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Abstract and Keywords

South Korea’s foreign economic relations have diversified from its past dependency on 
the United States and Japan during the Cold War period. China and ASEAN have become 
more important trading partners to Korea than the United States, Japan, or the EU. But, 
in investment relations, the United States, Japan, and the EU still play a critical role in 
Korea in terms of both inward foreign direct investment and portfolio investment. 
Responding to these structural changes in its foreign economic relations, the Korean 
government has pursued a multitrack foreign economic strategy in which it makes 
strenuous efforts to strengthen economic ties with China, ASEAN, and other Asian 
economies, while still remaining loyal to its existing bilateral relations with the United 
States, Japan, and the EU.

Keywords: South Korea, export-oriented development, free trade agreement, financial liberalization, foreign direct 
investment

SINCE its industrial takeoff in the early 1960s, South Korea (hereinafter Korea) has become 
a major trading nation in the global economy. Its trade volume has increased almost 
3,000 times from $357 million in 1961 to $1.06 trillion in 2012 (KITA, Trade Statistics 
portal). During the same period, what used to be an aid-dependent economy has become 
an aid-providing economy. By 2011, the total volume of Official Development Assistance 
(ODA) increased to over $1.3 billion (Korea Eximbank, ODA Statistics portal). Korea’s 
international investment position has enlarged significantly as well. At the end of 2012, 
outstanding foreign assets amounted to $842 billion and foreign liabilities to $945 billion, 
which altogether far exceeded the gross domestic product (GDP) for the year—$1.1 
trillion (Bank of Korea, Economic Statistics portal). How did Korea achieve such a 
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remarkable transformation? How did Korea’s foreign economic relations evolve as 
successfully during this period?

This chapter addresses these questions by focusing on the role of the Korean government 
in formulating and implementing economic policies toward trade and investment. The 
Korean government was the rule-setter in building domestic institutions and defining 
government-business relations. Until the 1980s, it employed an export-oriented 
development strategy and directed private firms to focus on exports by controlling both 
domestic and foreign financial resources. This pattern of government dominance then 
changed gradually from the early 1990s with the arrival of democratic regimes and the 
growing economic power of many business actors. The Asian financial crisis of 1997–98 
then triggered a drastic policy shift to further economic liberalization; domestic interest 
groups gained increasing prominence in the formulation of foreign economic policies. 
Nonetheless, the Korean government remains a principal rule setter in the country’s 
economic policies.

The Korean government was also a rule-adjuster in foreign economic relations, 
combining both reactive and proactive strategies in a changing international 
environment. Power configurations in international politics have confined the scope and 
direction of Korea’s foreign economic policies. During the Cold War period, the Korean 
government tried to take advantage of the US hegemonic order wherein Korea could 
secure favorable trade and investment relations with the United States in return for 
actively participating in US-led security alliances. With the collapse of the Cold War 
system, the focus of Korea’s trade and investment relations has increasingly shifted 
toward Asia. Responding to this structural change, the Korean government has worked to 
develop multilateral ties in its global and regional economic relations while still 
remaining loyal to the country’s existing bilateral relations with the United States and 
other former principal trading partners—Japan and the European Union (EU).

This chapter has three sections. The first section reviews the institutional foundations 
that supported Korea’s export-oriented development strategy. The second section 
examines the changes that took place in Korea’s trade relations and policies from the 
early 1980s to the present. The third section explores the sequence and consequences of 
deregulation for cross-border capital flows both before and after the financial crisis of 
1997. The chapter concludes with a brief discussion of the key challenges that the Korean 
economy has faced and will face in its foreign economic relations.

11.1. The Industrial Takeoff: The 1960s and 
1970s

(p. 200) 
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Korea’s industrial takeoff occurred under a military dictatorship, the leadership of which 
was committed to economic development (Kim and Vogel 2011; Lee 2005). Korea 
experienced one of its exceptionally strong presidencies during this period. President 
Park’s position rested at the top of three major branches of the state—executive, 
legislature, and judiciary. He had the power to dissolve the National Assembly and 
appoint one-third of its members using the Yushin constitutional revision in 1972. He also 
held complete power over the nomination of party candidates for legislative elections. No 
other individuals or groups exercised effective veto power in the legislative process. As a 
result, the president’s decisions were critical in formulating and implementing the 
government’s policies in general, particularly its economic policies.

Park was firmly committed to economic development, and pursued this goal consistently. 
He proclaimed “economy first-ism” (gyungjejeiljuwi) as the guiding goal of the 
government’s economic policies (Park 1962a); he launched a Five-Year Economic 
Development Plan in January 1962. This plan stayed in place until 1996 and was based on 
the idea of “guided capitalism.” Park believed that the government should direct and 
discipline the private sector, not only through moral persuasion and the instillation of 
party members in the sector, but also through government fiat (Park 1962a, 1962b). 
Using this guiding idea, the Park administration (1961–79) tried to create a 
government-directed model for economic development (Amsden 1989; Jones and SaKong 
1980; Kohli 2004). This approach embraced a mixture of economic planning and market-
conforming institutional elements, which resembled the models followed in Japan, 
Taiwan, and other Asian countries during their own high economic growth periods (Deyo 
1987; Johnson 1987).

11.1.1. Consolidating the Export-Target System

The Park administration shifted its developmental strategy from import-substitution to 
export-oriented industrialization in the mid-1960s following the failure of the initial 
economic reforms in the early 1960s and political pressure from the US government 
(Haggard, Kim, and Moon 1991; Tadashi 1991). The nation’s entire economic system was 
redesigned to support exports. Indeed, promoting exports was the single most important 
goal of the economic policies pursued during the Park administration. Park repeatedly 
emphasized that promoting exports was the only way for Korea to escape the poverty trap 
and build a strong and wealthy nation (Park 1970, 1971).

The Park administration introduced an export-targeting system in early 1962 and then 
strengthened its functions by employing an export-oriented developmental strategy in the 
mid-1960s. The Ministry of Commerce and Industry (MCI) set an annual target for total 
commodity exports in the early part of each year and allocated that annual export target 
to related industrial associations. The MCI monitored the export performance of those 
targeted areas and reported to the Monthly Export Promotion Conference, which was 
first established in February 1965 and remained in service until the end of 1979. Through 
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this Monthly Conference the government was able to pressure all export-related firms in 
Korea to achieve their targeted export volumes.

President Park personally presided over the Monthly Conference to ensure that it would 
be the final decision-making apparatus on export-promotion measures and investments. 
All cabinet members, heads of major financial institutions, business association leaders, 
and representatives of major export firms attended the conference, and the president 
often decided major policies or measures during the conference. It thus functioned, on 
the one hand, as a mechanism to compel the economic ministries of the government to 
achieve their targeted performance criteria, and on the other hand, as a communication 
channel to strengthen government-business cooperation with the goal of promoting 
exports (Kang 1996); it often resulted in collusive ties between government and the 
business elite (Ha and Kang 2010).

11.1.2. Consolidating the Government-Directed Financial System

Chronic capital shortage—especially lack of foreign capital—was one of the critical 
impediments that had to be overcome in order to foster more exports. In the 1960s a 

formal financial sector was yet to be developed fully, and as a result, financial 
activities were mediated primarily in the curb market (Cole and Park 1983). Further, 
Korea was suffering from a shortage of US dollars that were required to import raw 
materials and energy resources for export-processing businesses. To overcome this 
unfavorable financial situation, the Park administration decided to create a government-
directed financial system.

The first step the Park administration took was to nationalize all commercial banks 
following the military coup in May 1961. The administration then established various 
government-controlled special financial institutions. It expanded the functions of the 
Korea Development Bank, which had been established in 1954, to provide long-term loans 
to the export-related manufacturing sectors. Another measure was to place the Bank of 
Korea under the direct control of the Ministry of Finance (MOF). As a result, all financial 
intermediaries quickly lined up under the direction of the MOF, and the government 
gained monopolistic controlling power over credit allocation (Cole and Park 1983; Woo-
Cumings 1991). The government further maintained a multiple interest rate system, 
applying far lower interest rates to loans provided to export-related, manufacturing 
sectors than for ordinary commercial loans (Kim 1991, 143). It also provided various 
kinds of policy loans—the usage of which was rigorously controlled by the government—
to support the export-related manufacturing sectors. In the 1970s these policy loans 
constituted about half of the total credit provided by domestic financial institutions, and 
the government further allocated the majority portion of those policy loans to export-
related industrial sectors (Bahl, Kim, and Pak 1986; Cho and Kim 1997).

(p. 202) 
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The Park administration countered the lack of available foreign capital by establishing a 
government-guaranteed foreign borrowing system. Under this scheme, Korean firms 
seeking to borrow from abroad first had to obtain the approval of the Economic Planning 
Board, which in turn sought approval from the National Assembly for the issuance of 
guarantees that would cover repayment of foreign loans. The borrower was ultimately 
supposed to repay the loans, but in the event of default the government would repay the 
loans because the borrower was underwritten by both the Korea Development Bank and 
the Bank of Korea (Cole and Park 1983, 60).

This government-guaranteed system enabled the Park administration to pursue an 
investment-driven development strategy, as it could now fill the widening gap between 
gross domestic savings and investments by borrowing funds—both public and commercial 
loans—from abroad. Indeed, growing foreign debt was one of the key features of Korea’s 
investment-driven economic growth in the 1970s. The total external debt rose rapidly 
during this period, from a negligible amount of $89 million in 1962—which was only 3.8 
percent of gross national product (GNP)—to more than $27 billion in 1980, or about 48.2 
percent of GNP (Cho and Kim 1997, 43).

This program also enabled the Park administration to channel foreign loans toward 
selected strategic industrial sectors and their firms. The government chose particular 
private firms and gave them a privileged right to access foreign loans. For example, 
during the heavy and chemical industrialization period (1973–79), the government 
designated key industrial sectors—such as steel, machinery, shipbuilding, and chemical 
industries—and channeled both foreign loans secured by government approval 
and domestic bank loans toward selected firms and compelled favored firms to invest in 
the strategic industrial sectors (Kim 2004). Those heavy and chemical industrial sectors 
needed a large scale of initial investment to build facilities, and at the same time, private 
firms could not borrow foreign and domestic commercial loans without the government’s 
approval.

The Park administration preferred these government-controlled loans to other forms of 
inward foreign investment. One of the critical underlying motivations was to minimize 
foreign ownership—mostly Japanese—as well as more general foreign control of domestic 
industries (Cole and Lyman 1971). The Korean government did not want to lose its 
control or its power to allocate foreign capital to its own selected strategic industrial 
sectors and firms. This policy pattern regarding foreign capital was different from some 
other Asian countries and their pursuit of development strategies reliant on foreign direct 
investment (FDI) that have appeared in the instances of China and other Southeast Asian 
economies over the past two decades.

11.1.3. The Influence of Geopolitics

(p. 203) 
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The geopolitical environment during the Cold War era constrained Korea’s foreign 
economic relations, yet enabled Korea to access US markets more easily. For example, US 
foreign aid, provided under the aegis of the Korea–United States Mutual Security Act of 
1953, was the most important economic resource for the Korean economy in the 1950s. 
Excluding technology aid, the amount of US foreign aid from 1953 to 1960 totaled $1.9 
billion: roughly 72 percent of the national budget, and about 80 percent of domestic 
capital accumulation during that period (Lim 1985, 49). This dependence on US foreign 
aid in the 1950s limited the capacity of the Korean government to initiate its own long-
term economic development plans, as the foreign aid was provided only sporadically (Lee 
2002). For instance, the Kennedy administration (1961–63) reduced the total amount of 
foreign aid to Korea, and that policy shift made it more difficult for the Park 
administration to secure foreign exchange, specifically US dollars.

The geopolitical context of the Cold War system, however, provided a favorable economic 
environment for Korea. Korea’s participation in the Vietnam War clearly highlights the 
peculiar characteristics of the Cold War, in which trade-offs often occurred between the 
security interests of the United States as a hegemonic power and the economic interests 
of Korea and other East Asian economies (Castells 1992). During the period from 1965 to 
1973 when the Korean government dispatched more than 300,000 troops to the Vietnam 
War, the share of the US market in Korean exports was more than 50 percent. By 
participating in the Vietnam War, Korea received increased US military assistance, which 
amounted to 7.2 percent of GNP in 1965 (Woo-Cumings 1991, 85–93), and many 
commercial loans from other advanced countries were secured with the help of the US 
government (Kim 1975, 263–4).

Under the bipolar global order of the Cold War era, it was critical for the Korean 
government to launch development strategies that could help it to gain recognition and 

substantial economic support from the United States (see also Snyder and Easley 
chapter). The Park administration undertook relentless efforts to become a loyal 
participant in the US-led military and strategic alliances in Asia, and in return for this 
commitment Korea gained favorable access to US markets. This structural and 
geopolitical condition was critical to the success of Korea’s export-oriented development 
strategy. However, this peculiar pattern of economy-security relations began to change 
gradually in the early 1980s as the United States began to suffer from chronic current 
account deficits and the Korean economy became further integrated into the global 
economy. Responding to this changing external environment, the Korean government 
pursued a series of economic liberalization moves; foreign economic policies changed as 
well, increasingly emphasizing multilateral and regional trade relations.

11.2. Growing Trade via Divergence from the 
1980s to 2012

(p. 204) 
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The export-oriented development strategy set out by the Park administration was based 
on a mercantilist view of international trade in the sense that the Korean government 
projected trade relations as a zero-sum game and made relentless efforts to produce 
trade surpluses. This mercantilist view has had lasting impacts on Korea’s trade policies 
even after the democratic transition in the late 1980s, regardless of political regime type. 
Indeed, one of most critical legacies of the Park administration to succeeding 
administrations was that they could not escape from the ongoing imperative of producing 
trade surpluses through promoting exports.

However, Korea was not able to produce trade surpluses until the mid-1980s, despite 
continued efforts to promote exports. One of the primary reasons for this delay was the 
country’s poor natural resource endowment. Korea had to import most of the raw 
materials for its export-processing economic activities and energy resources used for 
industrial purposes. Another structural reason was the limited number of trading 
partners. Korea’s trade relations were overwhelmingly concentrated on the United 
States, Japan, and the European Union (EU) until the early 1990s. Its trade dependency 
on the US economy increased in the 1980s, and trade relations with these principal 
trading partners then peaked in 1990.

The collapse of the Cold War system created historical impetus for Korea to diversify its 
trade relations away from longtime partners. In August 1992 Korea normalized full 
diplomatic relations with China, an adversary during the Korean War (1950–53). Since 
that normalization, Korean-Sino economic relations have deepened remarkably. China 
became Korea’s largest trading partner in 2005, and Korea’s trade relations with China 
have been the largest source of Korean trade surpluses for the past decade. Meanwhile, 
the Association of Southeast Asian Nations (ASEAN) became Korea’s second largest 
trading partner in 2010.

11.2.1. Change in Trade Relations

The greatest changes in Korea’s trade relations over the past two decades have been 
driven by the rise of China and ASEAN and the relative decline of the traditional principal 
trading economies. China has become both the largest trading partner and the largest 
source of trade surplus for Korea over the past decade. To Korea, ASEAN has become 
both the second largest trading partner and the second largest source of trade surplus for 
the past few years.

Korea’s trade volume increased in the 1970s, reaching $10 billion of exports in 1976, but 
its trade balance did not improve until the mid-1980s despite continued efforts to 
promote exports over imports. That situation, however, changed in the 1980s. During the 
1980s, trade volume grew by leaps and bounds, and the Korean trade balance turned to 
surpluses from 1985 to 1990. In the 1980s, Korea’s principal export markets were the 
United States, Japan, and the EU. Out of a total export volume ($17.5 billion) in 1980, the 
share of these three primary markets exceeded 60 percent, and a decade later in 1990 
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the share reached more than 65 percent. In particular, the US market share grew in the 
1980s from 26.3 percent in 1980 to 35.5 percent in 1985, and then dropped back to 29.8 
percent in 1990. The share of Japan and the EU in Korea’s exports peaked in 1990 (KITA, 
Trade Statistics portal).

Korea’s trade relations, however, began to diverge from heavy reliance on these three 
economies in the early 1990s, in particular, in response to the rise of China. In the 2000s 
China became the most important destination for Korea’s exports. As of the end of 2010, 
if we include the Hong Kong portion as exports to China, China’s share reached 30.5 
percent of Korea’s total exports. This amount is almost three times larger than that of the 
United States. In 2012, ASEAN’s share in Korea’s exports (14.4 percent) exceeded that of 
the United States, Japan, or the EU.

A similar trend occurred for Korea’s imports. The relative share of the United States, 
Japan, and the EU has been in decline since the early 1990s, while the share of China, 
ASEAN, and India has increased. Japan was the most important source of imports to 
Korea until the early 2000s, but its share has since decreased from a peak of 26.6 percent 
in 1990 to 12.4 percent in 2012. Korea’s import reliance on the United States has 
declined more rapidly, from 24.3 percent in 1990 to 8.3 percent in 2012. In contrast, as of 
2012 China has become the second largest importing source. As with the case for 
exports, Korea’s imports from ASEAN are now larger than imports from either the EU or 
the United States.

It is important to note that Korea has maintained trade surpluses with its principal 
trading partners and regions, except in its trade with Japan and with OPEC member 
countries. This aspect highlights two distinctive features of Korea’s trade relations. First, 
the industries producing basic material and parts in Korea did not grow at the same rate 
as the growth of exports. When Korea shifted its development strategy to an export-
oriented one, export-related Korean firms were using imported parts and basic materials 
predominantly from Japan. As a result, since the mid-1960s the primary reason for the 
trade deficit with Japan has been growth in the importation of parts and basic 
materials from Japan. This deficit reached $24.3 billion dollars in 2010. However, the 
dependence on Japan has diversified toward China and ASEAN over the past two 
decades. Korea’s trade in parts and basic materials with China and ASEAN has sharply 
increased during the past decade, while the share of Japan, the United States, and the EU 
has decreased. Korea has produced growing trade surpluses in trading parts and basic 
materials with China and ASEAN as well, clearly reflecting the changing configurations of 
Korean production networks.

Second, the demand to secure more foreign energy resources has been on the rise. Oil 
imports from OPEC members have been the largest single item of Korea’s imports since 
the country’s industrial takeoff in the 1960s. For the past decade, Korea’s demand for 
foreign energy resources has skyrocketed because its domestic energy production is 
limited. Indeed, securing more foreign energy resources was one of the top policy 
priorities for Korea’s foreign economic policies during the Lee Myung-bak administration 
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(2008–13). In this context, the Korean government has tried to participate in energy 
industries in Central Asia, while also expanding bilateral economic ties with Kazakhstan, 
Uzbekistan, Turkmenistan, Kyrgystan, and Tajikistan (Yoon et al. 2010). It has also tried 
to participate in developing natural gas in Siberia and importing it via North Korea (Shin 
2012), while at the same time pursuing stronger energy ties with Mongolia, especially as 
a means of developing renewable energy resources. It appears highly likely that Korea’s 
economic ties with ASEAN, South Asia, and Central Asia will be further strengthened in 
the future as Korea’s production networks become increasingly regionalized and 
intraindustry trade is strengthened.

11.2.2. Strengthening a Multitrack Foreign Economic Strategy

The Korean government’s trade policies began to change gradually in the early 1990s as 
Korea’s trade relations became more globalized and diversified. The Korean government 
started to put as much effort into becoming a participant in building strong multilateral 
governance as it did in promoting bilateral trade relations with its more conventional 
principal trading partners. Although the traditional mercantilist view still lingers in the 
policy community, the Korean government’s commitment to a free trade regime has 
strengthened as well.

Korea’s trade environment has greatly changed since the early 1990s. At the global level, 
the General Agreement on Tariffs and Trade (GATT) became the World Trade 
Organization (WTO) in 1995; consequently, trade in services and investment has become 
more significant in multilateral trade negotiations. At the regional level, economic 
integration among all Asian countries has deepened, both in trade and investment 
relations (see Part IIIB generally in this volume). At the bilateral level, the number of free 
trade agreements (FTAs) has rapidly increased over the past decade. The Korean 
government has worked to cope with the changing trade environment at global and 
regional levels in a proactive way, not only by expanding the trade-related functions of 

the government, but also by shifting its trade-related strategy from one that was 
bilateral to a multitrack approach.

The first such attempt was to establish an Office for the Ministry for Trade (OMT) within 
the Ministry of Foreign Affairs in March 1998. The Kim Dae-jung administration set up 
the OMT, emulating the Office of the United States Trade Representative (USTR) and 
assigning it ministry responsibility for trade-related foreign economic policies. The 
organizational structure of the OMT highlights the multitrack approach that the Korean 
government has pursued, namely, combining both bilateral and multilateral approaches. 
The OMT was composed of four major bureaus: (1) a multilateral trade bureau, which 
handled relations with the WTO and other multinational organizations for trade and 
investment; (2) a regional trade bureau, with responsibility for strengthening economic 
ties with APEC, ASEM, and other regional trade arrangements; (3) an FTA bureau, which 
planned and negotiated FTAs; and (4) an international economic bureau, which 
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coordinated economic cooperation issues at the global and regional levels, such as the 
United Nations Framework Convention on Climate Change and the East Asia Forum.

Of the four functions of the OMT, the Korean government has given priority to expanding 
FTAs. The OMT initiated the first FTA with Chile in 1999 and concluded it in February 
2002. Since then, the Korean government has made an aggressive effort to expand FTAs 
and has concluded an impressive number of these: Singapore (2006); EFTA (2006), 
involving Iceland, Liechtenstein, Norway, and Switzerland; ASEAN (2006–9); India 
(2010); the EU (2011); Peru (2011); the United States (2012); Turkey (2013); and 
Columbia (2013). As of May 2013, the Korean government is negotiating further FTAs 
with Indonesia, China, Vietnam, and the ASEAN+6 grouping through the proposed 
Regional Comprehensive Economic Partnership (RCEP). It is currently preparing to 
initiate or resume FTA negotiations with Japan, MERCOSUR, Canada, Mexico, six Gulf 
Cooperation Council countries—Saudi Arabia, Kuwait, the Arab Emirates, Qatar, Oman, 
and Bahrain—Australia, New Zealand, and certain Central American countries (FTA hub 
of the Korean government).

The contents of these FTAs vary, depending on the negotiations reflecting the economic 
interests and situations of Korea and its specific FTA partners. However, the Korean 
government has sought to develop comprehensive FTAs that cover trade in goods, 
services, investment, economic and technical cooperation, intellectual property, and 
dispute settlement procedures. A notable example is the Korea-ASEAN FTA. The Korean 
government has expanded the scope of its FTA with ASEAN from an agreement on trade 
in goods (2006) to trade in services (2007), and then to investments (2009). This 
expanding scope of the Korea-ASEAN FTA reflects the recent rise of ASEAN in Korea’s 
trade and foreign investment environment. In turn, this strengthened FTA focus has 
contributed to deepen economic ties between Korea and ASEAN.

To date, Korea’s FTAs have worked as a positive building block to promote freer trade at 
both regional and global levels. Opponents of increasing FTAs have often claimed that 
FTAs may work against strengthening a free trade regime at the multilateral level (Kawai 
and Wignaraja 2011; Menon 2005). Still, Korea’s agreements do not appear to be 

creating a stumbling block against other countries or regions (Lee and Park 2005). As we 
have seen above, Korea’s FTA partners are global, and the scope and content of the FTAs 
pursued by the Korean government indicate that Korea does not aim to be a member of a 
closed regional trade block. It looks as though Korea will remain committed in the 
foreseeable future to building more open and freer trade relations regionally and globally.

11.3. The Dynamics of Cross-Border 
Investment: From the 1980s to 2012

(p. 208) 
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11.3.1. Foreign Exchange Liberalization and the Financial Crisis of 
1997

As with trade relations, the government-directed financial system began to be liberalized 
gradually in the early 1980s. The Chun Doo-whan administration (1981–88) began to 
loosen the restrictions for cross-border capital flow when the Korean economy began to 
accumulate sizable current account surpluses in the latter half of the 1980s. For the first 
time since the industrial takeoff in the early 1960s, gross domestic savings began to 
exceed gross domestic investments, and the ratio of foreign debt to GNP began to decline 
as well. Based on this improving condition in the balance of payments, the government 
accelerated the deregulation of foreign exchange transactions.

A real turning point, however, came with the democratic transition that occurred in late 
1987. The Roh Tae Woo administration (1988–93), came into power through the first 
direct presidential election since 1971. Concurrently, however, the ruling party failed to 
gain majority status in the legislative election of April 1988. In the presidential election of 
1987, Roh gained only 36.6 percent of the popular vote. He was not able to free himself 
from the popular criticism that he was closely identified with the past military 
dictatorship, due to his military career and involvement in the Chun administration and 
the December 12 military coup of 1979, which enabled its establishment. A legislative 
gridlock reflecting a divided government, which often occurs in a presidential system, 
thus occurred for the first time in Korean party politics. Roh attempted to address the 
situation by merging his ruling Democratic Justice Party with two opposition parties of 
the time—the Reunification Democratic Party and the New Korean Democratic Party—to 
create the Democratic Liberal Party (DLP) in 1990. The DLP and the Roh administration 
attempted to justify this three-party merge by emphasizing the need to maintain strong 
political power if Korea was to continue the democratization reforms and accelerate 
economic liberalization (Kim 2003). In this context, the Foreign Exchange Management 
Act (FEMA) was amended in 1991, and under the FEMA scheme the restrictions on 
financing options for overseas offices were eased. Firms were permitted to raise funds 
abroad, regardless of the amount, with approval from the foreign exchange bank 
(Johnston, Darbar, and Echeverria 1997).

The succeeding Kim Young-sam administration (1993–98) was the first civilian 
government after a three-decade-long military dictatorship. It pursued far more 
aggressive economic liberalization measures within the framework of segewha, the 
Korean buzzword for globalization (Kim 2000). In terms of foreign exchange transactions, 
the Kim administration also launched a series of deregulatory measures. In April 1993 the 
government permitted various nonbank financial institutions (NBFIs) and large Korean 
global conglomerates, known as chaebols, with a record of positive performance in 
foreign transactions in excess of $100 million, to hold foreign currency overseas; it also 
raised the limit on foreign currency from $10 million to 10 percent of the value of 
external transactions. Further, in 1996 the government abolished the limits on 
investments in foreign securities by individuals and general corporations (Johnston, 
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Darbar, and Echeverria 1997). As a result, foreign borrowing and foreign investments by 
various NBFIs and chaebols greatly increased, ultimately leading to financial crisis in late 
1997 (Coe and Kim 2002; Kang 2009; Lee 2011).

The Kim administration also liberalized capital accounts in a rush way without 
institutionalizing any proper oversight mechanism. For example, financial regulatory 
authorities did not strictly regulate short-term foreign borrowing by NBFIs and chaebols, 
calling this a trade-related category (Special Commission for the Investigation of the IMF 
Crisis 1998). Moreover, the regulatory authorities imposed stricter regulations on long-
term borrowing than they did on short-term borrowing. Firms and banks were required to 
obtain permission from regulatory authorities for their long-term foreign borrowing, but 
they did not have to obtain permission from these authorities for short-term foreign 
borrowing. Further, domestic financial institutions were not obliged to report any 
financial transactions conducted by their overseas branches. Under these circumstances, 
banks, NBFIs, and chaebols had an incentive to engage in short-term borrowing, thus 
leading to a mismatch between short-term foreign debt and available foreign exchange 
reserves (Cho 2001; Kang 2006).

This rapid capital account liberalization was motivated by the Kim administration’s desire 
to prove its superiority over the past military governments by gaining membership in the 
Organization for Economic Cooperation and Development (OECD). The Kim 
administration perceived membership in the OECD as a symbol of international 
recognition for Korea as an advanced economy. To be a member of the OECD, the Korean 
government needed to comply with two OECD legal codes: the Code of Liberalization of 
Capital Movements and the Code of Liberalization of Current Invisible Operations. These 
two codes incorporated a commitment to move toward full liberalization without 
introducing new restrictions (Park et al. 2004). Korea ultimately became an OECD 
member in December 1996, just a year ahead of the financial crisis.

11.3.2. Postcrisis Liberalization and Its Consequences

After the Asian financial crisis of 1997–98, the Kim Dae-Jung administration (1998–2003) 
set out a plan to transform the Korean financial markets into the hub of Northeast 

Asia by 2011. To achieve that goal, the Kim administration tried to deregulate 
restrictions on inward foreign investments. The Roh Moo-hyun administration that 
followed (2003–8) then aggressively deregulated outward overseas investment while 
making efforts to expand the size of the foreign exchange, stock, bond, asset 
management, and foreign exchange markets. The Lee Myung-bak administration (2008–
13) then allowed the establishment of financial holding companies while dismantling the 
institutional barriers present across banking, insurance, and investment businesses.

These efforts were intended to build the infrastructure of a robust financial center, which 
could be competitive against other existing financial centers in Asia, such as the Tokyo, 
Hong Kong, and Shanghai exchanges. Meanwhile, the Korean government actively 
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participated in regional monetary cooperation. It has supported the broadening of the 
pool of currency swap reserves under the Chiang Mai Initiative (CMI) scheme, and 
actively participated in multilateralizing the CMI in 2009–10 by contributing $19.2 billion 
to the CMI pool of funds (Cho and Lee 2011).

11.3.2.1. Foreign Direct Investment
The Kim Dae-Jung administration shifted the regulations on capital account transactions 
from a positive system to a negative one. As a result, foreign exchange transactions 
became fully deregulated in principle, except for certain restrictions on limited activities 
that concerned national security and criminal conduct. In particular, the Kim Dae-jung 
administration set out to promote inward FDI. In April 1998, 98.9 percent of the total 
1,148 business sectors were opened to foreign investors. All cross-border hostile merger 
and acquisition activities were allowed, and restrictions on the ownership of land by 
foreign investors were lifted (Lee 2011). The Foreign Investment Promotion Act—which 
went into effect in November 1998—increased the tax incentives for foreign investment in 
high-technology businesses, while designating foreign investment zones.

A series of deregulation actions toward inward FDI produced positive effects by 
attracting more inward FDIs. The volume of inward FDIs was minimal before the financial 
crisis of 1997, but then sharply increased during the Kim Dae-jung administration and 
continued for the past decade, except for a temporary setback in 2008, when the US 
subprime mortgage crisis escalated into a full-blown global financial crisis. In 2002 
outstanding inward FDI volume was $62.7 billion, but it then increased to 147.2 billion 
dollars by the end of 2012 (Bank of Korea, Economic Statistics portal).

In notable opposition to Korea’s situation regarding trade relations, the EU, Japan, and 
the United States have all been major investors in Korea, and of these, the EU was the 
largest investor from 2002 to 2012. Moreover, Japan’s investment in Korea almost 
doubled from 2008 to 2012, and in terms of increase, Japan’s investment remained the 
highest in the three regions during this period. Another notable aspect is that 
investments from Southeast Asian countries have been on the rise rapidly over the past 
years, reaching $11.1 billion in 2012. It is not clear whether the inflow of investments 
from Southeast Asia, especially from Singapore, originated with local capital or money 
channeled from elsewhere through financial subsidiaries in Singapore. However, 
considering the fact that an FDI is usually oriented toward the long term and less 
speculative than a portfolio investment, the Korean economy must have benefited from 
the increasing FDI volume coming from Southeast Asia.

Meanwhile, as part of a Foreign Exchange Liberalization Plan, the Roh Moo-Hyun 
administration (2003–8) deregulated restrictions on overseas investments. In addition to 
deregulation directed toward the corporate sector, it also eliminated the limits placed on 
individuals’ overseas investments in March 2006. As a result, outward FDI greatly 
increased. The total outstanding amount of outward FDI was smaller than that of inward 
FDI until 2007, but from 2008 FDI volumes began to surpass the inward FDI volume. In 
particular, this sharp increase of outward FDI resulted from Korean firms increasing their 
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investment in China and Southeast Asia. From 2002 to 2012, Korean firms’ investments in 
these two regions increased more than tenfold, and in particular, the FDI to Southeast 
Asia doubled from $13.8 billion in 2007 and further to $41.1 billion in 2012. Korea’s FDI 
to India is also growing rapidly over the past few years in tandem with that country’s 
growing economic interest in Central Asian energy and material resources (Bank of 
Korea, Economic Statistics portal).

We should also note that the share of FDI in Korea remains not only much lower than the 
average for OECD countries, but also below that of other Asian countries. FDI inflows to 
Asian economies have rapidly increased over the past decade. In particular, net FDI 
inflows to China, Singapore, and ASEAN countries have shown remarkable increases 
(Kang 2010). These countries have greatly benefited from an FDI-related technology 
transfer and relatively long-term investments made by foreign investors in the 
manufacturing sector.

By contrast, in Korea the percentage of net FDI inflow relative to GDP has been much 
lower than that for China or ASEAN countries, despite continuing government efforts to 
attract more inward FDI. Indeed, the ratio of net inflow of FDI to GDP has been in 
decline, thus depriving Korea of various FDI-related economic benefits, especially 
technology transfer. Moreover, the increasing investment by Korean firms in China, 
ASEAN, and other Central and South Asian countries is posing a potential threat, namely, 
a “hollowing out” or deindustrialization of the Korean economy.

11.3.2.2. Portfolio Investment
With its plan to build Korea into a regional financial hub, the Kim Dae-jung administration 
implemented sweeping structural reforms directed toward the financial sector. It adopted 
international accounting standards and undertook an evaluation of the soundness of all 
financial institutions. It also launched comprehensive reform measures to enhance the 
transparency of financial transactions. Each of these structural reforms was 
implemented, as all financial institutions had been nationalized after the crisis of 1997. 
The Kim administration injected a tremendous amount of public funds into the financial 
sector to bail out or recapitalize failing financial institutions in 1998–99, at the time 
reaching about 32 percent of GDP. It then began to privatize those temporarily 
nationalized financial institutions through foreign sales, beginning in 2000 (Kang 2009). 
Meanwhile, it also implemented structural reforms of the corporate sector as 
well, even permitting the second largest chaebol in 1999, Daewoo, to be declared 
bankrupt. These structural reforms in the financial and corporate sectors had immediate 
positive effects on the Korean securities markets.

Foreign investment in the Korean stock market surged and remained on the rise during 
the first decade of the new millennium, except for a temporary setback in 2008. The 
volume of inward portfolio investment—including equity and debt flows—also rose 
substantially. Foreign equity investment totaled $75.7 billion in 2002, but a decade later, 
in 2012, it had increased to $363.4 billion. During the same period, foreign debt security 
purchases increased from $40.5 billion to $218.7 billion. In total, the volume of inward 
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portfolio investment increased more than five times, reaching $582 billion in 2012. With 
the growing amount of foreign portfolio investment, Korea’s capital markets have grown 
immensely. The degree of securities market capitalization has also grown continuously 
since 1998. It sharply increased after the Korean government launched aggressive 
financial deregulation in 2005 and 2006. By 2009, the relative size of the Korean 
securities markets in the national economy was higher than that for Japan, reaching more 
than twice the Korean GDP (IMF, financial structure database).

In terms of inward portfolio investment, investment from the United States and the 
European Union has been a principal source of foreign investment. From 2002 to 2012, 
investment from these two regions increased from $90.5 billion to $364.4 billion, 
composing about 69 percent of the total inward portfolio investment. By contrast, 
portfolio investment from China and Japan was ten times smaller than that from the 
United States and the EU. Recently, investment from China—both equity and debt 
investment—has risen, but still the outstanding total volume remains ten times smaller 
than that for the United States. For example, at the end of 2012, the outstanding total 
amount of portfolio investment from China was $16.8 billion, while that from the United 
States was $204.8 billion. Recently, investment by Southeast Asia and Central Asia rose 
sharply, amounting in 2012 to $92.6 billion and $25.7 billion respectively. The general 
trend for the past decade highlights that, unlike trade relations, portfolio investment from 
the United States and the EU has been critical for the growth of Korean financial 
markets, and their significance looks likely to remain in the near future.

Meanwhile, Korea’s outward portfolio investment has been much smaller than its inward 
investment, ranging only 10 to 22 percent of inward portfolio investment volume from 
2002 to 2012. As with the inward portfolio investment pattern, Korea’s outward portfolio 
investment has been primarily directed toward the US and EU markets. For the past 
decade, on average, about 60 percent of outward portfolio investment has been directed 
toward the equity and debt security markets in the United States and the EU. This 
pattern again indicates that in terms of investment relations, the United States and the 
EU remain Korea’s principal partners. Because Korea has negotiated FTAs with these two 
regions, which include provisions for lowering investment barriers, Korean financial 
market integration with these regions appears likely to accelerate in the future. Of 
course, considering the ongoing Eurozone crisis and the slow economic recovery in the 
United States, this pace of integration may be slowed for a while. Yet when 
taking a longer-term point of view, it is likely that the Korean financial markets will be 
even more closely coupled with the financial markets of these two regions.
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11.4. Conclusion
The evolution of Korea’s foreign economic policies has been shaped by the evolving 
geopolitical context, by changes in the global economic balance—the major factor being 
the rise of China—and by democratization within Korea itself. During the Cold War, a 
bipolar international system constrained Korea’s foreign economic relations and its policy 
options. Economic ties were heavily directed toward the United States and Japan, and as 
a result, managing the bilateral ties with these two countries, especially with the United 
States, was the central focus of Korea’s foreign economic policies. During this period, 
authoritarian governments pursued an export-oriented development strategy, which was 
supported by a government-directed financial and industrial system. The government-led 
private business actors followed the direction that the government set. Meanwhile, it 
tried to turn the geopolitical constraints imposed by the Cold War system into 
opportunities by becoming a loyal partner of US-led security alliances. A series of 
episodes highlighted these unique strategic relations—including the Korea-Japan 
diplomatic normalization of 1965, Korea’s troop dispatches (1965–73) to the Vietnam War, 
the accompanying surge of US-led foreign public and commercial loans to Korea, and a 
sharp increase of Korean exports of manufactures to the United States. The Korean 
government has never pursued foreign economic policies separately from other strategic, 
political, and security considerations: this tradition remains a critical element for 
understanding Korea’s current and future foreign economic policies.

Korea’s foreign economic relations, however, began to diversify with the end of the Cold 
War and the succeeding change in power configurations in the international system. In 
the first decade of the new millennium, China, ASEAN, and other Asian economies 
became Korea’s principal trading partners, replacing Korea’s conventional principal 
partners—the United States, Japan, and the EU. The strengthened economic ties with 
China and other Asian economies have been one of the primary sources of Korea’s 
increasing trade volume and surpluses over the past decade. Responding to this changing 
economic geography, the Korean government has tried to strengthen its economic ties 
with China, ASEAN, and conventionally weaker regions and countries, especially with 
South and Central Asia, so as to secure more energy resources and broaden its own 
production and investment networks.

These efforts, however, do not necessarily imply that the Korean government’s focus in 
formulating and implementing foreign economic policies has shifted—or will shift—
completely toward Asia. In investment relations, especially in portfolio investment, 
Korea’s conventional principal economic partners—the United States, Japan, and the EU
—are still vitally important. In particular, Korea’s economic ties with these 

advanced economies are critical for upgrading the nation’s competitiveness in services 
and the high-tech industrial sectors. Moreover, it appears questionable whether the 
economic benefits gained from Korea’s expanded economic ties with China and other 
Asian economies can be sustained in the future, considering both the rapid catch-up of 
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Chinese firms in key manufacturing sectors where Korean firms have enjoyed a 
competitive advantage and the accelerating speed of outsourcing undertaken by Korean 
firms to China and ASEAN countries.

Throughout the period from the Cold War era onwards, the Korean government has never 
pursued foreign economic policies separately from the nation’s other geopolitical or 
strategic considerations. This tradition is still prominent in Korea’s economic relations: it 
initiated and concluded FTAs with the United States and the EU earlier than it did FTAs 
with China, despite strong opposition to this policy in domestic politics. This action 
indicates that despite the relative decline in its overall importance in Korea’s economic 
relations, the United States will remain the core partner of Korea, not only in terms of 
building regional or cross-regional multilateral economic institutions, but also in 
counterbalancing rising Chinese influence in the region.
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