistically significant results arising after factoring any potential
signalling effects into the analysis. Peinhardt and Allee (2012) also take account of endogeneity to find
that ‘very few countries have increased investment inflows after signing a preferential economic deal
with the United States’ (p. 759). Still, other studies that also use various model specifications to take
account of endogeneity do find that BITs stimulate higher FDI flows (Busse et al. 2010; Berger at al.
2013).
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Brief mention should also be made of the literature on the impact of preferential trade and
investment agreements (PTIAs),7 which contain investment chapters, on FDI levels. As these agreements
may typically span several different disciplines, most notably both trade and investment (e.g. NAFTA),
we will not elaborate on ‘black box’ studies (UNCTAD 2009: 76 et seq.), i.e. studies examining the
impact of a country’s mere participation in a PTIA on FDI inflows. Given that the focus of this thesis is
investment-related, we will restrict this part of the analysis to the mention of two studies that ‘open the
black box’ to examine the impact of PTIAs’ investment-related provisions on FDI. Te Velde and Bezemer
(2004) find that PTIAs with a higher number of investment-related provisions attract more FDI. Lesher
and Miroudot (2006) examine the economic consequences of including investment provisions in
regional trade agreements (RTAs). Although their findings suggest that ‘investment provisions are
positively associated with trade and, to an even greater extent, investment flows’, Lesher and Miroudot
also observe ‘an insignificant effect of bilateral investment treaties on investment flows, suggesting
either that substantive investment provisions in RTAs impact trade and FDI flows more profoundly, or
that the combination of substantive investment rules and provisions liberalising other parts of the
economy jointly impact trade and investment more significantly’ (p. 2).
If we were to draw one conclusion from the BIT-FDI literature, it would be that there seems to
be an extant need for increased nuance in approaching the issue of BITs’ impact on FDI flows. The
effects of omitted variables and reverse causality problems, as well as the issue of data availability for
bilateral FDI flows, are all factors dictating a cautious approach in singling out BIT participation as a key
variable resulting in high FDI levels. Related to this is the fact that most studies adopt a ‘black box’ view
of BITs, despite the fact that there is substantial variability, content-wise, within the vast global network
of BITs (and multilateral treaties dealing with investment issues). If anything, the ambiguity with respect
to the results of econometric studies on the issue may indicate, as Yackee (2009) points out, that ‘we may
want to consider whether large-n statistical studies of aggregate FDI flows are the best means of
empirically addressing the question [of whether or not BITs matter]’ (p. 391). For example, Aisbett
(2009) posits the scenario that certain economic sectors are influenced more than others by BITs, yet this
impact cannot easily be singled out from aggregate FDI data. Aisbett adds that:
‘It is also possible that there is no evidence of an investment response to BITs simply
because there was none. It may be the case that while governments have always
considered BITs economically significant, investors have not. Evidence that investors
have been slow to trust BITs as a commitment device is provided by the very rapid
increase in the number of investor-state arbitration cases being brought over the last
7

For the purposes of the present analysis, ‘preferential trade and investment agreements’ (PTIAs), ‘preferential trade
agreements’ (PTAs) and ‘regional trade agreements’ (RTAs) occupy the same role, i.e. they are trade agreements (potentially
covering investment as well) that are concluded among subsets of World Trade Organization (WTO) members.
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few years […] It appears that over time, as more disputes brought to arbitration under BITs have
been completed and more settlements reached, confidence in the institution of investor-state arbitration is
growing. This means that the positive impacts of BITs on investor confidence have come long after many
of the BITs were ratified.’ [emphasis added]
This latter point relates to the particular role that ISDS provisions may occupy in terms of influencing a
BIT’s potential to stimulate FDI, and hints towards the notion of opening the ‘black box’ 8 to examine,
to the extent possible, what specific parts of a BIT are influential in terms of FDI promotion. We now
turn to the examination of the (limited) literature that has endeavoured to do so.
B. Opening the ‘Black Box’ of BITs: The Role of ISDS as Part of the BIT ‘Package Deal’
The first study to take into account variation in enforcement/dispute settlement provisions in examining
the relationship between BITs and FDI is Yackee (2008). Noting the inconclusive picture painted by the
preexisting literature on the subject, Yackee adopts a novel approach to the question of the BIT-FDI
relationship, which is worth taking a closer look at.
The point of departure for Yackee’s analysis is the credible commitment theory of BITs, which, as
pointed out by the author, consists in the idea permeating the majority of the relevant academic
literature that BITs serve to solve the problem of deficient domestic legal guarantees for investors in
developing countries. Specifically, according to this narrative, robust regulatory protection of property
rights constitutes a substantial precondition for the influx of investment into a country. When such a
regulatory framework is not in place, as is often the case in developing countries, a BIT can step in to
establish a set of fundamental obligations of the host state with respect to the home state’s investors.
Such obligations typically take the form of ‘most-favoured-nation’ (MFN) clauses, ‘national treatment’
clauses, ‘fair and equitable treatment’ provisions, provisions guaranteeing ‘prompt, adequate and effective
compensation’ in case of expropriation or other government actions tantamount to expropriation etc.
Essentially, what a state’s signing of a BIT signals to prospective investors is that it will, at a minimum,
abstain from treating them and their investments in a discriminatory or arbitrary manner. With this most
basic treatment as a baseline, the promises entailed by a BIT may be substantially more generous,
depending on the contents of the BIT at hand.
However, the key question that Yackee poses at this point is: ‘why would investors be likely to view
these promises as credible, and not just cheap talk? Is it reasonable to expect investors to alter their
8

What this usually entails in practice is the estimation of the effect that the inclusion in BITs of particular types of provisions has
on FDI levels. This methodological choice is viewed in contradistinction with the typical approach to estimating BITs’ impact
on FDI, i.e. estimating the correlation of bilateral FDI flows to developing countries with the lump number of BITs which
these countries are parties to (the hypothesis in the latter case being that the more BITs a country signs, the more FDI it will
receive).
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investment decisions on the basis of such promises?’ [emphasis added] (p. 808). This is where ISDS
enters the picture. As Yackee notes, the consensus within the academic literature is that a BIT’s credible
commitment potential can be taken by investors at face value only if the treaty contains some form of dispute
settlement mechanism guaranteeing the enforceability of the obligations undertaken by the host state. This is the kind of
‘effective institutional solution to the credible commitment problem’ which North (1993), cited by
Yackee, describes as ‘not only creating the formal rules but creating and implementing a judicial system
that will impartially enforce such rules’ (North 1993: 21, as cited in Yackee 2008: 808). Investors need to
feel confident that, in case of the host country’s interfering with their investment in any way, adequate
and efficient recourse to judicial relief will be available to them. This observation ties in with the
common assumption within the law and development scholarship that ‘an independent and effective
judiciary is a necessary precondition for economic development’ (Santos 2006: 282, as cited in Yackee
2008: 808).
The way in which this enforceability condition materialises in the BIT realm is through clauses
incorporating host-state pre-consent to the resolution of investor-state disputes via arbitration by a panel
of international investment law experts (as well as, depending on the case, experts specializing in other
technical fields, such as corporate finance). Such arbitration clauses typically take place under the
auspices of the World Bank’s International Centre for the Settlement of Investment Disputes (ICSID),
the United Nations Commission on International Trade Law, the International Chamber of Commerce
(ICC), or the Stockholm Chamber of Commerce (SCC), all of which have their own rules of procedure.
Most importantly, should a party fail to appear or to present its case in the proceedings, an investment
arbitration tribunal is in most cases not precluded from adjudicating on the case.9 Also, notably under
the ICSID Convention (under whose auspices the overwhelming majority of investment arbitrations to
date have taken place),10 once an investor has obtained a favorable award, they are provided with robust
guarantees in terms of enforcement: an award rendered under the rules of the Convention is binding, as
well as recognizable and enforceable in all Contracting Parties, i.e. all countries that have ratified the
ICSID Convention. In theory, although not always straightforward in its implementation, this means that
an investor with a favorable award in their hands may pursue recognition and execution of said award in
the territory of any Contracting Party to the ICSID Convention (the execution forum is usually selected based
on the availability of suitable assets of the defeated Party).
The above analysis illuminates the integral role that the credible commitment theory places on
appropriate enforcement procedures, in terms of lending credence to the substantive promises implied
by a state’s BIT policy. Yackee (2008: 809) notes that the language of a typical BIT’s substantive promises
9

UNCITRAL Arbitration Rules (revised 2010), Article 30; ICSID Convention, Article 42.
As of April 12, 2016, the ICSID Convention had 161 signatories, of which 153 have ratified the treaty. As of November
2006, 62% of known treaty-based investment arbitrations had taken place under the ICSID regime. See UNCTAD (2006).
10
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is rather vague, so as to rule out the narrative of a ‘self-enforcing’11 character for those promises, except
perhaps for the most blatant cases of breach. Thus, under the working assumption that the classical
credible commitment narrative holds water, Yackee observes that preexisting studies on the impact of
BITs on FDI fail to take into account the variability in treaty strength, i.e. fail to distinguish between
treaties including binding pre-consent to arbitration (‘strong’ treaties) and those that do not (‘weak’
treaties). Yackee takes issue with this approach, as the dictates of the credible commitment theory would
suggest that we should see significant effects on investor behavior only from ‘strong’ BITs, whereas
previous studies lump all BITs together, irrespective of whether they are equipped with strong dispute
settlement mechanisms.
In light of this last observation, Yackee tests whether ‘strong’ treaties are statistically associated
with higher FDI levels. In coding the formal strength of a treaty, Yackee follows Schreuer’s (2001)
analysis of jurisdictional provisions to result in the following distinction:
‘Strong treaties contain effective host state pre-consents to investor-initiated arbitration for a
wide variety of treaty-related disputes, including disputes over the vaguest treaty promises,
such as promises of “fair and equitable treatment”, into which almost any claim of
mistreatment by the host state can plausibly be inserted. These pre-consents must be
effective in the sense that the investors are able to unilaterally initiate binding arbitration over
a large range of issues without any further consent or acquiescence by the host state. Weak
treaties either contain no effective pre-consents to investor-initiated arbitration, contain preconsents only for very limited kinds of disputes (most pre-1989 BITs with Communist
countries), or contain unenforceable promises to arbitrate investment disputes that require
some further manifestation of consent to arbitrate by the host state’ (p. 814).
Against this setting, Yackee’s empirical findings suggest that ‘BITs have little to no impact on investment
decisions’ (p. 828). To explain these results, Yackee elaborates on an alternative to the credible
commitment narrative, one which views the latter as ‘verg[ing] on naive Legal Formalism by depicting an
environment of “law-on-the-books” [in which] [r]ules are clear, enforcement is firm, and legal effects are
substantive’ (Suchman & Edelman 1997: 905, as cited in Yackee 2008: 810). This theoretical strand views
the credible commitment theory as deficient due to its overlooking ‘ “three distinct [empirical]
characteristics of law” […]: legal ignorance, legal pluralism, and legal ambiguity’ (Suchman & Edelman
1997: 930, as cited in Yackee 2008: 810).
Regarding the phenomenon of legal ignorance, Yackee cites surveys of business executives from the
1970s and the 1980s suggesting that, even assuming that corporations’ legal counsel are generally aware
11

The term self-enforcing meaning that ‘states that breach the treaties will suffer unacceptable losses to their reputations as
international law-abiding states’ (Yackee 2008: 809).
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of the benefits accruing to their enterprise by virtue of some BIT, such awareness mostly fails to seep
through to the managerial and executive levels, where investment-related decisions are actually being
made. Freyer et al. (1998) note that investment treaty arbitration remains an ‘ “often overlooked tool” in
the legal arsenal of multinational corporations’ (as cited in Yackee 2008: 810).12
On the issue of legal pluralism, Yackee observes that ‘obsolescing bargain’-type13 fears are largely
exaggerated. The author notes that:
‘[T]ransactions between host states and investors are never one-shot affairs, nor are they
isolated from host state transactions involving other investors. Host states that desire future
foreign investment are likely to have powerful reputational incentives to treat current foreign
investors favorably, regardless of the existence of any international treaty commitments—
e.g., regardless of any formal threat of international legal sanction […] But even if a host state’s
general reputational interest in maintaining a favorable investment climate is insufficient to
render problems of credible commitment negligible, foreign investors have long had the ability to
create their own individualized “BITs” in the form of a legally binding investment contract […] These
contract-based arbitration agreements often reference the very same arbitral facilities named
in BITs (e.g. the ICC or ICSID), and they, as well as any resulting arbitral awards, are just as
enforceable against host states as are BIT-based arbitrations and awards.’ [emphasis added]
(2008: 811-812).
Finally, Yackee views the legal ambiguity that is typical of substantive BIT provisions as resulting in the
treaties being ‘unlikely to be of much concrete use to investors in the investment-planning process, as it is difficult, if
not impossible, for the investor to determine a priori how a tribunal will interpret or apply a given
promise in a given fact situation’ [emphasis added] (2008: 812).

12
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However, it should be noted that more recent surveys paint a different picture, as elaborated in Chapter C of this Part.
The obsolescing bargain model (OBM), which originates from Vernon (1971), is described in Eden et al. (2005) as follows:
‘In OBM, relative bargaining power is assumed to initially favor the MNE [multinational enterprise]. Because
the MNE can invest in several locations (has other alternatives) and is therefore highly mobile or has
capabilities and resources to extract raw materials that the host country does not have, the HC [host country]
has to offer locational incentives to attract inward FDI. The initial bargain then obsolesces over time. Once
the MNE has made sector-specific investments in the host country, the more likely it is that the
government’s perception of the benefit-cost ratio offered by the MNE falls, particularly if the investment
turns out to be much more profitable than either the MNE or the HC anticipated and there are large profit
remittances to the affiliate’s parent firm. At the same time, technological spillovers and economic
development encourage the emergence of local competitors, so that the HC becomes less resource
dependent on the MNE over time as there are more likely to be local firms that could replace the MNE,
assuming that all the resources and capabilities to create a product exist in the HC. If the host government’s
perception of the benefit-cost ratio turns negative, the obsolescing bargain model hypothesized that the HC would demand more
commitments from the MNE, causing the original bargain to obsolesce’ [emphasis added] (p. 255).
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A couple of papers by Axel Berger, Matthias Busse, Peter Nunnenkamp, and Martin Roy have also
attempted to ‘peek into the black box’ of international trade and investment agreements in order to
examine the impact of specific provisions on FDI. Berger et al. (2010) singles out national treatment
(NT) provisions14 and ISDS clauses as ‘particularly relevant as they constitute important legal
innovations relating to the liberalization and protection of FDI’ (p. 2). By conducting an econometric
analysis that explicitly accounts for the presence of NT and ISDS provisions in their dataset of RTAs
and BITs, the authors find that, although liberal admission rules (in the form of NT provisions) in RTAs
and BITs are statistically associated with higher FDI levels, ISDS provisions are not. Moreover, a different
paper by the same authors provides evidence that ‘the effectiveness of bilateral investment treaties in
promoting FDI inflows remains elusive even when accounting for the strength of investor-state dispute
settlement provisions contained in various, though far from all, BITs’ (Berger et al. 2011). After finding
that ‘BITs without [ISDS] provisions prove to be ineffective at conventional levels of significance,
whereas BITs with ISDS in the form of full or partial pre-consent on investor-state arbitration have
significantly positive effects at the ten percent level’,15 the authors find that ‘this finding is highly
sensitive to the exact specification of effective ISDS’ [emphasis added] (Berger et al. 2011: 272).
Specifically, after excluding BITs with only partial pre-consent to arbitration from the sample, the effect
of ISDS provisions on FDI inflows falls considerably. The authors suggest that this may be due to
sample selection: given that partial pre-consent is mostly found in BITs concluded by Central and
Eastern European countries, as well as the fact that all BIT-related variables, even in estimations not
accounting for the formal strength of ISDS provisions, lose their statistical significance when these
countries are excluded from the sample, Busse et al. conclude that ‘the reason [why the positive effects
of the mere existence of BITs on FDI flows weaken drastically once transition countries are excluded]
may be that BITs were an effective means to attract FDI to transition countries that lacked any
14

Despite minor variations in wording, NT provisions generally impose upon the contracting parties an obligation to provide
each other’s investors (or, in the case of trade agreements, products) treatment no less favorable than the one in they provide
their own investors. A typical example of a NT provision is the following, contained in the 2012 US Model BIT:
‘Article 3: National Treatment
1. Each Party shall accord to investors of the other Party treatment no less favorable than that it accords, in like
circumstances, to its own investors with respect to the establishment, acquisition, expansion, management, conduct,
operation and sale or other disposition of investments in its territory.
2. Each Party shall accord to covered investments treatment no less favorable than that it accords, in like circumstances, to
investments in its territory of its own investors with respect to the establishment, acquisition, expansion, management,
conduct, operation, and sale or other disposition of investments.
3. The treatment to be accorded by a Party under paragraphs 1 and 2 means, with respect to a regional level of government,
treatment no less favorable than the treatment accorded, in like circumstances, by that regional level of government to
natural persons resident in and enterprises constituted under the laws of other regional levels of government of the Party
of which it forms a part, and to their respective investments.’
15 The authors use the coding of ISDS provisions in BITs used in Yackee (2009) (Berger et al. 2011: 271). Considered as
amounting to ‘full pre-consent’ are those ISDS provisions that ‘allow the investor to unilaterally initiate binding international
arbitration for violations of treaty obligations’, whereas denoting ‘partial pre-consent’ are those ISDS provisions that allow
for similar unilateral action with respect to ‘a limited class of disputes including on the amount of compensation for
expropriation’ (Berger et al. 2011: 271).
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reputation concerning the credibility of unilateral FDI-related measures immediately after the regime
change’ (Berger et al. 2011: 272). Finally, in a recent paper Shiro Armstrong and Luke Nottage (2016)
also find that BITs with partial pre-consent ISDS provisions are associated with higher levels of inbound
FDI, although their results also indicate a ‘positive and significant impact from stronger provisions’ (p.
18).
C. Taking a Qualitative Approach to the BIT-Investor Confidence Nexus
As evidenced by the above literature review, ambiguity with respect to investors’ attitudes regarding both
BITs in and of themselves and specific BIT-related disciplines (such as ISDS) reigns supreme. Following up
on his comment regarding the questionable utility of ‘large-n statistical studies of aggregate FDI flows’
in empirically examining the question of BITs’ impact on FDI, Yackee suggests that ‘[o]ne potentially
promising solution is to return to less modern methodologies, in particular the in-depth case study or
survey instruments’ (2009: 391). In this spirit, we now take a look at surveys conducted on the issue of
BITs’ influence on investment planning.
The survey findings reported above in Yackee (2008) are confirmed in a later survey by Poulsen
(2010), whose research reveals that ‘[a] great number of studies and surveys indicate […] that the vast
majority of multinationals do not appear to take BITs into account when determining where - and how
much - to invest abroad.’ Poulsen also reports survey results from interviews with BIT negotiators for
capital-exporting countries which indicate that investors generally inquire about BITs only once a dispute has
already arisen that touches upon their investment. Thus, Poulsen notes, ‘while investors, laywers, and
consultants, do occasionally inquire about BITs, this is generally not to decide whether a particular
investment should be made or not.’ Having established evidence against the direct influence of
investment behavior by BITs, Poulsen then turns to examine the possibility that such influence manifests
itself in an indirect manner. Specifically, Poulsen reviews responses by a number of political risk
guarantee agencies to the question of whether or not they take BITs into account when underwriting
risks. The results are once again on the no-impact side: ‘BITs are basically aimed at reducing the risks of
investing abroad, but the vast majority of public and private agencies that price the risk of foreign
investment rarely take them into account to any serious extent’ (Poulsen 2010: 21).
A 2007 worldwide survey of foreign affiliates examined ‘the views of foreign affiliates with regard
to investment prospects and local business environments in their respective host economies’ (UNCTAD
2007: 2). Asked what kinds of policies they would favor in terms of improving the respective host
country’s investment environment, ‘enter[ing] into international agreements was suggest in under 3% of
total answers. For comparison, the top-suggested policy was ‘strengthen[ing] the legal and regulatory
environment’ (chosen by around 33% of questioned affiliates), and the second was ‘taxes and incentives’
(chosen by around 25% of questioned affiliates). Another 2007 survey asked 602 MNC executives the
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following question: ‘To what extent does the existence of an international investment agreement (for
example, a bilateral investment treaty) influence your company’s decision on which markets to invest
in?’ (Kekic et al. 2007: 96) Around half of the respondents (48%) answered ‘to a limited extent’, whereas
around one-fifth (19%) answered ‘to a very great extent’, a result which UNCTAD (2009) (in what could
perhaps be described as a ‘glass-half-empty’ approach) reads as denoting that ‘for an overwhelming
majority of more than 70 per cent of the surveyed TNCs, IIAs played a role in making an investment
decision’ [emphasis added](p. 51).
In a similar vein as the above qualitatively motivated studies and surveys, Vandevelde (2005)
suggests, in relation to findings in the BIT literature of little or no correlation between BITs and FDI,
that ‘more time may be necessary for the value of the treaties to be understood by investors and thus the
positive impact of the agreements may yet lie in the future. In particular, the issuance of additional, wellpublicized, large arbitral awards in favor of investors may be necessary before potential investors
recognize the value of the agreements […] While large arbitral awards against host states could dampen the
enthusiasm of host states, they might also signal to investors the value of the agreement and lead to increased investment
flows’ [emphasis added] (pp. 186, 189). As noted in UNCTAD (2009), ‘[t]his also means that BITs may
impact on investor confidence - and thus on FDI flows - long after BITs have been concluded’ (p. 53).
The crux of the argument presented above is that the relationship between BITs and FDI may still be
evolving; and that within this process, a significant turning point may currently be in the making, given
that ISDS mechanisms have only just begun to ‘show their teeth’, with arbitral awards experiencing a
significant increase in both production and scope within the last 10-15 years. At least as far as the part
regarding an increase in suspicion of host states with respect to IIAs is concerned, the above speculative
proposition by Vandevelde has arguably already begun to materialize: Bolivia, Ecuador, and Venezuela
have all withdrawn from the ICSID Convention in recent years, whereas Argentina has repeatedly
threatened to do so, 16 and Brazil has persistently refused to ratify the Convention. Although a number of
political and socioeconomic factors may be in play here, and despite the possible variation in the reasons
behind the attitude of each of these countries towards ICSID, it is undoubtedly the case that the
exponential increase in ICSID arbitrations against certain Latin American countries in recent years has
contributed to this general hostility of those countries towards investment arbitration (Marques 2014).
Thus, it would not be unreasonable to suggest a narrative under which, while host states are seemingly
starting to turn sour on IIAs, investors’ perceptions with respect to BITs, and to ISDS as a means of
their implementation, may be heading in the opposite direction.
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As of November 2006, Argentina topped the list of countries that have been on the receiving end of an ISDS claim, with
42 claims lodged against it (39 of which were at least partially related to the country’s 2001 sovereign debt crisis). See
UNCTAD (2006).
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III. An Event Study Approach to the Examination of the Relationship between ISDS and
Investor Confidence
A. Overview of the Event Study Methodology
Event studies constitute a highly versatile tool for examining the interaction between stock prices and
corporate events. Their impact has been particularly influential in the field of financial economics,
where, as Eugene Fama has noted, ‘[i]n 1970 there was little evidence on the central issues of corporate
finance. Now we are overwhelmed with results, mostly from event studies’ (Fama 1991: 1600). As of
2006, S.P. Kothari and Jerold Warner estimated the number of published event studies at over 500 and
growing (Kothari and Warner 2007: 6-7). Although its ‘home turf ’ is the accounting and finance
literature, event study methodology has expanded its reach to various other fields, including law and
economics and trade policy. It is in the intersection of these two fields where the present event study is
situated. In the law and economics discipline, event study methodology has been used in various
applications, from measuring the impact of regulatory changes on affected firms to assessing damages in
legal liability cases (MacKinlay 1997: 13). In the trade policy discipline, a number of papers have utilized
event study methods to examine stock price reactions to announcements concerning various matters,
from government interventions in international commerce (e.g. Hartigan 1986), to trade-liberalizationrelated events (e.g. Breinlich 2016) and WTO-authorized trade retaliation (e.g. Liebman and Tomlin
2015).
The key theoretical underpinning of event studies is the efficient markets hypothesis. As noted in
Brown and Warner (1980), ‘[e]vent studies provide a direct test of market efficiency. Systematically
nonzero abnormal security returns which persist after a particular type of event are inconsistent with the
hypothesis that security prices adjust quickly to fully reflect new information.’ Bhagat and Romano
(2001) define an event study as the application of ‘conventional econometric techniques to measure the
effect of specific events, such as actions by firms, legislatures, and government agencies, on the stock
price of affected firms.’ This process consists of four separate steps: ‘defining the event and
announcement day(s); measuring the stock’s return during the announcement period; estimating the
expected return of the stock during this announcement period in the absence of the announcement; and
computing the abnormal return (actual return minus expected return) and measuring its statistical and
economic significance’ (p. 3-4). We will now provide an overview of what each of these steps entails,
and of the theoretical and practical problems that may arise with respect to each of them. In what
follows, we will draw heavily on MacKinlay’s (1997) delineation of the classic event study framework.
Although there are a number of adjustments and configurations that can be implemented in various
steps of the event study process, an exhaustive review of these is beyond the scope of the present
analysis. Hence, as far as approaches outside the purview of the one-factor market model are concerned,
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the analysis will be limited to those adjustments that are most relevant to the event study conducted in
the next chapter of this thesis.
The first order of business when conducting an event study is to ‘define the event of interest and
identify the period over which the security prices of the firms involved in this event will be examined —
the event window […] It is customary to define the event window to be larger than the specific period of
interest’ [emphasis added] (MacKinlay 1997: 14). It is desirable that the event window not be extended
too much, as a relatively shorter event window helps to keep confounding factors from entering the
analysis. Event studies are typically conducted with daily data, although weekly and monthly data also
constitute common choices. More recently, developments in data technology have allowed the use of
intra-day data in event studies. A problem that was detected early on in the event study literature is the
issue of the non-normality of daily security prices, which results in daily security returns also being nonnormally distributed. Certain methods have been proposed in the event study literature to address the
non-normality issue (e.g. Gelbach et al. 2013). However, it is common convention to adopt the normality
assumption when conducting daily event studies, as i) the non-normality of daily returns is not
considered to affect the specification of the market model, which is the most commonly used statistical
model in event studies; and ii) using even weekly (let alone monthly) instead of daily returns substantially
reduces the power of the event study analysis (Brown and Warner 1985; MacKinlay 1997).
We define the event day as the day when the event was made public. Identifying the event (or
announcement) day is not always a straightforward matter. Apart from the possibility of information
leakage (which can only be addressed by extending the event window) it may be the case that a particular
piece of news may, at first glance, seem to qualify as our ‘t=0’, while another piece of news has already
been made public that in effect transmits to the market the same bit of information.17 It is thus very
important to accurately pinpoint the announcement date. This is typically done by researching online
databases such as LexisNexis and ProQuest to find the earliest moment in time when news pertaining to
the event of interest broke out.
Typically, the day before and the day after the announcement date are included in the event
window, so as to account for information leakage as well as after-effects. However, it is not unusual for
an event study to use an event window spanning from 10, 20 or more days before the announcement
date to one or more days after; this is common practice in cases where there is reason to suspect
significant information leakage in the weeks prior to the announcement day. However, it is generally
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For example, should the United States Federal Reserve announce an interest rate raise on April 9th, a researcher conducting
an event study revolving around the reaction of a certain market segment to Fed policy announcements may want to look for
news clips from the time period preceding the actual announcement. If for instance, there was a Wall Street Journal report on
April 3rd quoting a credible Fed source hinting towards an imminent rate raise, then April 3rd would be the most appropriate
choice for the announcement date.
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preferable for the event date to be identifiable with a high degree of certainty; this allows us to minimize
the risk that other events surrounding our particular event of interest have also been priced in and are
reflected in the stock price at the moment in time when the analysis is being conducted. Thus, the ideal
event study design would entail a single-day event window, although this is rarely realistic, given that, as
MacKinlay (1997) points out:
‘When the event announcement appears in the paper one can not be certain if the market
was informed prior to the close of the market the prior trading day. If this is the case then
the prior day is the event day, if not then the current day is the event day. The usual method
of handling this problem is to expand the event window to two days — day 0 and day +1
[…] [T]he power properties of two day event windows are still good suggesting that costs are
worth bearing rather than to take the risk of missing the event’ (p. 35).
Once the event window has been defined, the next step is to estimate the normal (expected) returns of
the sample securities. There are two categories of approaches to conducting this estimation: statistical
models and economic models. As explained by MacKinlay (1997), ‘[m]odels in the first category follow
from statistical assumptions concerning the behavior of asset returns and do not depend on any
economic arguments. In contrast, models in the second category rely on assumptions concerning
investors’ behavior and are not based solely on statistical assumptions’ (p. 17). The workhorse statistical
model for the conduct of event studies is the one-factor market model, although the constant mean return
model has also been used. In terms of economic models, the Capital Asset Pricing Model (CAPM) and
the Arbitrage Pricing Theory (APT) model constitute a couple of (rarely utilized) choices. Due to their
more parsimonious - in terms of assumptions - nature, statistical models are generally preferred to
economic models. In summing up their findings from studying the properties of various event study
methods, Brown and Warner (1980) note the following:
‘[B]eyond a simple, one-factor market model, there is no evidence that more complicated
methodologies convey any benefit. In fact […] more complicated methodologies can actually
make the researcher worse off, both compared to the market model and to even simpler
methods, like Mean Adjusted Returns, which make no explicit risk adjustment. This is not to
say that existing techniques cannot be improved […] But even if the researcher doing an
event study has a strong comparative advantage at improving existing methods, a good use of
his time is still in reading old issues of the Wall Street Journal to more accurately determine event
dates’ [emphasis added] (p. 249).
It is evident from the above analysis that the one-factor market model has generally been found to have
desirable properties and correct specification under various conditions, and thus constitutes the method
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of choice for the majority of empirical researchers conducting event studies. The model has the
following form:

Rit = α i + βi Rmt + ε it
E(ε it = 0)

var(ε it ) = σ ε2 i

where Rit is the return on security i on day (or week/month, contingent on event study design) t, Rmt is
the return on the market portfolio on day t, αi and βi are the market parameters, and εit is the zero-mean
disturbance term. Commonly used market indices that are used to estimate the market beta include the
S&P 500 Index, the CSRP Value Weighted Index and the CSRP Equal Weighted Index (MacKinlay 1997:
18).
In order to estimate normal returns for our sample securities, the sample returns are regressed
on the market portfolio for a period prior to the event window. We call this the estimation window. Most
event studies use between 100-day and 200-day estimation windows. By running this regression, we
obtain the following market model parameters (MacKinlay 1997: 20):18
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Once we estimate the above parameters via ordinary least squares (OLS), we define the sample of L2
abnormal returns for firm i in the event window as:

AR̂iτ = Riτ − α̂ i − β̂i Rmτ
18

Following MacKinlay's (1997) notation, returns are indexed in event time using τ. Defining τ=0 as the event date, τ=T1+1 to
τ=Τ2 represents the event window, and τ=Τ0+1 to τ=Τ1 constitutes the estimation window. Finally, L1=T1-T0 and L2=T2-T1
represent the length of estimation window and the event window respectively.
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whose distribution under the null hypothesis is:

AR̂iτ ∼ N(0, σ 2 (AR̂iτ ))
As noted by MacKinlay (1997), ‘[t]he abnormal return is the disturbance term of the market model
calculated on an out of sample basis’ (p. 20). Furthermore, MacKinlay (1997) describes the statistical
properties of the abnormal returns as follows:
‘Under the null hypothesis, conditional on the event window market returns, the abnormal
returns will be jointly normally distributed with a zero conditional mean and conditional
variance σ2(ÂRiτ) where:

σ 2 (AR̂iτ ) = σ ε2 i +

1 ⎡ (Rmτ − µ̂ m )2 ⎤
1+
⎥
L1 ⎢⎣
σ̂ m2
⎦

[…] [This] conditional variance has two components. One component is the disturbance
variance from [the one-factor market model], and a second component is additional variance
due to the sampling error in αi and βi. This sampling error, which is common for all the event
window observations, also leads to serial correlation of the abnormal returns despite the fact
that the true disturbances are independent through time. As the length of the estimation
window L1 becomes large, the second term approaches zero as the sampling error of the
parameters vanishes […] In practice, the estimation window can usually be chosen to be large enough to
make it reasonable to to assume that the contribution of the second component to the variance of the
abnormal return is zero’ [emphasis added] (p. 21).
Once we obtain our sample abnormal returns, we calculate the cumulative abnormal returns for each
security from τ1 to τ2:

τ2

CAR̂i (τ 1 , τ 2 ) = ∑ AR̂iτ
τ1

whose distribution under the null hypothesis is:

CAR̂i (τ 1 , τ 2 ) ∼ N(0, σ i 2 (τ 1 , τ 2 ))

We then aggregate over events (i.e. days in our event window) to obtain the mean cumulative abnormal
returns:
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MCAR(τ 1 , τ 2 ) =

1 N
∑ AR̂iτ
N i=1

whose variance for large L1 is given by:

var(MCAR(τ 1 , τ 2 )) =

1 N 2
∑σ i (τ 1,τ 2 )
N 2 i=1

Having calculated the mean cumulative abnormal returns,
‘[i]nferences about the cumulative abnormal returns can be drawn using:

MCAR(τ 1 , τ 2 ) ∼ N[0,var(MCAR(τ 1 , τ 2 ))
to test the null hypothesis that the abnormal returns are zero. In practice, because σ2εi is
unknown, an estimator must be used to calculate the variance of the abnormal returns […]
The usual sample variance of σ2εi from the market model regression in the estimation
window is an appropriate choice. Using this to calculate var(MCAR(τ1,τ2)) […] Η0 can be
tested using

θ1 =

MCAR(τ 1 , τ 2 )
∼ N(0,1)
var(MCAR(τ 1 , τ 2 ))1/2

’ (MacKinlay 1997: 24).
The above hypothesis testing approach leans on the assumption that there is no cross-sectional
correlation, which may however exist in cases where the securities belong to the same industry, or the
event window is the same for all securities in our sample, or both. As noted by Brown and Warner
(1985), ‘while extraction of the market factor via the Market Model appears to be sufficient adjustment
for dependence, this result is for randomly selected securities; if instead the securities came from the same
industry group, with clustering there could be a higher degree of cross-sectional dependence in Market
Model excess returns, and measurable misspecification’ [emphasis added] (p. 24). In cases like the one
described by Brown and Warner, alternative hypothesis testing methods than the conventional one
described above may be appropriate. One of these is testing the null hypothesis via the adjusted Patell tstatistic, which will be presented in our event study.
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B. A Brief Overview of the TPP’s Tobacco Negotiations
In the aftermath of the filing by Philip Morris International (PMI) of ISDS complaints against Uruguay
and Australia (in 2010 and 2011 respectively) concerning anti-smoking legislation that the company
alleged had undermined the value of its investment in the respective country,19 public outcry by NGOs
and various civil society groups soon began to mount pressure against the inclusion of ISDS
mechanisms in new, ‘mega-regional’ agreements such as TPP and TTIP. The results of this pressure
began to make themselves evident in the TPP negotiations. During the 19th (and last) formal round of
negotiations, Malaysia and the United States tabled competing proposals on tobacco: the Malaysian
proposal entailed a carve-out of tobacco control measures from the treaty, i.e. the exclusion of both
investor-state and state-state arbitration on tobacco control measures under TPP (Mahmood 2013).
Reports from those negotiations suggested that the Malaysian proposal was chiefly motivated by
pressure from the Malaysian Council for Tobacco Control (MCTC), which considered any TPP-imposed
constraints on Malaysia’s freedom to implement tobacco control legislation as putting the country in risk
of running afoul of its obligations under the World Health Organization’s Framework Convention on
Tobacco Control (FCTC).20 According to some reports, Malaysia had also proposed an exemption of
tobacco products from tariff reductions that would take place under the TPP (Schewel 2013).
On the other hand, the US proposal took a rather more conservative approach to the tobacco
issue in the TPP, opting for language reaffirming that the general exceptions clause that would be
included in the treaty is understood by the Parties as applying to ‘tobacco health measures’, and
proposing the inclusion in the TPP of a provision stipulating that no challenge by a Party of another
Party’s tobacco regulatory measure may be initiated unless prior consultations on the issue have taken
place between the two Parties’ health authorities (USTR 2013). As expected, the US proposal came
under fire from both business and anti-tobacco groups: the former viewed it as improperly singling out
one particular industry, a move which they considered to be a ‘slippery slope’ for further exemptions of
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Philip Morris Brands Sàrl, Philip Morris Products S.A. and Abal Hermanos S.A. v. Oriental Republic of Uruguay, ICSID
Case No. ARB/10/7; Philip Morris Asia Limited v. The Commonwealth of Australia, UNCITRAL, PCA Case No. 2012-12.
20 The FCTC has been ratified by all TPP Parties except the United States, which has signed but not ratified it: https://
treaties.un.org/pages/ViewDetails.aspx?src=TREATY&mtdsg_no=IX-4&chapter=9&clang=_en.
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other types of products from the core rules of TPP;21 the latter considered it a ‘retreat’, and viewed the
particular language used as ‘fail[ing] to prevent tobacco control measures from being challenged as
violations of free trade agreements’ (Biron 2013). By the end of the 19th round of negotiations, the US
had firmly closed the door to the prospect of exempting tobacco from TPP tariff reductions (Japan
Economic Newswire, August 22, 2013), and by the end of 2013 Malaysia had reportedly backed down
from its position on a complete tobacco carve-out (Kamalavacini 2013), a position which continued to
be forcefully pushed by both Malaysian and US public health advocacy groups.
The first mention of a tobacco-specific ISDS carve-out on the US side came in early October
2014, when news reports began circulating that the USTR had ‘informally floated’ the idea with certain
TPP negotiating parties. According to sources quoted by Inside US Trade, ‘the language informally floated
by USTR would exclude tobacco-related challenges from being brought under ISDS but would not
impact other TPP chapters. For instance, it would not exclude tobacco-related challenges from being
brought under state-to-state dispute settlement, and it would not preclude countries from cutting tariffs
on tobacco products’ (Inside US Trade Daily Report 2014). This news breached a critical psychological
barrier, as it was the first time during the negotiations that the idea of a tobacco-specific ISDS carve-out
had emanated from the US camp. The few news reports on this issue during the first half of 2015
indicated that deliberations on the idea were indeed taking place, and that significant pressure was being
mounted both for and against the inclusion of the carve-out in the final treaty text (Inside US Trade
Daily Report 2015).
The situation culminated during the final meeting of TPP Trade Ministers, which was held in
Atlanta, GA from September 30 to October 1, 2015. Late on Wednesday, September 30, the US formally
proposed the inclusion in the TPP of a provision that would, according to news reports from October
1, ‘prevent tobacco control measures from being challenged under the deal’s investor-state dispute
settlement (ISDS) mechanism’ (Inside US Trade 2015). Despite instant reactions by business groups and
certain Members of Congress who spoke out against the proposal, the tobacco carve-out did make it
21

Indicative is the opinion expressed at the time by the vice president for international affairs of the US Chamber of
Commerce, the preeminent US business lobbying group, who characterized the USTR’s tobacco proposal as ‘open[ing]
Pandora’s Box by setting a precedent that others will try to follow for additional “unique” products in ways that could be very
damaging to American workers, farmers and companies.’ This critique by business followed the one mounted against the
previous (2012) proposal, which had suggested the inclusion of language in the general exceptions chapter of the TPP
allowing Parties’ health authorities to ‘adopt regulations that impose origin-neutral, science-based restrictions on specific
tobacco products/classes in order to safeguard public health.’ The proposal went on to stipulate that this language would
create a ‘safe harbor’ for tobacco regulation promulgated by the US Food and Drug Administration (FDA), without however
impinging upon ‘important trade disciplines (national treatment, compensation for expropriations, and transparency) on
tobacco measures.’ The ‘origin-neutral, science-based’ stipulation was seen by business groups as lowering the bar for the
necessity test of Article XX GATT, thus allowing a higher number of US-exports-reducing measures to be justified under the
general exceptions chapter of the TPP, whereas the ‘safe harbor’ language was considered as ruling out state-to-state dispute
settlement with respect to federal tobacco control measures. See USTR (2012); Inside US Trade Daily Report (August 16,
2013).
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into the final TPP text that was signed on October 5, 2015.22 Article 29.5 of TPP, headed ‘Tobacco
Control Measures’, reads:
‘A Party may elect to deny the benefits of Section B of Chapter 9 (Investment) with respect
to claims challenging a tobacco control measure23 of the Party. Such a claim shall not be
submitted to arbitration under Section B of Chapter 9 (Investment) if a Party has made such
an election. If a Party has not elected to deny benefits with respect to such claims by the
time of the submission of such a claim under Section B of Chapter 9 (Investment), a Party
may elect to deny benefits during the proceedings. For greater certainty, if a Party elects to
deny benefits with respect to such claims, any such claim shall be dismissed.’
C. Event Study Design
i.

Selection of Event Dates

We use two events for the purposes of our empirical study. The first pertains to the news that broke out
in early October 2014 regarding the informal circulation by the USTR to certain TPP Parties of the idea
of an ISDS carve-out for tobacco products. The second event we use is the October 1, 2015 news of
the formal proposal placed by the US for a tobacco-specific ISDS carve-out. We do not include any of
the August 2013 news reports pertaining to the then-revised US tobacco proposal, as those reports were
also related to TPP issues other than ISDS which were of interest to the tobacco industry (such as the
issue of tariff reductions for tobacco products, and the US proposal to reaffirm that the general
exceptions clause of the TPP would cover ‘tobacco health measures’). Our main criterion in choosing
event dates is that the event at hand must be regarded as exclusively related to the issue of ISDS for
tobacco control measures under the TPP.
As mentioned above, a key assumption behind the event study methodology is that markets react
instantaneously to any relevant news, with stock prices at any given time reflecting the information
publicly available at that time. Thus, the efficacy of an event study is substantially enhanced when the
time at which the event under examination actually occurred can be pinned down with a relatively high
degree of accuracy. To do so, the most common method used is a search of news reports from various
sources (Inside US Trade, the Wall Street Journal etc.) through online databases such as LexisNexis and
22

For the full text of the TPP, see https://ustr.gov/trade-agreements/free-trade-agreements/trans-pacific-partnership/tppfull-text. The tobacco carve-out is situated in the Exceptions chapter: https://ustr.gov/sites/default/files/TPP-Final-TextExceptions-and-General-Provisions.pdf.
23 Footnote from original text: ‘A tobacco control measure means a measure of a Party related to the production or
consumption of manufactured tobacco products (including products made or derived from tobacco), their distribution,
labelling, packaging, advertising, marketing, promotion, sale, purchase, or use, as well as enforcement measures, such as
inspection, recordkeeping, and reporting requirements. For greater certainty, a measure with respect to tobacco leaf that is not in the
possession of a manufacturer of tobacco products or that is not part of a manufactured tobacco product is not a tobacco control
measure.’ [emphasis added]
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ProQuest. Researching these two databases to find the earliest news reports pertaining to our events of
interest, we zero down on October 7, 2014 for the first event, and October 1, 2015 for the second event.
ii. Description of Dataset
Our event study is conducted with US stocks. Specifically, the dataset was constructed with reference to
the TPP-related lobbying records published online by the Center for Responsive Politics (CRP). We use
the CRP’s opensecrets.org website to identify those publicly traded US tobacco companies, as well as
those publicly traded firms belonging to different industries, for which there is recorded lobbying activity
pertaining to the TPP.24 If a firm was publicly traded, was included in the TPP lobbying list of the
opensecrets.org website, and had available stock quotes since at least April 15, 2014, when the window
for the estimation of the ‘normal returns’ for our first event begins, then it was included in the dataset.
In addition to several listings of individual firms’ lobbying activities, the CRP record also contains
several trade associations, such as the US Chamber of Commerce, the Biotechnology Industry
Organization, and the National Electrical Manufacturers Association. In these cases, the member firms
of these trade associations were tracked down mostly through the respective trade association’s website,
so as to be included in the dataset. It should be noted that, although effort was made to be as exhaustive
as possible in this respect, some companies might have been omitted due to scarcity of publicly available
data on the membership of certain industry associations.
One possible limitation of this study that should be mentioned relates to the sample size for some
of our industries, including the tobacco industry. There are five US tobacco firms with TPP lobbying
activities recorded by CRP: Philip Morris International, Altria Group, Reynolds American, Universal
Corporation and Alliance International. This is an admittedly small sample. However, despite its small
size, we consider this sample to be highly representative of the US tobacco industry, particularly in the
context of the present study. There is a total of eight publicly traded US tobacco-related firms: four of
them are tobacco product manufacturers (cigarettes, rolling tobacco etc.), while the other four provide
various intermediary tobacco-related services (processing of tobacco leaf, manufacturing of specialty
cigarette papers etc.) Of these eight firms, five lobbied for the TPP, including three of the four tobacco
product manufacturers. Given that the tobacco carve-out, as was elaborated above, only applies to
manufactured tobacco products, as well as the fact that the only publicly traded cigarette manufacturing
firm that is not included in the dataset does not operate outside the US (which may explain why no
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For the CRP’s record of firms and trade associations that lobbied for the TPP, see https://www.opensecrets.org/lobby/
lookup.php?type=i&q=Trans-Pacific+Partnership.
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record of TPP-related activity exists for this firm),25 this dataset may be considered as containing those
US tobacco firms that are directly affected by a tobacco ISDS carve-out. 26 In order to control for this
distinction between directly (Philip Morris, Altria, Reynolds) and non-directly (Universal, Alliance One)
affected companies, we will conduct tests both for the aggregated tobacco (n=5) and the manufactured
tobacco groups (n=3).
After obtaining stock data (adjusted closing prices) from Yahoo Finance, we organize the firms by
industry, calculate daily returns for each stock, and create an Excel file for each industry containing dates,
company names, dates, daily market returns and daily stock returns. These Excel files are structured as
follows:
company_id

comnam

date

market_return

ret

10001

Company X

27feb2017

0.00100902

-0.00630705

10001

Company X

24feb2017

0.00149225

0.00420027

10001

Company X

23feb2017

0.0004189

0.00896334

10001

Company X

22feb2017

-0.00108279

-0.00719396

10002

Company Y

27feb2017

0.00100902

-0.00741176

10002

Company Y

24feb2017

0.00149225

-0.00064749

10002

Company Y

23feb2017

0.0004189

0.00129549

10002

Company Y

22feb2017

-0.00108279

-0.00116608

10003

Company Z

27feb2017

0.00100902

-0.00441658

10003

Company Z

24feb2017

0.00149225

0.00070533

10003

Company Z

23feb2017

0.0004189

0.00139913

10003

Company Z

22feb2017

-0.00108279

0.00070029

…

…

…
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The fourth US publicly traded cigarette company is Vector Group. As stated in its SEC filings, the firm does not operate
abroad, and thus has no discernible reason to be invested in the outcome of the negotiations on the TPP’s tobacco ISDS
carve-out. See Vector Group Annual SEC Report for Fiscal Year 2016, http://files.shareholder.com/downloads/AMDA1SNA9V/4015353766x0xS59440%2D17%2D7/59440/filing.pdf, at 3: “At the present time, Liggett and Vector tobacco [i.e.
Vector Group’s tobacco manufacturing and sales subsidiaries] have no foreign operations.”
26 It should be noted that the controversy surrounding the Philip Morris cases could arguably be considered as having singlehandedly instigated the vigorous advocacy in favor of a tobacco carve-out in the TPP.
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We then import each industry’s Excel file in turn into Stata, and conduct our event study as explained in
the following section.
iii. Methodology
We utilize standard event study methodology, estimating normal returns via the one-factor market
model, then measuring and analyzing abnormal returns as per MacKinlay (1997). The market model is:

Rit = ai + βi Rmt + ε it (1)
where Rit is the continuously compounded return on security i on day t, Rmt is the return on a valueweighed index (the S&P 500 has been used in the present study), and εit is the zero-mean disturbance.
Equation (1) is estimated via ordinary least squares (OLS) regression from 121 days before the event to 2
days before the event, a 120-day estimation window. Using the parameters from the above estimation
(the constant α and the market coefficient β), we then calculate abnormal returns as follows:

ARit = Riτ − α̂ i − β̂iτ Rmτ (2)
where the subscript τ denotes days relative to the announcement date. We calculate abnormal returns for
a 3-day event window, in which we include the days before and after the announcement date. We choose
this particular event window so as to account for any information leakage before the announcement
date, as well as any lingering effects after it, while at the same time narrowing the event window down as
much as possible, to prevent confounding effects from influencing our results.
We then calculate cumulative abnormal returns (CARs) for each security, and aggregate across
securities within each industry to obtain mean CARs by industry. Following Patell (1976), we standardize
our CARs by dividing by the standard deviation of the estimation period residual. To conduct hypothesis
testing, we construct Patell t-tests, whose formula is given by:

tP =

MSCAR n
n(m − 4)
= MSCAR
m−2
(m − 2) / (m − 4)

where MSCAR is the mean standardized cumulative abnormal return, n is the number of firms in the
industry, and m is the number of observations (i.e. days, months etc.) in the estimation period. As noted
by Kolari and Pynnönnen (2010), ‘[t]he advantage of the Patell (1976) method […] is that [it] weigh[s]
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individual observations by the inverse of the standard deviation, which implies that more volatile (i.e.
more noisy) observations get less weight in the averaging than the less volatile and hence more reliable
observations’ (p. 6). However, as noted by the same authors, this method does not account ‘for the
possible cross-sectional correlations that can exist when the event day is the same for the firms. Because
stock returns are typically positively correlated, ignoring such correlations leads to underestimation of
the abnormal return variance and, in turn, over-rejection of the null hypothesis of no event effect when
it is true’ (p. 6). Thus, Kolari and Pynnönnen propose an adjustment to the Patell t-statistic, which
consists in multiplying the latter by the factor:

1
1+ (n − 1)r
to form the so-called ‘adjusted Patell t-statistic’:

t AP =

MSCAR n
tP
=
(m − 2) / (m − 4) 1+ (n − 1)r
1+ (n − 1)r

In light of the fact that our event study design entails the estimation of normal returns for samples of
same-industry firms, and within the same event window for all sample firms, we will be using adjusted
Patell t-statistics to control both for event-induced variance as well as for any cross-sectional correlation
in our sample residuals.
iv. Results
As we can see in Table I, the announcement of informal talks taking place among TPP Parties on a
tobacco ISDS carve-out in early October 2014 did not negatively affect the US tobacco industry to a
statistically significant degree. In fact, our test for the manufactured tobacco products group actually
yields statistically significant positive results. Although the statistically insignificant result for the
aggregate tobacco group may be explained by the fact that informal talks may not seem, at first glance,
as constituting an immediately materializable threat for the firms potentially affected, the statistically
significant positive results for the aggregated tobacco group are somewhat perplexing. Given the
counterintuitive nature of this result, the most plausible explanation that we can provide is that some
event during this 3-day window unrelated to the carve-out news is responsible for this finding.
The results for our second event, i.e. the announcement that the USTR had formally proposed an
ISDS carve-out for tobacco manufacturers, are closer to what we would anticipate. Although neither the
aggregated tobacco nor the intermediate tobacco goods groups experienced statistically significant
abnormal returns, the manufactured tobacco group experienced statistically significant negative
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abnormal returns (p-value=0.003). The negative finding here may be explained by the formal nature of
the September 30, 2015 proposal, which would imply a higher probability that a tobacco ISDS carve-out
may actually be implemented than was implied by the October 2014 informal proposal.
TABLE I: TOBACCO INDUSTRY
Event 1: Announcement of Informal Talks on Tobacco ISDS Carve-Out
(October 7, 2014)
Mean CAR

Adjusted Patell
t-statistic

p-value

Aggregated Tobacco (n=5)

0.28%

0.604

0.579

Manufactured Tobacco Products (n=3)

0.83%**

4.36

0.048

Intermediate Tobacco Goods (n=2)

-1.04*

-7.85

0.081

Event 2: Announcement of Formal US Proposal on Tobacco Carve-Out
(October 1, 2015)
Mean CAR

Adjusted Patell
t-statistic

p-value

Aggregated Tobacco (n=5)

-1.24%

-1.30

0.263

Manufactured Tobacco Products (n=3)

-1.70%***

-18.60

0.003

Intermediate Tobacco Goods (n=2)

-0.54%

-0.13

0.917

Notes:
Statistical significance at the 1 %, 5 % and 10 % levels denoted by ***, **, and * respectively.
Estimation window: [-120,-2]
Event window: [-1,+1]

To check the above results, we perform our event study for the second event on the rest of the
industries included in our dataset, so as to ascertain whether the tobacco industry’s performance at the
time differed substantially from the contemporaneous performance of other industries also invested in
the outcome of the TPP negotiations, which were concluded on October 5, 2015, i.e. four days after our
announcement date. The results presented in Table II confirm the exceptional nature of the cigarette
manufacturers’ performance within our event window: 24 out of the 28 ‘control’ industries experienced
statistically significant positive abnormal returns. This rally in stock prices of these industries is most
likely attributable to the news emanating from the TPP negotiations indicating an imminent conclusion
of the treaty. Moreover, it is noteworthy that no industry apart from manufactured tobacco producers
experienced negative abnormal returns.
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TABLE II: OTHER INDUSTRIES
Event 2: Announcement of Formal US Proposal on Tobacco Carve-Out
(October 1, 2015)
Mean CAR

Adjusted Patell
t-statistic

p-value

Aerospace & Defence (n=6)

3.9%***

4.15

0.009

Automobiles & Parts (n=13)

4.15%***

4.23

0.001

Banking (n=21)

1.6%***

3.62

0.002

Beverages (n=5)

3.29%*

2.32

0.081

Business & Managed Services (n=7)

4.66%***

4.42

0.004

Clothing & Footwear (n=25)

1.05%

1.28

0.214

Consumer Electronics (n=5)

4.71%

1.45

0.219

Diversified Financials (n=25)

2.49%***

4.96

0.000

Diversified Retail (n=22)

2.71%***

5.16

0.000

Electronics & Electrical Equipment (n=16)

5.78%***

3.05

0.008

Food & Ingredients (n=23)

2.34%**

2.15

0.043

General Industrials (n=23)

4.87%***

6.11

0.000

Health Services & Equipment (n=22)

1.68%**

2.40

0.025

Industrial Engineering (n=15)

7.48%***

4.03

0.001

Insurance (n=14)

3.23%**

3.02

0.010

Internet Services (n=14)

5.77%***

6.05

0.000

IT Hardware & Software (n=27)

3.24%***

6.76

0.000

Logistics (n=4)

7.88%*

2.67

0.076

Materials (n=23)

10.45%***

4.90

0.000

Media (n=10)

3.66%**

3.15

0.012

Oil & Gas (n=27)

12.11%***

7.10

0.000

Personal Care Products (n=13)

3.16%**

2.40

0.033

Pharmaceuticals & Biotech (n=18)

3.24%**

2.38

0.029

Real Estate (n=2)

2.61%

1.58

0.360

Semiconductors (n=14)

6.56%***

4.48

0.001

Telecommunications (n=6)

5.58%**

2.71

0.043

Transportation (n=6)

3.96

1.37

0.228
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TABLE II: OTHER INDUSTRIES
Event 2: Announcement of Formal US Proposal on Tobacco Carve-Out
(October 1, 2015)
Utilities (n=7)

1.55%**

3.19

0.019

Notes:
Statistical significance at the 1 %, 5 % and 10 % levels denoted by ***, **, and * respectively.
Estimation window: [-120,-2]
Event window: [-1,+1]

At this point, a couple of caveats are in order: first, when interpreting these results, it should be kept in
mind that the particularly small sample size for some of the industries examined has an important
implication with respect to the statistical power of our analysis, namely that stated statistical significance
levels should be read with a degree of caution. This was unavoidable, given that we limited our dataset to
the scope of the CRP’s TPP lobbying records, so as to be able to conduct meaningful comparisons
between the tobacco industry and other industries that lobbied for the TPP. More importantly, given that
the tobacco carve-out does not preclude cigarette companies from filing ISDS complaints unrelated to a
‘tobacco control measure’, we should note that extrapolation from these results is not a straightforward
matter: the shareholders of these cigarette companies may very well be reacting to what they perceive as
losing access to ISDS in general; however, they may also be reacting to the loss of ISDS access with
respect to this particular kind of measure, i.e. ‘tobacco control measures’. Thus, any broadly-stated
conclusions should be avoided, at least until a similar ‘ISDS carve-out’ situation makes itself available in
the future, which will allow us to conduct further empirical studies to validate these findings.
With the above limitations in mind, we do consider the broader picture painted by these results to
provide some preliminary evidence in favor of a correlation between ISDS availability and investor
confidence: the contrast between the negative abnormal returns experienced by the manufactured
tobacco products industry, and the positive abnormal returns experienced by the majority of the rest of
the industries which lobbied for the TPP (with the industries in the minority all exhibiting statistically
insignificant results), suggests that the abnormally negative returns of these tobacco companies’ stocks
within the September 30, 2015-October 2, 2015 window could be attributable to the news of the
tobacco carve-out. Still, further micro-level research is required for any kind of broader conclusions with
respect to the ISDS-investor confidence relationship to be ascertainable.
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IV. Conclusion
This thesis utilized event study methodology to examine the impact on the US tobacco industry of news
reports pertaining to the inclusion of a tobacco-specific ISDS carve-out in the Transpacific Partnership.
The rationale behind this empirical study was to deduce, if possible, certain conclusions regarding
whether and to what extent investors value their access to ISDS. Focusing on two events related
respectively to an informal and a formal proposal of a tobacco ISDS carve-out by the United States to
its TPP negotiating parties, we find that, although the news regarding the informal proposal did not
negatively affect US tobacco stocks, the news on the formal proposal did. Conducting our event study
on other US industries with a manifest interest in the outcome of the TPP talks, which were concluded
just four days after the carve-out announcement, we find that the manufactured tobacco products
industry’s performance within this event window was also exceptional from a comparative perspective, as
most of the other sectors in our dataset experienced statistically significant positive abnormal returns in
the run-up to the October 5, 2015 conclusion of TPP negotiations.
Whilst applying some caution in interpreting our findings, in particular due to the fact that the
provision in question is rather narrowly designed subject-matter-wise, we view the fact that the
manufactured tobacco products industry is the only industry in our dataset for which our event study
yields statistically significant negative abnormal returns - in a dataset comprising exclusively industries
which lobbied for the TPP - as an indication that the prospect of limited ISDS benefits might have had
some negative impact on the confidence of investors in American ‘Big Tobacco’ companies. However, as
mentioned above, these results by no means allow a broadly phrased and general conclusion of the
‘investors care to a significant extent about ISDS’ type. In conjunction with other recent empirical
studies, both quantitative and qualitative in nature, these findings could perhaps be viewed as part of a
narrative according to which investors are just now starting to pay some attention to investment
arbitration, as a result of the increasing publicity that ISDS has received in recent years, a publicity that
has perhaps made many investors aware of the potency of a legal weapon whose mere existence may
until rather recently have eluded them. However, as mentioned above, further micro-level research into
the effects of ISDS on firm-level variables is most certainly required. Should provisions similar to the
TPP’s tobacco carve-out make their way into other trade and investment agreements in the future, it
would be interesting to revisit this issue with more plentiful and diverse data, so as to be able to draw
more general inferences with regard to the importance investors place on ISDS availability.
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Appendix A: Stata Code
*Calculate number of trading days in our sample, define the event date, and generate variable that counts
the time distance between each day and the event date*
sort company_id date
by company_id: gen datenum=_n
by company_id: gen target=datenum if date==td(01oct2015)
egen td=min(target), by(company_id)
drop target
gen dif=datenum-td

*Generate dummy variables for event window and estimation window*
by company_id: gen event_window=1 if dif>=-1 & dif<=1
egen count_event_obs=count(event_window), by(company_id)
by company_id: gen estimation_window=1 if dif<-2 & dif>=-121
egen count_est_obs=count(estimation_window), by(company_id)
replace event_window=0 if event_window==.
replace estimation_window=0 if estimation_window==.

*Estimate normal returns*
set more off
gen predicted_return=.
egen id=group(company_id)
forvalues i=1(1)N {
l id company_id if id==`i' & dif==0
reg ret market_return if id==`i' & estimation_window==1
predict p if id==`i'
replace predicted_return = p if id==`i' & event_window==1
drop p
}

*Estimate abnormal returns*
sort id date
gen abnormal_return=ret-predicted_return if event_window==1

*Generate cross-sectional correlation matrix (e.g. when the industry has 10 firms), and export it to Excel
where we calculate average cross-sectional correlation (r)*
drop if abnormal_return==.
drop company_id comnam market_return ret datenum td dif event_window count_event_obs
estimation_window count_est_obs predicted_return
reshape wide abnormal_return, i(date) j(id)
corr abnormal_return1 abnormal_return2 abnormal_return3 abnormal_return4 abnormal_return5
abnormal_return6 abnormal_return7 abnormal_return8 abnormal_return9 abnormal_return10
matrix list r(C)
putexcel A1=matrix(r(C), names) using [insert name for Excel file]
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*Once we have obtained the cross-sectional average correlation coefficient (r), we reimport the Stata file,
repeat the above steps up to and including the estimation of abnormal returns, and now proceed to
calculate standardized cumulative abnormal returns and generate test statistics and associated p-values*
by id: egen cumulative_abnormal_return = sum(abnormal_return)
by id: egen CAR = max(cumulative_abnormal_return) if dif==0
egen meanCAR = mean(CAR)
egen car_sd = sd(CAR)
by id: gen standardized_CAR = cumulative_abnormal_return/car_sd if dif==0
sort id date
egen AvStandCAR= mean(standardized_CAR)
gen Patell_test = (AvStandCAR*sqrt(N)) / sqrt(118/116)
gen Adj_Patell= Patell_test*sqrt(1/(1+2*(r)))
list company_id cumulative_abnormal_return meanCAR Adj_Patell if dif==0
display tprob(df, Adj_Patell)

Appendix B: Firms in Dataset

Aerospace & Defence

Boeing; Lockheed Martin; Northrop Grumman;
Textron Inc; United Technologies Corp;
AeroVironment Inc.

Automobiles & Parts

General Motors; BorgWarner; Navistar International;
Tenneco; Johnson Controls Inc; Ford Motors Co;
Advance Auto Parts; Autozone; CarMax; Tesla Motors;
Meritor; Gentes; Goodyear

Banking

Bank of America; Wells Fargo; Associated Banc-Corp;
Bank of Hawaii; BB&T; Capital One; Comerica Inc;
Commerce Bankshares; Fifth Third Bank; First
Republic Bank; Fulton Financial; Huntington
Bancshares; KeyBank; M&T Bank; People’s United
Financial; Popular Inc; Regions Financial; SunTrust;
Synovus Financial; United Bancshares; Webster
Financial

Beverages

Coca-Cola; Starbucks; Pepsico; Constellation Brands;
Brown-Forman

Business & Managed Services

Automatic Data Processing (ADP); AECOM; Pitney
Bowes; Cintas Corp; Ecolab; Convergys; Wesco
International

Clothing & Footwear

Nike; Hannesbrands; GAP; Columbia; V.F. Corp;
Caleres; Deckers; Foot Locker; Michael Kors; Shoe
Carnival; Skechers; Steve Madden; Weyco; Wolverine
World Wide; Abercrombie & Fitch; American Eagle
Outfitters; Christopher & Banks; Express Inc; The
Finish Line; L. Brands; PVH Corp; Oxford Industries;
Ralph Lauren; Ascena Retail; Urban Outfitters

Consumer Electronics

GameStop; Electronic Arts; Take-Two Interactive;
Activision Blizzard; TiVo Corp.
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Diversified Financials

MasterCard; Visa; JP Morgan; Morgan Stanley;
Citigroup; Berkshire Hathaway; Blackstone Group;
American Express; Ameriprise Financial; BlackRock;
NASDAQ; S&P Global; Western Union; CIT Group;
Discover Financial; Lazard; LPL Financial; Northern
Trust; PNC Financial Services; Raymond James
Financial; BNY Mellon; Charles Schwab Corp;
Goldman Sachs; Stifel Financial; Piper Jaffray

Diversified Retail

Walmart; Target; J.C. Penney; Dollar General; Lowe’s;
Sears; Walgreens Boot Alliance; Big Lots; Cabela’s;
Costco; CVS; Dillard’s; Dollar Tree; Kohl’s; Kroger;
Staples; TJX; Tractor Supply Co; Ross Stores; Best
Buy; Macy’s; Home Depot

Electronics & Electrical Equipment

Emerson Electric; Harman International Industries;
Harris Corp; Parker Hannifin; Black & Decker; Acuity
Brands; Ametek Inc; Belden; Cree Inc; Encore Wire
Corp; General Cable; Itron Inc; Littelfuse; RegalBeloit; Proto Labs Inc; Whirlpool

Food & Ingredients

CHS Inc; Hershey; Tyson Foods; YUM! Brands;
Campbell Soup; Dunkin Brands; Conagra Brands;
Mondelez; Whole Foods; Archer Daniels Midland;
Alexander & Baldwin; Sanderson Farms; Seaboard;
Domino’s; General Mills; Monsanto; Sysco; Chef ’s
Warehouse; Hormel Foods; J.M. Smucker; WhiteWave
Foods; Fresh del Monte; McCormick & Co.

General Industrials

Graphic Packaging Holdings; Greif Inc; Packaging
Corp. of America; Sonoco Products; Ball Corp; 3M;
FMC Corp; Illinois Tool Works; Arconic; A.O. Smith;
Honeywell; ITT Corp; Xylem; General Electric;
Spectrum Brands; Masonite; Snap-On; Masco Corp;
NCI Building Systems; Steelcase Inc; Lincoln Electric;
Silgan Containers; Trinity Industries

Health Services & Equipment

C.R. Bard; Beckton, Dickinson & Co; Baxter
International; Abbott Laboratories; Cigna Corp; Varian
Medical Systems; Zimmer Biomet; Stryker Corp;
Medtronic; Aetna; Anthem; Cardinal Health; DaVita;
Express Scripts; Hospital Corp; Humana; McKesson
Corp; Tenet Healthcare Corp; Hologic; Landauer;
Navidea Biopharmaceuticals; Agilent Technologies;

Industrial Engineering

Insurance

Intermediate Tobacco Goods

Caterpillar; Cummins Inc; Ingersoll-Rand; AGCO
Corp; Deere & Co; Fluor Corp; Huntington Ingalls;
Modine Manufacturing; Ashland Industries; Astec
Industries; Terex Industries; Columbus McKinnon;
Manitowoc; Titan Machinery; Manitex International;
Aflac; AIG; Assurant; Reinsurance Group of America;
MetLife; Prudential Financial; The Travelers
Companies; Principal Financial Group; Total System
Services; Allstate; Genworth; Lincoln Financial;
Primerica; UNUM Group;
Alliance One; Universal Corp.
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Internet Services

IT Hardware & Software

Logistics
Manufactured Tobacco Products

Materials

Google; salesforce.com; Yahoo; eBay; Amazon;
Expedia; Facebook; Groupon; IAC; TripAdvisor;
Akamai Tech; Verisign; WorkDay; Yelp
Oracle; HP Inc; IBM; CA Tech; NCR Corp; Autodesk;
Microsoft; Xerox; Motorola Solutions; Western Digital;
Teradata; Adobe Systems; Ansys; Apple; Intuit; PTC
Inc; Rockwell Automation; Rosetta Stone; Symantec;
Cisco; Computer Sciences Corp; Brocade; Cognizant;
Palo Alto Networks; Red Hat Inc; Zebra Technologies;
NVIDIA;
UPS; FedEx; World Fuel Services; Harsco Corp;
Philip Morris International; Altria Group; Reynolds
American Inc.
Nucor Corp; International Paper Co; LyondellBasell;
Eastman Chemical; du Pont; AK Steel; CF Industries;
Dow Chemical; Freeport-McMorran; Corning; Owens
Corning; Schnitzer Steel; Deltic Timber; Domtar Corp;
Glatfelter; United States Steel; Cliffs Natural
Resources; PPG Industries; Celanese; SunCoke
Energy; KapStone Paper & Packaging; Resolute Forest
Products; Trecora;

Media

Time Warner; Comcast; 21st Century Fox; QVC;
Interpublic Group of Companies; Thomson Reuters;
Wiley; Walt Disney; Viacom; Dish Network;

Oil & Gas

ExxonMobil; AES Corp; Chevron; Anadarko
Petroleum; ConocoPhillips; Marathon Oil; NextEra
Energy; Phillips 66; Marathon Petroleum; Apache;
BHP Billiton; Cabot Oil & Gas; Chesapeake Energy;
Cimarex; Devon Energy; Energen; EOG Resources;
Laredo Petroleum; Newfield Exploration; Noble
Energy; Pioneer Natural Resources; QEP Resources;
Range Resources; National Fuel Gas; SM Energy;
Southwestern Energy; Baker Hughes

Personal Care Products

Procter & Gamble; Estee Lauder; Ulta Beauty; Signet
Jewelers; Johnson & Johnson; Church & Dwight;
Colgate-Palmolive; Revlon; Clorox; Kimberley-Clark;
Edgewell Personal Care Products; Nu Skin; Sally
Beauty

Pharmaceuticals & Biotech

Pfizer; Abbvie; Merck & Co; Amgen; Mylan; Allergan;
Celgene; Bristol-Myers Squibb; Biogen; ACADIA
Pharmaceuticals; Alexion Pharmaceuticals; BioMarin
Pharma; Eli Lilly & Co; Orexigen Therapeutics; Vivus;
Albany Molecular Research; Cambrex Corp; INSYS
Therapeutics;

Real Estate

Semiconductors

CBRE Group; Realogy Holdings
Lam Research; Texas Instruments; Qualcomm; Intel;
Advanced Micro Devices; Analog Devices; Integrated
Device Technology; Intersil; Marvell Tech Group;
Maxim Integrated; Micron Technology; ON
Semiconductor Co; OSI Systems; Applied Materials;
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Telecommunications

Verizon; AT&T; American Tower Corp; Frontier
Communications; Telephone & Data Systems Inc;
Sprint Corp;

Transportation

Norfolk Southern Railway; Union Pacific Corp;
Genesee Wyoming; CSX Corp; Kansas City Southern;
American Airlines

Utilities

Sempra Energy; American Electric Power; Duke
Energy; Edison International; Pacific Gas & Electric;
Southern Company; DTE Energy
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